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CHAPTER ONE

Social Embeddedness of Economic Action
and the Spread of New Ideas and Practices

INTERACTION AMONG INDIVIDUALS in a community or society
follows mainly unwritten rules. Many of these rules have not necessar-
ily developed for the maximum efficiency of the community, but rather
as a result of circumstance, opportunism and politics (Granovetter,
1985). Markets can be seen as an instance of human interaction, and
understanding how firms compete in markets necessitates an apprecia-
tion of the development and influence of these unwritten rules
(Swedberg, 1994; Fligstein, 2001; Granovetter, 2002). While most read-
ers would, at an intuitive level, agree with the above statements, those
schooled in economic theory would also recognize a discrepancy in
some of the more common assumptions of how firms compete with
each other. While rational choice theorists allow for the influence of
habits and norms - or unwritten rules - on decision making (Abell,
1995), their competitive effects are typically assumed to be cancelled
out in the greater economic scheme of things and aggregate, long-
term, efficiency prevails (North, 1990). The main question addressed in
this dissertation is what effects such rules, or norms, have in conjunc-
tion with economic incentives on how firms act in a competitive set-
ting. Empirically, the focus of the dissertation is neither on the very
micro-level of individual decision making, nor on the very macro-level
of the effects on national economies but rather on an intermediate
level where firms live, die and generate an idiosyncratic history which
affects us all in our daily lives. To illustrate some of the core issues of
this dissertation, consider the following example drawn from Swedish
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newspaper reports about developments in the Swedish hilsobert indus-
try.

Over the past two decades, 23 out of 30 Swedish ‘halsober’ have
closed down - they have ‘died’ as firms. A widely quoted reason for the
high death rate among these firms is the decline in the popularity of
the ascetic treatments the traditional Ailsoben offered, coupled with a
reduction in government sponsored health care. To most observers, it
would seem natural that such a radical shift in the environment of the
firms should prompt frenetic change activity among them. Curiously
enough, the most obvious change - to adapt to the changing tastes of
consumers - has been met with utmost skepticism within the industry.
In the year 2000, after most of the hdlsobern had been wiped out, 7al-
lasen (one of the most well known hdlsobern) met with scorn, ridicule
and indignant feelings from within the industry when they attempted to
change with the times by introducing coffee, wine and meat on their
menu. One of the members of the board was quoted in a newspaper
to have threatened to resign ‘if animal cadavers were allowed in the bail-
soberr’. Over-all industry resistance to the change was strong enough to
threaten the expulsion of Talldsen from the industry association if they
proceeded (Hellekant, 2000). Other newspaper stories report an earlier
attempt by a hilsoben to break with industry norms, which resulted in
its expulsion from the industry association and subsequent failure (DI,
1994).

These newspaper stories evoke the image of an industry where
firms just do not entertain changes that break with 100-year-old norms
about how they should act - even if it means the demise of the firm.
While this dissertation is not about the trials and tribulations of the
Swedish hilsoben, this simple example highlights a host of interesting
issues and questions regarding the influence of norms and economic
pressures on firm incentives to change. An obvious issue is that of the
choice and ability of firms to change. Did 23 out of 30 hilsobern choose
to perish rather than change, or did they perish because they were in-
capable of changing? Did the failed hilsoben even consider the neces-
sary change or was it an ‘unthinkable’ action? What role did norms and
economic incentives play? This leads to another question that cuts into

1 Hilsobem is a particular tyEe of Spa that draws on early 20t century ascetic ideas
formulated by Mr Are Waerland. Their rehabilitation program is based on strict vegetarian-
ism and a principle of no ‘drugs’ such as tobacco, coffee or tea.
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a soft spot in theorizing on markets and competition - is a market in
which firms compete defined by these firms or is it a ‘given’ condition
to these firms (White, 1981; Oster, 1982a; Baron and Hannan, 1994;
Fligstein, 2001)? If the hilsoben had been able to include meat and wine
on their menus to cater to a wider clientele, would such a move have
redefined the ‘market’ for the halsoben and forced these firms to com-
pete directly with hotels and conference facilities? From an economic
perspective the ‘industry’ may not have changed, as neither the tech-
nology nor the essential consumer need they fulfil had changed (c.f.
Porter, 1980). But for the firms in the hilsohem industry it would have
meant a totally different way of competing. These questions of firm
capability and incentives to change are interesting from the point of
view of understanding the competitive behavior of firms.

It is important to distinguish here between the question of the
unwillingness of some firms to undertake a specific competitive action
and the much wider discussion on technological inertia and resistance
to change in general. Economic history is full of examples of resis-
tance to the adoption of new technologies or practices by societies or
communities as a whole (Easterlin, 1981; Olson, 1982). The ‘cause’ of
inertia is often attributed to vested interests such as guilds, unions or
intellectuals that are adversely inclined to the particular innovation, and
the effects are seen as far-reaching for the economies as a whole
(Mokyr, 1992). Adoption of the disputed practices is, in effect, blodked
for all firms in an economy - often by law - and such practices are
therefore not available as competitive options to firms. The concern of
this dissertation, on the other hand, is with competitive actions that are
possible for firms to undertake, but not necessarily considered correct
or appropriate. The Swedish hdlsobem, for example, is not an outcome
of rehabilitation efforts in a vegan society, where the inclusion of meat
on the menu would perhaps be unlawful. Rather, it is a reflection of a
set of norms that a number of firms have voluntarily submitted to, be-
cause of a shared belief. What happens when such norms intersect, or
come into conflict with economic incentives and interests? Different
streams of literature provide different, and partially overlapping, an-
swers to this question.

An economic perspective, especially strategic management the-
ory, provides insights in to how firms may be expected to behave under
competitive conditions, but these theories are often limited by restric-
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tive assumptions on the behavior of firms (Nelson, 1991). Such theo-
ries of how firms compete often deal with the issue of ability and
willingness to change by an assumption that firms are wiling to change
when it is profitable to do so; and when they are not alle to change
they perish (Nelson, 1991; Rumelt, 1995; Geroski, 2001). Attempting a
purely economic explanation of the demise of the hdilsoben, however,
easily becomes strained. If the Ailsoben could change easily, why did a
majority choose to die rather than change? It does not seem, techni-
cally, difficult for a hilsohen to add meat and coffee to the menu, and
the economic punishment for resisting change was shown over time to
be harsh. This story suggests a socially ‘richer’ interpretation than the
simple case where firms ‘choose rich’ or ‘choose poor’ through their
strategic choices. The straw man of economic theory as entirely de-
pendent on heroic assumptions about individual rationality should not
be taken too far though. Empirically driven theories of economic be-
havior, such as behavioral finance, explicitly allow for individual ‘irra-
tionality’, for example when explaining why financial markets are not
always efficient (c.f. Shleifer, 1999). Similarly, the ‘process school’, or a
‘cognitive strategy school’, in strategic management research places
emphasis on the effects of the socio-cognitive aspects of managerial
decision making (Reger and Huff, 1993; Hodgkinson and Johnson,
1994). An even more widely cited effort to include human frailty in
economic reasoning is the work by Richard Cyert and James March
(1992). In an attempt to pry open the ‘black box’ of the neoclassical
economic firm they investigate the effects that a number of known
human (mainly cognitive) limitations have on core economic activities
of a firm, such as choice of output levels and output pricing.

From the perspective of the present study, these approaches are
primarily limited in two ways. Flrstly, they tend to focus on the limits of
ndwidual rationality and cognitive processes (cf. Granovetter, 2002).
Less theoretical and empirical attention has been paid to how firms
may behave in competitive situations with norms and values that are
commonly constructed and shared across firms (March and Olsen,
1989; Walsh, 1995; Oliver, 1997) - as in the case of the Swedish hilbso-
hem. Secondly, while these approaches point to the existence and effects
of norms on economic action, they more rarely present studies of
whether such effects have significant consequences at a more aggregate
level - for example for industries. Institutional theory, within econom-
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ics as well as organizational sociology has however proceeded in such a
direction.

Organizational institutionalists of various persuasions have
studied how ideas which are taken for granted influence the behavior
of firms (Meyer and Rowan, 1977; Scott, 1995). While proving empiri-
cally rich, much of the work has been concerned with non-profit or-
ganizations (Rowan, 1982; Tolbert and Zucker, 1983; Baum and Oliver,
1991). Alternatively studies have typically investigated administrative or
organizational changes with effects from adoption which are difficult
to judge (D'Aunno et al. 1991; Burns and Wholey, 1993; Haveman and
Rao, 1997). This empirical focus on the effects of institutions on non -
profit organizations or the adoption of practices has been argued to
lead to an underestimation of the role of technical efficiency, and eco-
nomic incentives on the action of a firm (Kraatz and Zajac, 1996;
Lounsbury et al. 1998). In addition, many studies have conceived of
the institutional environment as uni-dimensional, with one ‘institution’
that sets the frame of reference for most of the actors. In such a con-
ceptualization, the often contested nature of institutions and muldplic-
ity of institutions is cast aside (March and Olsen, 1989; Scott, 1995).
Neglecting possible multiplicity of institutional rules is particularly
troublesome when investigating a competitive setting where firms often
consciously seek out differentiating positions in niches (Caves and
Porter, 1977; Carroll, 1985) that may give nse to localized perceptions
of competitive ‘rules’ (Lant and Baum, 1995; Porac et al. 1995).

Given the relatively rich theoretical treatment of the general in-
fluence of norms on economic actors, the main contribution of this
thesis will be empirical. This dissertation contributes to the relatively
few earlier empirical studies on the influence of norms, values and
economic incentives on the adoption of new practices that have a clear
economic impact?. Addressing this gap in literature, the dissertation in-
vestigates empirically the intersection of intra-firm values with eco-
nomic incentives in shaping organizational competitive behavior. More
concretely, the question addressed is about the effects of norms and
economic incentives on the propensity of firms to undertake competi-
tive change. The empirical focus is not, however, on the press by
which values influence individual organizational behavior but rather on
the effects and competitive outcomes that are visible when looking at a

2 Some exceptions include (Palmer et al. 1993; D'Aunno et al. 2000).
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larger set of firms. In terms of the above example, this dissertation will
not focus on the firm-idiosyncratic decisions or political processes that
may lead one or another hdlsohen to adopt or to resist any type of
change. Instead the aim is to lift the level of analysis to the effects of
the ideas commonly held in the industry. The level of interest is not,
however, as aggregate as in population ecology studies, where the fate
of individual organizations is inconsequential and where halsobern as a
population would compete with the population of hotels and confer-
ence facilities (c.f. Carroll and Hannan, 1999). Theoretically, the ap-
proach of the dissertation has several points in common with the ‘pro-
cess school’ and the ‘macro culture’ view of strategy (Hodgkinson and
Johnson, 1994; Abrahamson and Fombrun, 1994; Peteraf and Shanley,
1997; Rindova and Fombrun, 1999). However, the theoretical frame-
work chosen to work within is primanly the organizational neo-
institutional framework (DiMaggio and Powell, 1983; Scott, 1995).
While there are large areas of intersection between a macro culture and
an institutional perspective on the effects of shared norms (DiMaggio
and Powell, 1991; Walsh, 1995), there are also some distinctions. A key
difference of importance to this research, is that a macro culture view
focuses on the role and effects of common norms as a product of
common processes among firms wihn an industry (Abrahamson and
Fombrun, 1994). A neo-institutional perspective, on the other hand,
employs a wider societal lens when investigating the formation of
norms (Friedland and Alford, 1991; Haveman and Rao, 1997).

The particular research interest leads to a number of empirical
and methodological challenges and considerations - primarily the need
to differentiate between what are institutional and economic influences
on firms’ behavior (c.f. Mezias, 1990; D' Aunno et al. 2000). These is-
sues are discussed further below.

1.1 Research strategy and empirical setting

To identify economic and institutional influences on the competitive
behavior of firms, the empirical investigation focuses on competitive
actions with rather clear institutional and economic consequences.
Product market changes represent a tangible competitive action un-
dertaken by a firm, with direct effects on the competitive position of
the firm that can also be clearly observed retroactively. Following Davis
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and Greve (1997) and Strang and Meyer (1994), the research traces the
spread of multiple product innovations through a single firm popula-
tion during one historical time period. The product innovations studied
are not technological and there are no legal or information barriers to
imitation in the industry that would direct the diffusion or the ease of
making money for the innovator (Levin et al. 1987; Teece, 1987b).
Economic incentives for firms in the industry to adopt new products
quickly are strong, so the base-line adoption rate of new product inno-
vations is fast.

Empirically, the research task is to distinguish whether the diffu-
sion of new products is influenced by their economic potential or by
their perceived congruence with norms and values. Prevailing institu-
tionalized norms of competing, and of products appropriate to com-
pete with, are inferred from an in-depth qualitative study of the his-
torical development of the market under study (c.f. Leblebici et al,
1991; Haveman and Rao, 1997; Thornton and Ocasio, 1999). To distin-
guish between the effects of economic (firms as driven by profit) and
institutional (firms as driven by appropriateness to context) product
adoption incentives, firms are characterized with respect to how likely
they are to conform to institutionalized norms by investigating firm-
level institutional ‘markers’ (c.f. Strang and Meyer, 1994; Chaves, 1996).
The empurical setting chosen is the industry for mutual funds in Swe-
den - an industry that has experienced fundamental regulatory and
competitive changes during its brief history. Over a period of roughly
forty years, the industry has changed from a small insignificant alterna-
tive to bank saving to the largest form of private savings, competing
with direct stock investment (Niemeyer, 2000). This industry transfor-
mation has engendered a shift in the way firms in the industry define
how they compete (c.f. Lounsbury, 2001). From competing with mutual
funds as standard retail-bank products (like savings accounts), a norm
of competing on the ‘quality of asset management’ formed and be-
came increasingly accepted among the firms in the industry. This de-
velopment took place in conjunction with the professionalization of
security analysts, and an increase in their importance in the operations
of mutual fund firms. Based on this insight, hypotheses are formulated
about how such constructed norms of competition influence the actual
product introduction behavior of mutual fund firms. These hypotheses
are then investigated in a longitudinal quantitative event-history study
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of the product introduction behavior of firms in the mutual fund in-
dustry.

The quantitative empirical study investigates the diffusion of
three product categories of mutual funds from 1989 - 2000 (see Figure
1). One of the product categories investigated is Mixed asset funds -
mutual funds investing both in equity and bonds. This product cate-
gory was primarily popularized when changes in the pension rules in-
creased individual pension saving in 1993.
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Figure 1 - The Adoption of three new products’

By the year 2000, about 30 per cent of the firms had adopted the
Mixed assets fund product innovation, a diffusion pattern similar to
most other product introductions in the industry. From the point of
view of norms of how to compete in the industry, the product is well
in line with the shared industry notion that firms compete on the qual-
ity of the asset management they provide to the consumer.

The two other product categories investigated are /ndex and So-
cially Responsible Irvestment (environmental and ethical/charity) funds.
Introduced at the same time as Mixed asset funds, approximately 15 per
cent of the firms had adopted either of these products by the end of
2000. Both index and socially responsible funds represent innovations
that diverge from current competitive norms. /ndex funds pose a direct

3 Source: The Swedish Financial Supervisory Authority and author’s calculations
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challenge to the concept of active management whereas SRI funds ap-
peal to traditionally non-economic values such as ethical or environ-
mental concerns. For example, in the US. the Index funds were, when
first introduced, ridiculed within the finance industry for being ‘un-
American’ as they ‘bet on mediocrity’ by following an index for invest-
ment decisions rather than relying on analysis of securities by financial
analysts (Damato, 2001). At the heart of the controversy regarding in-
dex funds is that #dex funds in essence can be construed as a vote of
no confidence in active management and the work of security analysts
(Gruber, 1996). Socially Responsible bruestment (SRI), on the other hand, is
controversial because of the perceived lack of rational economic logic
underpinning its core ideas. It is by some analysts seen as ‘the domain
of cranks... or loonies’, presumably for the belief that environmental
soundness is a systematically positive sectoral factor. At a more funda-
mental level, there is industry skepticism about the belief that there
may be other values to investment than maximum immediate financial
return (Euromoney, 1999). While these two mutual fund categories di-
verge from an idea currently strongly espoused within the Swedish
mutual fund industry about how firms should compete their potential
economic value as a product to a firm is not, per se, lower than that of
other funds. Socially Responsitle brvestment (SRI) funds have, for example,
commanded a higher management fee than the average managed fund
for a long time (Euromoney, 1999). Index funds, on the other hand,
command generally lower fees than actively managed funds but instead
offer large actors better scope for leveraging their size in competition
with smaller actors through economies of scale. Using economic rea-
soning it is thus not clear, a priori, why these funds trail Mixed asset
funds in their diffusion across the industry.

The quantitative study investigates why the product innovations
of index and socially responsible irrestment mutual funds diffuse differently
than Mixed assets funds. Current diffusion theories within the economic
and sociological traditions provide both answers and further questions
to explain these differences. Did #dex and socally responsile irmvestment
funds diffuse at a slower rate because they were less profitable product
innovations (the economic story)? In that case, why did they diffuse to
even 15 per cent of the firms and how did most firms know, before
trying them out, that these funds would not be profitable? An alterna-
tive (institutional explanation) is that #udex and SRI funds diffused at a
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slower rate because they were not in congruence with prevailing norms
of how firms should compete. A follow-up question then presents it-
self - why did some firms go against the prevailing norms and adopt
these products? To answer some of these questions this dissertation
argues the usefulness of viewing economic and sociological perspec-
tives on competitive action as complementary, providing a fuller and
more nuanced understanding of competitive firm behavior (c.f. Baron
and Hannan, 1994; Dobbin and Baum, 2000; Geroski, 2001).

1.2 Organization of the dissertation

The dissertation is organized as follows. Chapter two reviews economic
and sociological diffusion theories and studies. Apart from deriving
propositions from the literature, the chapter also argues that some of
the different findings of the perspectives may stem not from theoreti-
cal incompatibilities but largely from different empirical foci. Chapter
three introduces the empirical setting and provides a historical study of
the development of the market for mutual funds in Sweden and the
development of shared norms of how to compete. By contextualizing
the propositions of chapter two, chapter three provides a number of
empirically grounded and testable hypotheses. Chapter four discusses
the research strategy and introduces the analysis method and the statis-
tical model chosen to operationalize the research strategy. The data
collection process as well as the operationalization of relevant variables
used for testing the hypotheses of chapter three are also discussed.
Chapter five presents the results of the quantitative analysis, interpret-
ing these from both an institutional and an economic perspective.
Chapter six illustrate the findings from the quantitative analysis from
two case studies of firms adopting products that contradict the pre-
vailing norms. Chapter seven concludes the dissertation by discussing
the implications of the findings for existing theories of competitive
behavior, the limitations of the study as well as future research.




CHAPTER TWO

Follow the Money or the Leader: Economic
and Sociological Theories of Diffusion

How DO NORMS which are taken-for-granted as appropniate firm be-
havior and economic incentives for undertaking certain competitive
actions influence actual firm behavior? Investigating this issue calls for
the study of which firms undertake a specific competitive action under
what circumstances, and when. As argued in the preceding chapter, this
can be done where the action in question is observable and has clear
economic as well as ‘appropnateness’ consequences for the firm. The
adoption, and spread, of new product innovations in an industry is an
example of such an action. Product adoptions are tangible expressions
of a competitive action and firms in the mutual fund industry are sub-
jected both to an institutionalized as well as a competitive environment.
When seeking to understand how firms compete by adopting new ideas
and practices, 1t is natural to look to the literature on diffusion research
to take stock of what is known. Diffusion studies intersect economic as
well as sociological fields of research (c.f. Rogers, 1995; O'Neill et al.
1998; Greve, 2000) providing a suitable empirical framework for this
dissertation. While the field of diffusion research is wide and spans
several disciplinary boundaries, this review draws mainly on the find-
ings from economics and organizational sociology for two reasons.
Firstly, the phenomenon to be studied is the adoption behavior of or-
ganizations, not of individuals which is the central concern of many of
the diffusion studies within the fields of anthropology or geography
(cf. Katz et al,, 1963; Brown, 1981). Secondly, a subsidiary point in the
dissertation is to argue the complementarity of an economic and a so-
ciological view of diffusion and competition (c.f. Dobbin and Baum,
2000; Strang and Macy, 2001).

11
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Central to an argument of how these two views complement
each other 1s a recognition that economically and sociologically ori-
ented theories of diffusion typically have had different empirical foci,
as well as the fact that they have largely relied on divergent assumptions
about human action. Seen from such an angle, some of the different
diffusion predictions of economic and sociological models can be un-
derstood as addressing different (and complementary) aspects of a dif-
fusion process (Strang and Macy, 2001). While economic diffusion
studies have investigated the diffusion processes of economically sig-
nificant innovations (c.f. Mansfield, 1961; Rose and Joskow, 1990), so-
ciologically inspired diffusion studies have often focused on the spread
of administrative practices and ideas of how to organize (c.f. Tolbert
and Zucker, 1983; Burns and Wholey, 1993). The analytical diffusion
models used in the economic and sociological traditions have also dif-
fered, primarily with respect to assumptions of human rationality.
Strang and Macy (2001) argue that economic ideas of diffusion proc-
esses are often ‘over rational’ whereas sociological notions tend to be
‘under rational’. Their argument is that the typical economic diffusion
model focuses on the adoption decision, assuming that an efficient in-
novation will spread among rational actors. The sociological diffusion
model, on the other hand, focuses mainly on the mechanism of conta-
gion (the spread by observation) and assumes that actors pay little at-
tention to what happens after adoption - to whether or not the innova-
tion actually works.

These different empirical foci in combination with the different
behavioral assumptions have led to idiosyncratic findings. Economic
studies have mainly studied the diffusion of innovations with a clear
‘bottom-line’ (Teece, 1980; Greve, 1994), generating strong findings for
the relevance of the profitability criteria in the diffusion process. So-
ciological diffusion studies, on the other hand, have commonly been
concerned with the spread of practices or ideas - innovations for
which efficiency or profitability are not easily determined (Strang and
Soule, 1998). Thus, while economic diffusion studies have emphasized
the importance of the relative advantage (or profitability) of an inno-
vation in determining the diffusion of an innovation, a sociological ap-
proach, dealing with innovations of ambiguous efficiency, has focused
more on the channels of information among adopters. By juxta-posing
propositions from an ‘over rational’ economic and an ‘under rational’
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sociological tradition of diffusion studies, this dissertation seeks to
overcome some of the limitations of earlier diffusion studies (c.f
Strang and Soule, 1998; Strang and Macy, 2001). Common to both
theoretical views, however, is an empirical focus on studying innova-
tions that have diffused successfully* (Rogers, 1995; Strang and Macy,
2001). The selection criteria, to study what are seen ex-post as significant
innovations, have contributed to a ‘pro-innovation bias’ in many find-
ings (Rogers, 1995). Findings that are ‘pro-innovation biased’ tend to
over-estimate the speed and the rationality by which innovations dif-
fuse through a community of adopters, because of an over-sampling of
successful diffusions (Rogers, 1995; Abrahamson and Fairchild, 1999;
Strang and Macy, 2001).

2.1 The spread of new ideas - processes of adoption and

diffusion

The process by which a new idea or product spreads across a commu-
nity is often termed a diffusion process. Following from a ‘pro-
innovation’ bias in most diffusion studies, the research question most
often phrased is a variation on the theme of ‘why did not all actors
adopt at once?’ (Brown, 1981; Rogers, 1995). The answer is typically
found in the fact that adoption is more advantageous to some actors
(providing a stronger incentive for these actors to adopt early), or that
some actors are more centrally placed in a social structure and there-
fore receive information about earlier adoptions before other firms.
Once these early actors have adopted and demonstrated the benefits of
an innovation more widely others follow suit. As discussed briefly
above, economic and sociological formulations of diffusion processes
tend to differ with respect to the theoretical aim and the understanding
of the diffusion process. There are also differences in the reasons for
undertaking economic and sociological diffusion studies.

Economics pose the question why an innovation takes time to
spread, often with the aim of examining what governs the rate of
change in economies and in industries. The speed of diffusion is seen
as positively related to societal efficiency, but negatively related to the
individual incentives of firms to undertake R&D (Nelson, 1959). New,

+ Notable exceptions are Burns and Wholey (1993), Greve (1995) and Rao et. al,
(2001) who all investigate the decline in populanity of a new practice.
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progressive innovations should be used by most firms for the greatest
over-all efficiency in the economy. On the other hand, fast diffusion
means short temporary monopolies of the innovators, which reduces
private incentives to undertake R&D. Economic diffusion studies have
in general paid little attention to aspects other than the relative advan-
tage of an innovation’ as determining diffusion patterns. This focus
has resulted in a preponderance of studies of innovations with defin-
able benefits and costs, i.e. products and technologies (Greve, 1994).
Sociologists, on the other hand, often investigate diffusion processes to
test hypotheses about how social structure influences action - viewing
the diffusion processes as a means of investigating channels of inter-
organizational influence (Katz et al. 1963; Strang and Soule, 1998). So-
ciologically inspired organization theorists, in particular within neo-
institutional organization theory, have proceeded beyond a structural
theory of diffusion channels to explicitly include cultural similarities as
influencing the diffusion process (Strang and Meyer, 1994; Chaves,
1996). In comparison with economic diffusion studies, sociologically
inspired diffusion studies have paid relatively more attention to the is-
sues of how acceptable an innovation is to the adoption environment.
As the empirical focus has been on the spread of practices and forms
of organizing, less attention has, however, been paid to the influence of
profit and competition concerns on adoption (Palmer et al. 1993; Kra-
atz and Zajac, 1996).

An aim of this overview is to bring together ideas of an eco-
nomic, a sociological structural and an institutional perspective of dif-
fusion. A particular theoretical focus is on deriving propositions for the
diffusion of new ideas and products that may or may not be in line
with the dominant ideas and perceptions within an industry. The next
three sections outline diffusion research within the economic and the
sociological traditions and each section is concluded with a number of
propositions from each particular perspective.

5 Exceptions are Mansfield (1961) and Oster and Quigley (1977) who discuss the
possible effects of ‘worker resistance’ to innovations although neither includes this in the
analysis.
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2.2 An economic perspective: follow the money

A central notion in the economic perspective is that firms adopt inno-
vations expected to be profitable, thus a diffusion pattern should fol-
low differences in perceived profitability (Molyneux and Shamroukh,
1999; Geroski, 2000). The profitability of adopting a given innovation
may differ across firms depending on a number of factors. Particularly
salient in economic diffusion research are issues of firm and innova-
tion characteristics, strategic interaction and market conditionst. Firms
may differ in several charactenistics relevant to the utilization of an in-
novation and these differences lead to variations in the perceived prof-
itability of adoption (Davies, 1979). At the firm level, size-related com-
plementary assets (Teece, 1987a), or the benefits of market power
(Porter, 1980) may alter the relative profitability of adoption across
firms. Innovation characteristics may also render an innovation more or
less easy to imitate for a particular firm and thus affect diffusion rates
and patterns (Winter, 1987). Investment size and the nature of knowl-
edge required for imitation have been found to influence diffusion
rates (Mansfield, 1961; Zander and Kogut, 1995). Strategic action may
also affect the perceived profitability of adoption, and thus adoption
rate and pattern, among firms (Reinganum, 1989). Strategic entry deci-
sions depend on the nature of the innovation, whether or not the in-
novation supports or destroys existing market power and firms’ knowl-
edge structures, the uncertainty of the innovation and the market posi-
tion of the potential adopter (Gilbert and Newberry, 1982; Reinganum,
1983; Katz and Shapiro, 1987; Henderson, 1993). Finally, changes in
market conditions, such as market growth and structure, may influence
the salience and dynamics of either of the above influences on the dif-
fusion process (Porter, 1980).

The following sections discuss these theoretical arguments in-
depth and present earlier empirical findings. After each section, the
relevant propositions are formulated.

¢ Curiously absent from economic diffusion analysis are, however, theories and find-
ings from multi-product competition literature (e.g.Shaked and Sutton, 1987; Shaked and
Sutton, 1990). A central finding in this literature 1s that multiproduct firms may not be
equally likely to adopt a particular product, depending on their existing product portfolio (c.f.
‘Burton, 1994).
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2.2.1 Firm dharacteristics

The characteristics of a firm play a role in the diffusion process when
they render the adoption of an innovation differently profitable across
firms. Two particularly important firm characteristics investigated in
relation to adoption behavior are the firm’ size and market power.

2.2.1.1 Firm size and speed of adoption

The notion that firm size and market power positively influence speed
of adoption was first proposed by Schumpeter (1996/1942) in the
context of discussing where in an economy innovation takes place.
Schumpeter argued that larger resource-rich firms with market power
were the prime engines of innovation in an economy. The two
‘Schumpetarian hypotheses’ about the relationship of innovation, firm
size and market structure subsequently set the research agenda for
much of the industrial organization research on innovation and diffu-
sion (Cohen and Levin, 1989). The proposed positive relationship of
firm size and innovation is based on the idea that a larger firm has
greater resources to apply to innovation. With these resources follow
greater opportunities for realizing economies of scale when adopting,
and better chances of utilizing complementary assets in enhancing the
value of adoption (Teece, 1987). Since these characteristics of large
firms render adoption relatively more profitable than for smaller firms,
large firms tend to adopt innovations faster’.

Empirical studies of diffusion have focused on the relationship
between firm size and speed of adoption, often with contradictory
findings (Geroski, 2000). Mansfield (1961) used firm size as a proxy for
the availability of complementary assets as well as the ability to cope
with financial risk-taking, and found support for a positive relationship
between firm size and speed of adoption. Later studies also support a
positive relation between firm size and speed of adoption of new
technologies (Romeo, 1975; Hannan and McDowell, 1984; Pennings
and Harlanto, 1992), but it has been contradicted in other studies
(Oster, 1982b; Levin et al. 1992). Rose and Joskow (1990) attribute
some of the contradictory empirical findings to flawed research de-

7 An opposing view is proposed by economusts interested in decision making proc-
esses, who suggest that large hierarchical firms are slower to adopt due to more complex de-
cision processes and roblematic incentive structures (c.f. Kuran, 1988; Dearden et al. 1990;
Fernandez and Rodrik, 1991).
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signs8. When controlling for the most common research design flaws,
they found strong support for a positive effect of firm size on speed of
adoption. Thus, while there are divided opinions about what exactly
firm size is a proxy for, most empirical evidence indicates that large
firms are faster adopters than smaller firms (Cohen and Levin, 1989;
Geroski, 2000).

2.2.1.2 Market structure and incentives to adopt innovations

Theorized relationships between market structure and incentives to
adopt innovations follow two different lines of argumentation. One ar-
gument holds that firms, when experiencing increased competitive
pressure, increase their efforts to innovate and also adopt new practices
more rapidly to ‘keep up’. This is the reasoning behind ‘competitive
band-wagons’ where firms imitate out of fear of losing out (Katz and
Shapiro, 1987; Abrahamson and Rosenkopf, 1993). The other, empiri-
cally richer, argument suggests that firms adopt innovations more read-
ily when they are confident of the innovation being profitable. This ar-
gument derives from Schumpeter (1996/1942) who proposed that,
since innovation is normally a risky business, firms need to be compen-
sated for the risk by gaining (temporary) market power to compensate
for the gamble undertaken. Firms that are in a position to wield market
power are more confident that they will be able to introduce an inno-
vation successfully and hence the presence of market power is posi-
tively related to innovation. This proposition that ex-post (innovation)
market power is an important incentive of innovative activity at firm
level has become central to mainstream industrial organization and
strategic management theory (c.f. Porter, 1980; Teece, 1987b; Reed and
DeFillippi, 1990; Peteraf, 1993).

Market power is thus another firm characteristic, in theory, posi-
tively related to adoption speed. Again the empirical support for the
proposition is mixed. Mansfield (1961) finds that the diffusion of new
technologies is faster in industries with a lower degree of concentration
(i.e. harboring fewer firms with market power). In his study of the dif-
fusion of 12 innovations in four industries, tin cans diffused much
faster in the highly competitive US. beer industry than did centralized
traffic control in the less competitive (more concentrated) railroad in-
dustry. Although widely quoted, the Mansfield (1961; 1963) studies

§ Most importantly, a sample selection bias by excluding non-adopting firms.
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have been criticized for being deficient in the number of observations
(Davies, 1979) as well as for comparing different innovations across in-
dustries (Hannan and McDowell, 1984). Controlling for the problem of
inter-innovation comparability Hannan and McDowell (1984) investi-
gate the adoption of Automatic Teller Machines (ATM%) by banks
across the local retail banking markets in the US. Their findings indi-
cate that market concentration has a positive effect on the rate of
adoption. In addition, Levin et al. (1992), investigating the adoption of
scanners among super-market chains in the US,, found that large
chains, in terms of local market share, were relatively early adopters.
Empirical evidence thus indicates that market concentration is posi-
tively related to the speed of adoption of innovations within an indus-

try.
2.2.1.3 Some initial propositions

A central idea in economic diffusion theory is that perceived profitabil-
ity drives adoption. The first proposition is thus simply:

Proposition 1: Perceived innovation profitability relates positively
to product introduction speed

Following on from this proposition are a number of proposi-
tions about what drives perceived profitability. Empirical findings, al-
though not univocally, support a positive relationship between a firm’s
size, market power and speed of adoption. The second proposition is
then:

Proposition 2: Firm size is positively related to the speed of
adoption of innovations

The theoretical argument behind proposition 2 suggests firms
operating in a monopolistic environment have an easier time predicting
nival reactions to innovation and thus become more confident in in-
vesting money in innovation - hence ex-ante monopolistic structures
favor innovation (Schumpeter, 1996/1942). Porter (1980), in a related
vein, proposes that the growth rate of a market (and hence the avail-
ability of resources for which to compete) is positively related to fast
adoption as the risk of competitive retaliation is less in a more resource
rich market. Hannan and McDowell (1984) show that growing markets
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are more likely to lead to a need for firms to replace technology and
hence increase the adoption rate. Where the market is growing both the
intensity of rivalry and predictability of rivalry, along with a higher de-
mand for substitution of capital lead firms in general to adopt innova-
tions faster:

Proposition 3: Growth of resource base relates positively to in-
novation adoption

These findings support the theoretical proposition that firms ex-
hibiting certain characteristics have a greater imentie to adopt quickly.
To actually adopt an innovation, an action of imitation must be carried
out and the success of this action may be contingent on the character-
istics of the innovation.

2.2.2 Imouation characteristics

Even if a firm has incentives to adopt an innovation, there may be dif-
ferences in how difficult an innovation is to imitate. Theory and em-
pirical research on firms’ ability to imitate point to two main barriers to
imitation: access to resources for imitation and the complexity of imi-
tation.

2.2.2.1 Access to resources as a barrier to imitation
A common observation is that innovators, by virtue of being first, of-
ten have preferential access to critical resources needed to commer-
cialize the innovation (Wernerfelt, 1984). An issue for the imitator then
becomes to acquire these critical resources at terms that are not worse
than the innovator, in order to be able to compete with the final out-
put. This perspective has been particularly well elaborated within the
resource - based view of strategy where ‘barriers to imitation’ are seen
as crucial to the creation of sustainable competitive advantage
(Wernerfelt, 1984; Reed and DeFillippi, 1990; Peteraf, 1993). Imitation
is understood as problematic due to innovation-specific barriers to
imitation such as factor acquisition (Barney, 1986; Dierickx and Cool,
1989), first-mover advantages (Schmalensee, 1982; Wernerfelt, 1984;
Liberman and Montgomery, 1988) or the lack of complementary assets
(Teece, 1987Db).

Investigating first-mover advantages in the financial industry, Tu-
fano (1989) shows that while innovators typically do not charge higher
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prices than followers, differences in market shares between innovators
and followers are persistent. First-mover advantage is interpreted as de-
niving from steep learning curves. This steep learning curve stems from
the nature of investment banking where opportunities for learning are
few - so having managed one or two large mergers in a particular in-
dustry may constitute a formidable knowledge advantage in compari-
son with competitors. Makadok (1998) similarly investigates first-mover
advantages in the US. market for money market mutual funds and
finds persistent pricing premiums for early entrants in spite of the lack
of barriers to imitation. He interprets the findings as indicative of the
fact that innovators (and early adopters) are able to establish a ‘resource
position barrier’(Wernerfelt, 1984) by attracting the limited number of
consumers that are interested in their type of product. Subsequent en-
trants, although not faced with direct barriers to imitation, may find it
less profitable as the ‘easy money’ is already tied up, and attracting new
investors would cost relatively more than it did for the pioneers.
A proposition from the resource-based perspective is thus:

Proposition 4: Speed of adopting an innovation is positively re-
lated to the accessibility of critical resources for the innovation

2.2.2.2 Complexity as an impediment to imitation

Even where there are no barriers to imitation in the resource-based
sense, imitation may still be difficult due to the complexities inherent in
imitation. Lippman and Rumelt (1982) suggested that even without
entry barriers, differences in the efficiency of firms would persist if
there were any uncertainty as to the imitability of technology, coupled
with the need to make irreversible investments to utilize the technol-
ogy. Moving from the field of technological innovations to new ideas
about how to do business, Schoemaker (1990) and Porter (1996) pro-
posed that sufficiently complex strategies may yield sustainable com-
petitive advantage to an innovator. By modeling the effect of strategic
complexity (parameterized as the number of elements and their inter-
connection), Rivkin (2000) shows that even where there are no re-
source based-barriers to imitation, imitation may be difficult due to de-
cision processes and the localized nature of search processes. Com-
plexity of the strategy in combination with incomplete information
about competitors quickly renders imitation of a strategy unlikely to
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succeed. Siggelkow (2002) investigates how sets of strategies that fit
well with an environment are the result of a firm-specific evolutionary
process and how this contributes to difficulties for competitors in imi-
tating even an apparently successful strategy.

From a technological perspective there are studies on the com-
plexity of the innovation and the efficiency of patent protection. In a
study of how fast new technology leaks out, Mansfield (1981) found
that secrecy and lead-time was almost as efficient as patents in pro-
tecting innovations against imitation. Levin et al. (1987), surveying a
large number of R&D executives, found similar support for the im-
portance of secrecy and lead time in deterring imitation. Distinguishing
the different types of knowledge according to their codifiability and
visibility, Zander (1991) and Zander and Kogut (1995) found that in-
novations that employ less visible and codifiable knowledge are more
difficult to imitate and that they are adopted at a slower rate. Similarly
Szulanski (1996), investigating voluntary knowledge transfer, found that
knowledge tended to be locally ‘sticky’ (difficult to transfer) due to a
variety of organizational issues such as lack of absorptive capacity
(Cohen and Levinthal, 1990) and the Not Invented Here’ syndrome
(Katz and Allen, 1982).

An innovation complexity barrier perspective thus offers the
following proposition:

Proposition 5: Speed of adoption is negatively related to the
complexity of an innovation.

Thus far, aspects of the firm adoption decision have been
viewed from the perspective of the individual firm acting in isolation.
However, firms often attempt to influence their competitive environ-
ment through strategic actions. The next section investigates theory
and research on how strategic interaction in the adoption decision af-
fects the diffusion process.

2.2.3 Strategic mteraction

Strategic action affects the perceived profitability of adoption by com-
peting firms, and thus the adoption rate and adoption patterns among
firms. Most commonly, the core question has been framed in terms of
a market incumbent-entry problem. Potential market entrants threaten
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incumbents with introducing new technology and the question is
whether or not the incumbent should respond by early adoption (pre-
emption) or late adoption (to avoid cannibalization) in comparison to
their competitors (Reinganum, 1989).

Incumbent firms, with a dominant market position, have an in-
centive to adopt an innovation early, to pre-empt competitor adoption
to extend their market power to a new generation of technology
(Arrow, 1962; Gilbert and Newberry, 1982). If the innovation is un-
certain, however, incumbents may rationally under-invest (enter late) in
the new technology if it threatens to substitute (cannibalize) their ex-
isting (for the time being secure) market dominance for more uncertain
market dominance in the future (Reinganum, 1983). Later theoretical
refinements have differentiated between innovations that destroy or
enhance existing market power. In essence it is suggested that market
incumbents would have an incentive to preemption where innovations
are market power enhancing but not where they cannibalize on market
power (Bresnahan, 1985; Katz and Shapiro, 1987).

The following two propositions emerge from the discussion on
market power and strategic interaction:

Proposition 6a: Dominant incumbent firms are fast to adopt
market power supporting innovations

Proposition 6b: Dominant incumbent firms are slow to adopt
market power destroying innovations

As noted in the discussion above, a decision to adopt is not only
guided by incentives but also affected by a capability to do so. Drawing
on findings from organizational research on incumbent response to
discontinuous technological change (Tushman and Anderson, 1986;
Henderson and Clark, 1990), Henderson (1993) introduces the distinc-
tion of economic and technological discontinuity of an innovation.
The main point is to distinguish between the ineuze and the capability
to adopt early. An innovation is discontinuous, or radical, in the eco-
nomic sense when it destroys market power by cannibalizing on exist-
ing sales. The innovation is incremental when it enhances the existing
market power of an incumbent. The same innovation is also radical or
incremental in an organizational sense, depending on whether it builds
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on-, or destroys-, the existing knowledge and information processing
capabilities of firms. An organizationally radical innovation is argued to
be more difficult for an incumbent firm to adopt successfully due to
existing set ways of processing information and using knowledge. Un-
der the assumption that incumbent firms understand their deficient ca-
pabilities, innovations that are incremental from an economic point of
view may still be subject to rational under-investment (late entry) due
to lower estimates of success.

Attacking the same issue of incumbent failure, but looking at a
slightly different explanation, Christensen (1993) found that having a
strong customer base that did not appreciate the innovation could in-
duce incumbent inertia too®. The argument revolves around the effect
on managerial cognition of having a strong customer that influences
the choice of future technologies. Tripsas and Gavettu (2000) have
shown similar effects of managerial cognitive barners to new ideas.

The impact of strategic interaction on the diffusion of innova-
tions has not been extensively empirically researched (Reinganum,
1989). Bresnahan (1985) shows how Xerox’ concerns with cannibaliza-
tion of existing profits delayed the introduction of new technologes
even when it meant a probable loss of market shares. Similarly,
Ghemawat (1991) found that actors with a large market share in corpo-
rate switchboards tended to be laggards in adopting the new PBX
technology for fear of cannibalizing existing sales. Henderson (1993),
investigating the effects of radical and incremental changes in the
photolithographic alignment equipment industry, tests the effects of
the type of change on the success of incumbents to introduce and
profit from an innovation. Her findings indicate that innovations which
are radical, from either an economic or organizational perspective, are
less likely to be successfully introduced by an incumbent and are likely
to be under-invested in, whereas incremental innovations are likely to
be adopted successfully early.

Further distinctions between the incentive and capability to
adopt successfully (which, in a rational settung, feeds back into an
adoption decision) thus provides the following propositions:

9 The empirical study of Christensen (1997) has subsequently been criticized by
Mckendrick and Haggard (2000).
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Proposition 7a: Dominant incumbent firms are fast to adopt
competence enhancing innovations

Proposition 7b: Dominant incumbent firms are slow to adopt
competence-destroying innovations

2.2.4 An econamic view of diffusion in total

The first and foremost assumption of economic diffusion theory is
that firms adopt what is perceived as profitable. Perceived profitability
of a given innovation may, however, differ across firms. It is often eas-
ier for large, market leading, firms to introduce new products and other
innovations in a profltable manner, and they are therefore likely early
adopters. In growing markets, firms are keener to introduce new prod-
ucts as the chances of profiting from introducing a new product are
greater than in a shrinking market. When the innovation destroys ex-
isting market structures, for example by radically changing the techno-
logical or organizational base of competing, large incumbent firms are
sometimes better off being late entrants.

Economic diffusion theory maintains that the quest for effi-
ciency is the primary driver of adoption. Like much economic research,
economic diffusion theory has been criticized for being ‘under-
socialized” (Granovetter, 1985) or ‘overrational’ (Strang and Macy,
2001) as it pays scant attention to the rich social fabric that channels
the flow of information and the meaning a particular practice may as-
sume for a potential adopter. The following sections on a sociological
and an institutional perspective of diffusion review studies that focus
on these aspects of the diffusion process.

2.3 A sociological perspective: follow the leader

In contrast to the economic view of diffusion, a sociological perspec-
tive places more emphasis on the flow of information and the mean-
ings attached to the innovation in the diffusion process. This section
reviews diffusion theory and empirical findings within the broadly de-
fined field of sociologically inspired *macro-diffusion’ studies - studies
of how practices and innovations spread across firms and organiza-
tions (rather than among individuals). The diffusion process is under-
stood as comprising two interrelated processes where actors adopt an
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innovation on the merits of the innovation itself (when they receive
information about the innovations), or they adopt the innovation be-
cause of the influence of earlier adopters in the community. Innova-
tions are typically introduced by outward-looking, large actors seeking
efficient solutions to problems (Damanpour, 1991; Rogers, 1995), al-
though the pattern is moderated by the cultural understandmg of the
innovation (Menzel, 1960). The spread of an innovation through a
community then follows social structures of information and influ-
ence, such as social proximity and the status of adopters (Katz et al.
1963; Strang and Soule, 1998).

The structure of this section follows the above line of argu-
mentation. Starting with how new ideas are introduced into a commu-
nity, the discussion proceeds to general reasoning about how the two
mechanisms of diffusion (internal and external influences on adoption)
are related, and ends with a more specific discussions of these mecha-
nisms.

2.3.1 The leader is large and cosmopolitan

The introduction of an innovation into a community of firms is often
by a large firm, with many contacts outside the community that experi-
ences a problem needing to be solved (Rogers, 1995). Large firms are
more likely introducers of novelty as they have a wider range of activi-
ties and therefore are exposed to (and observe) more innovations than
a smaller firm. Along the same lines, a large firm is also, ceteris paribus,
more likely to experience a problem that prompts a search in any one
of its activities. Since firm size is often positively correlated with the
size of its resource base, large firms are also seen as more likely to
venture the risk of innovating to solve their problems (Kimberly,
1981). Salient empirical findings across a large number of empirical
studies by and large support an idea that large, specialized non-
hierarchical firms are fast adopters of new things (Damanpour, 1991)
These findings, culled mainly from the literature on orgamza—
tional innovativeness!9, closely match the findings of economic diffu-
sion studies (refer proposition 2). It is important to note, however, that
there are a small number of sociological studies investigating the diffu-

10 ‘Organizational innovativeness” connotes a high propensity of an organization to
adopt new ideas (c.f Damanpour, 1991), rather than the usage in the R&D and technology
management literature where organizational innovativeness means the ability of an organiza-
tion to produce new ideas.




26 CHAPTER TWO

sion of innovations not considered appropriate in their social context.
Early sociological and anthropological diffusion research at the indi-
vidual level provides interesting examples of how the idea of a central
or large innovator is changed when discussing the introduction of an
innovation seen as deviant!!.

Drawing on theories from cultural anthropology and sociology,
Menzel (1960) found that actors centrally placed in a social network
were early adopters of ‘culturally legitimate’ innovations whereas actors
on the fringe were the first to adopt ‘culturally illegitimate’ innovations.
His explanation for this was that the ‘marginal men’ were less con-
strained by social norms. Similarly, Becker (1970) showed that innova-
tions of ‘high adoption potential’ low on a risk and controversiality in-
dex) diffused faster than did innovations of ‘low adoption potential’
(high nisk, high controversiality). The difference in speed was attributed
to the difference in the path of diffusion. Low adoption potential’ in-
novations were adopted first by socially marginal doctors, whereas
‘high adoption potential’ innovations spread first to socially central
doctors. The explanation was that socially central doctors were less
likely to take a high risk, adopting a ‘low potential’ practice than were
marginal doctors. Studies into institutional and organizational change
report similar findings at the organizational level. Drawing on a histori-
cal case study, Leblebici et al. (1991) suggest that most radical changes
in the US radio broadcasting industry emanate from actors on the pe-
riphery of the industry. The (in those days) radical idea of having ad-
vertisements pay for programming, for example, was introduced by
‘unsavory characters’ who could not persuade magazines to carry their
dubious ads, so they bought radio stations instead to spread their mes-
sages. Similarly Kraatz and Zajac (1996) showed that failing liberal arts
colleges were more likely to add an institutionally illegitimate change
(vocational training programs) to their curricula than were more suc-
cessful colleges.

2.3.1.1 A sociological proposition on the introduction of innovations

Introduction of an innovation is normally seen as an act of a large firm
seeking an efficient solution to a problem (c.f. proposition 2). However,
with respect to innovations considered controversial in their context,

11 Abrahamson and Rosekopf (1993) also investigate these phenomena in a simula-
tion model, calling it the ‘trickle-up’ effect.
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marginal players are often seen to take the lead (c.f. Menzel, 1960; Le-
blebici et al., 1991; Kraatz and Zajac, 1996). Thus:

Proposition 8a: Firm centrality is positively related to the intro-
duction of legitimate innovations

and conversely

Proposition 8b: Firm centrality is negatively related to the intro-
duction of illegitimate innovations

Once introduced into a community, an innovation diffuses by
several mechanisms. A common way of thinking about these mecha-
nisms is to separate adoption influences that are interal 1o the adoption
community (contagion influences — the effect of seeing your nelghbor
adopt) from those that are external to the adoption commumty (readin
about an innovation 1n the newspaper). The following section dlscusses
theory and empirical findings relating to the channels of information in
the diffusion process.

2.3.2 Internal and external sources of information influencing diffusion

Most empirical models of diffusion are ‘mixed-influence’ models in-
cluding both external and internal sources of influence to understand
the diffusion process (Mahajanan et al. 1990; Rogers, 1995)!2. Adop-
tion influences are thus assumed to be extermal to the adoption com-
munity (those not dependent on earlier adoptions, such as media ad-
vertisements) as well as #termal to the adoption community (the effect
of seeing others adopt). The relative influence of external and internal
information varies over the lifecycle of the diffusion process (Rogers,
1995). External information is initially the most important, but is
eventually overtaken 1n importance by internal sources of information.
Early adopters, prompted by efficiency concerns, are keen enough in-
novators to act on ‘impersonal’ (external) information such as media
reports. Later adopters, perhaps not facing the same problems may not
be motivated enough by external information to adopt, then choose to

12 An exception would studies of diffusion processes obviously dependent on con-
tact, such as the spread of measles or HIV.
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adopt when they see other actors in their position adopt or when more
information from earlier adopters is available (Brown, 1981).

In an early and influential study, Tolbert and Zucker (1983) show
that early adopters of civil service reforms in the US. were chiefly in-
terested in solving a problem. Later adoptions, after the reform had be-
come Institutionalized, were more indiscriminate (less specific to a
problem) and seemed mainly aimed at gaining legitimacy. Similarly,
Westphal et al. (1997) show that early adopters of TQM customized
the practice to a higher degree than did later adopters. Their interpre-
tation of the findings was that early adopters adopted for efficiency
gains, whereas late adopters were convinced that ‘it was the thing to do’
to look good, even if there were no direct efficiency gains. Rao et al.,
(2001) provide support for this general idea but from a different angle.
Investigating how the mechanism of ‘social proof’ (Cialdini, 1993)
guides the initiation and cessation of security analyst coverage of firms
in the US. they find that firms early in initiating coverage were less
likely to cease coverage after initial disappointing results. Their inter-
pretation is that firms that initiated coverage early did so for a calcu-
lated reason, while later firms initiated coverage because ‘everyone else
can not be wrong’. If the coverage turned out to be disappointing, the
later adopters, with less ‘reason’ abandoned coverage more quickly.

One implication of the above discussion is that propositions 8a
and 8b may be interpreted as suggesting that legitimate products can be
efficient for established actors to adopt, whereas illegitimate products
can be efficient for less established actors to adopt. The argumentation
of both Leblebici et al. (1991) and Greenwood and Hinings (1996)
suggest such an interpretation. As a practice is institutionalized, or be-
comes legitimate, the competition for necessary resources for the prac-
tice increases and it thus becomes less profitable for smaller actors to
adopt the practice. A better alternative for a marginal actor in many
cases is to adopt a less legitimate practice, for which the competition of
relevant resources is less. Given that the importance of external and
internal influences shifts over the course of a diffusion process, it is
interesting to discuss in greater detail how these different sources of
information may influence the diffusion process.

2.3.2.1 External information - read all about it

External information sources provide two types of influence - infor-
mation for the initial adoption as well as information regarding the ef-
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fects of earlier adoptions (Rogers, 1995). Three main sources of exter-
nal information are the media, the state and professional groups. The
mass media is portrayed as the archetypal ‘broad caster’ of informa-
tion, providing and editing information for all (Rogers, 1995). States
and professional associations, on the other hand, are often portrayed as
agents of change, providing information in accordance with an agenda
for diffusion (Baron et al. 1986; Sutton and Dobbin, 1996). The media
can be seen as spreading new ideas and practices by carrying stories of
successful adoptions and the heroes and villains behind new ideas.
Empirical results suggest that positive media reporting influences the
diffusion process. Strang (1997) and Abrahamson and Fairchild (1999)
show that media attention in general is not neutral but focuses on
positive aspects early in diffusion cycles to later on shift to criticism,
abetting cycles of adoption and abandonment!>. Nor are individual
firms just mere spectators in the media game but try to put their point
across by using rhetorical tactics as well as filtering their own experi-
ences to project success (Elsbach, 1994). Zbaracki (1998) finds that the
public discourse around TQM becomes overly optimistic as managers
pay heed to the prevailing rhetoric when designing their TQM pro-
grams and then filter their own experiences from implementation to
project success in their particular TQM effort. With respect to the ef-
fect on diffusion processes, Burns and Wholey (1993) show that the
incidence of the spread of matrix management increased with the in-
crease in media coverage of the practice, indicating the important role
of media as an external source of information. Strang and Macy (2001)
show through the use of diffusion simulations that, given positive me-
dia reports, performance-seeking firms may exhibit a faddish adoption
behavior of even entirely worthless innovations.

While the mass media may not be entirely neutral ‘broad casters’
of information, states and professional associations are seen as more
purposive actors in the provision of information. States can influence
the speed of diffusion of practices by providing policy and legislation
that encourage or discourage the practice in question. Baron et
al.(1986) show how the modern day personnel policies of US. firms
developed from state policies, which were initially developed to cope

13 A more cynical view of the role of the media is held by Herman and Chomsky
(1994) who suggest that the media edit stories to fit their interest of ‘manufacturing consent’
around specific issues.
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with the experience of World War II. Policy imperatives from the state
are often ambiguous though, and need interpretation to become im-
plementable. Professional associations often serve the function of in-
terpreting policies for the adoption community (Mezias, 1990;
Greenwood et al. 2002). Through their dual role situated within firms
as well as being networked across organizations, professional associa-
tions are particularly suitable for the role of community level interpret-
ers (DiMaggio and Powell, 1983; Galaskiewicz, 1985; Freidson, 1986).
Their interpretations will often be in line with the advancement of
their professional group in competition with other associations in soci-
ety (Abbott, 1988; Lounsbury, 2002) thus providing an additional di-
mension of agency in the diffusion process.

For example, investigating how corporations interpret the Civil
Rights Law, Edelman (1992) shows that firms construct compliance to
laws in a way that signals compliance externally, while managerial inter-
ests are maintained internally. She also shows that at the level of the
individual organization, the organizational politics and the existence of
professional personnel administrators influence the construction of
compliance. Mezias (1990), investigating how large firms deal with am-
biguities in financial reporting requirements, finds that professional ac-
countants devised and spread an understanding of how such reporting
requirements should be interpreted across firms. Similarly, in a study of
the development of human resource practices in large US. firms, Sut-
ton and Dobbin (1996) found that human resource professionals (over)
interpreted legislation on affirmative action as forceful enough to re-
quire human resource departments to deal with the issues. The likeli-
hood of a firm interpreting these laws as important was predicted on
the basis of whether or not they had a human resources department.
Human resource professionals thus influenced the interpretation of the
legal requirements to enhance their professional status. Additionally,
Lounsbury (2002) shows that security analysts in the US. mutual fund
industry utilized a change in the way firms competed induced by wider
societal change to forward their professional position in firms and
within the industry.

While external sources of information, such as the media, pro-
fessions and the state, are important to the diffusion process, informa-
tion also spreads within the adoption community from earlier adopters
to later, potential, adopters. The next paragraphs deal with the struc-
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tures that channel such information and influence within an adoption
community.
2.3.2.2 Structures for internal information flow
Adoptmg an innovation most often entails takmg a risk and firms try to
minimize the risk by drawing on the experlences of other firms who
have (or have not) adopted the innovation earlier (Haveman, 1993).
External sources may provide the function of broadcasting informa-
tion about earlier adoptions across adoption communities, but often
the problem is not of obtaining information in general, but rather how
to obtain trustworthy information (Greve, 1998). A central proposition
in the literature on inter-firm contagion is that firms primarily take no-
tice of actions by other prestigious firms that are perceived to be simi-
lar to themselves (Burt, 1987). Internal influences affecting the diffu-
sion process are thus expected to flow along lines of perceived similar-
ity. There are two main theoretical interpretations of how actors per-
ceive similarity — through cohesion or through structural equivalence.
The cohesion argument builds on the idea that contacts and communi-
cation lead to perceived similarity whereas structural equivalence incor-
porates an element of competition and social comparison in the rela-
tionship (Strang and Tuma, 1993).
2.3.2.2. 11nfluence through cobesion
At the core of the cohesion argument is the idea that interaction, or
socialization, leads to the development of a common understanding of
the environment. Firms that view the environment in a similar manner
tend to be more influenced by the actions of each other. Interaction is,
in its turn, facilitated by spatial proximity (Brown, 1981), by sharing
network affiliation (Granovetter, 1973; Davis, 1991) as well as by shar-
ing an understanding of the institutional or cultural context (DiMaggio
and Powell, 1983; Strang and Meyer, 1994). Empirically, the cohesion
argument has mainly been investigated with respect to the effects of
social proximity or network overlaps among actors.

Hedstrom (1994) shows that the spread of Swedish trade unions
was influenced by spatial proximity beyond the economic need for a
trade union. Davis and Greve (1997) similarly show that the spread of
the corporate ‘poison pill"* defense against corporate take-over was
through local market interaction among firms. Spatial proximity may

14 A ‘poison pill’ is a legal device that renders a hostile take-over extremely costly.
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also lead to avoidance of adoption when it is seen to increase competi-
tion. Greve (1996) shows that radio stations in the US. were less likely
to imitate a change in the market position if it was undertaken by a lo-
cal competitor as compared to if it was undertaken by a non-local
competitor.

Proximity in a network is another core theme of cohesion re-
search, and corporate board-interlocks have received much attention as
a presumably important network link between firms. Haunschild (1993)
investigates how corporate board-interlocks (sharing board members
across firms) influence the action of firms. She finds that the likeli-
hood of a firm engaging in take-over efforts increases when firms
shared board members with firms that had earlier engaged in take-over
efforts. Palmer et. al. (1993) show that firms that shared corporate
board members with earlier adopters of the M-form of management
were more likely to adopt the M-form. Davies and Greve (1997) show
that firms that shared board members with firms that had adopted the
‘golden parachute’ compensation plan for managers!> were more likely
to adopt the plan themselves. Rao et. al. (2000) show how large US.
corporations change listings from NASDAQ to the NYSE based on
their membership of social reference groups. Membership in a corpo-
rate network is also a powerful channel of influence. Greve (1995;
1996) demonstrates that both the adoption and abandonment of a
competitive position in the US. radio industry was heavily influenced
by the actions of the non-local ‘sibling stations’ in the corporate net-
work.

While a cohesion view of influence operates on the idea that
contact between firms is important to socialization, there are other
ideas about how firms influence each other more indirectly, through
competition and social comparison.
2.3.2.2.2Influence through structural equivalence
A structural equivalence argument of perceived similarity does not re-
quire direct socialization between actors, but relies on the idea of
common third-party contacts, competition and soctal comparison. The
basic mechanism proposed involves two actors who share a common
third contact. If one of them adopts, the other will feel compelled to
do so to avoid looking ‘the laggard’ in front of the third party. Intro-

15 A ‘golden parachute’ is a generous deal for an executive who loses his job through
re-structuring.
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ducing competition into the relationship adds explanatory power to the
cohesion argument with respect to what actually triggers adoption after
observation (Burt, 1987). Much of the empirical evidence of structural
equivalence at work is at the individual level (Strang and Tuma, 1993;
Galaskiewicz and Burt, 1991), but the idea is conceptually close to cog-
nitive strategic group theory. According to this theory, firms are seen to
pay much closer attention to actors that have been constructed as
competitors, or members of the ‘strategic group’. Two important
mechanisms behind this are social comparison and competition (Porac
and Baden-Fuller, 1989). Porac et. al. (1995) illustrate the construction
and effects of cognitive strategic groups in the Scottish knit-ware in-
dustry, where a certain type of technological innovation was limited to
the ‘low end’ strategic group. Lant and Baum (1995) investigate the
formation of strategic groups while Baum and Haveman (1997) inves-
tigate the competitive effects of these groups in the hotel industry on
Manhattan. The findings support the idea that firms pay closer atten-
tion to other firms that have been constructed as a competitor, while
downplaying the importance of firms defined as ‘outside’ the group.

Within a cohesive or structurally equivalent reference group not
all actors are accorded the same dignity, rather firms differ in status and
prestige (Burt, 1982; Podolny, 1993). The core idea is that lower -
ranking social members aspire to be similar to the higher - ranking ones
and thus adoptions by high-ranking members thus have a greater likeli-
hood of being adopted (Becker, 1970). Haveman (1993) elegantly il-
lustrates how thnifts in California, in the face of environmental turmoil,
follow large and successful thrifts into new markets, despite them al-
ways suitable for the smaller ones. Similarly Burns and Wholey (1993)
find that when high-status firms have adopted matrix management,
others are more likely to follow suit. Podolny (1993) shows how price
competition among US. investment banks is embedded in a status
structure which ensures the stability of the market. Haunschild and
Miner (1997) found that the choice of acquisition banker made by a
successful firm was more likely to be imitated than the choice of a less
successful firm.

These perspectives of what renders firms likely to look to each
other’s adoption behavior prompt the proposition:
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Proposition 9: Perceived similarity with earlier adopters is posi-
tively related to the speed of adoption of an innovation

The above discussion has dealt with the structural bases for the
spread of information and influence regarding innovations but not the
likelihood of adoption once the information is received. In the next
section, socially constructed similarities (commonly expressed as insti-
tutionalized values and norms) are discussed with respect to their role
as non-structural channels of diffusion as well as influences on what
innovation is adopted.

2.4 An institutional perspective on diffusion: institutional
‘fit’ and channels of diffusion

While the mechanisms of cohesion and structural equivalence both
represent structural ‘diffusion channels’, cultural (or institutionalized)
proximity is centered on the idea that firms can belong to the same ref-
erence group through a process of social construction. Strang and
Meyer (1994) argue that literal social ties (such as networks or spatial
proximity) do not capture all the ways diffusion influences flow among
actors. They suggest the use of reference groups constructed around
shared (institutionalized) categories or norms. An institutional defini-
tion of similarity provides two insights into the diffusion process. If
the adoption community is homogenous, the ‘fit” of a new idea with
the predominant ideas becomes crucial to whether or not it will diffuse
at all (Katz et. al,, 1963). Not all firms will be equally concerned with
the institutional environment however, and some firms will be more
likely than other to break with established norms (Greenwood and
Hinings, 1996). Where the adoption community is institutionally het-
erogeneous, institutional affiliation of firms may serve as an important
‘diffusion channel’, distinct from structural diffusion channels (Chaves,
1996; Soule and Zylan, 1997b).

2.4.1 Institutiondl fit and the adoption of products — you adopt what you under-
stand

The idea of cultural ‘fit’ is theoretically well developed in institutional

theory where a central proposition is that the understanding, or fram-

ing, of an innovation as appropriate and/or efficient will speed up its

adoption rate (Strang and Meyer, 1994, p. 108). Starting from the point
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that perceived similarity is based on theorized, or constructed, catego-
ries of the adopters, practices are likewise theorized by adopters. Theo-
nzation of practices utilizes existing cognitive schemes and ways of
categorizing the environment that are present in the wider society.
Over time these theorized understandings are shared across firms, at
times reinforced by regulatory and normative processes, and become
institutionalized (Meyer and Rowan, 1977; Scott and Meyer, 1983). Pro-
fessions are particularly important in the process of theorizing, as
much of what they do involves creating abstractions of organizational
activity (Abbott, 1988; DiMaggio and Powell, 1983). Theorizing also
means simplifying and elaborating a model of causality to understand
the innovation (Greenwood et. al., 2002). Simplifying an innovation
treats some of the features as salient and defining and others as insig-
nificant (Rao, 1994), a process of using analogies to what already is
known, thus linking the new to existing values of what is appropriate
and what is not (Leblebici et al. 1991; Haveman and Rao, 1997;
Greenwood et al. 2002). A central implication is thus that innovations
that are easily rationalized within existing norms will diffuse at a faster
rate (Strang and Meyer, 1994), and that the process of theorization may
influence the resultng diffusion process of an innovation as well as
what diffuses (Czarniawska and Joerges, 1996).

There is a wide range of empirical evidence of the general ef-
fects of institutional norms on the diffusion of new practices and
ideas, mainly with respect to the adoption of new organizational or
administrative practices. The importance of the state in legitimizing
new practices is made evident by Rowan (1982) who investigated how
the legitimacy of school reform with the local government influenced
its diffusion across US. schools. Professional groups are also important
in providing legitimacy for a new practice to enable its diffusion. Tol-
bert and Zucker (1983) find that after professional groups concur on a
positive evaluation of the civil service reform, the reform spread at a
faster rate. Public debate, within the community or in society in gen-
eral, is another important mechanism for conferring legitimacy on an
action. Hirsch (1986) shows how the change in the language of the
business community describing the practice of corporate take-over
corresponded with a change in the speed of adoption of the practice.
As the language surrounding corporate take-over became more posi-
tive, the speed at which firms adopted this innovation increased. Davis
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and Greve (1997) show how two innovations (poison pills and golden
parachutes), that were differently legitimate in the community differed
in their speed of diffusion among the U.S. fortune 500 firms. Similarly
Chaves (1996) demonstrates that the ordaining of women clergy in the
US. was much more likely after ‘second-wave’ feminism had changed
public attitudes.

Innovations in line with existing shared norms and values of an
adoption community are thus more likely to be adopted quickly. How-
ever, not all firms may think that all norms are equally important to
abide by. Another important aspect of the role of institutionalized
ideas is thus the effect of heterogeneity among firms with respect to
their institutional embeddedness.

2.4.2 Institational chanmels of diffsion  follow the like-mided

Innovations that are legitimate within an organizational field are likely
to diffuse faster than less legitimate innovations. Such an assertion
raises a number of questions. Firstly, as suggested by Leblebici et. al.
(1991) and Greenwood and Hinings (1996), concern for adhering to
existing norms may vary across individual firms with some being more
sensitive to ‘doing the legitimate thing’ than others. There might also,
as they argue further, be an in-built ‘dynamism’ of institutions. When a
practice becomes institutionalized, competition for the resources un-
derlying the practice will increase and so will the rewards of violating
the norm, inducing de-institutionalization (Oliver, 1991; Greenwood
and Hinings, 1996). A second issue is the effect of multiple sources of
legitimacy (D'Aunno et al. 1991). If firms have a choice among several
sources of seeking legitimacy for their actions, whose legitimacy will
count for the adopting firm (Zuckerman, 1999)? There are different
elements of legitimacy that may be conferred by a number of sources,
sometimes internally inconsistent and individual firms may differ in
how and where they seek legitimacy (Deephouse, 1996; Ruef and Scott,
1998) and there may also be temporal differences in where legitimacy is
sought (Thornton and Ocasio, 1999).

The above discussion outlines two main sources of heterogeneity
among firms with respect to what institutionalized values they sub-
scribe to. The first is the ambiguity of sources of legitimacy that a firm
can aspire to (D’Aunno et. al., 1991;Ruef and Scott, 1998). The second
issue relates to changes in institutionalized values and incentives to
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break with norms (Oliver, 1991; Greenwood and Hinings, 1996). These
two 1ssues are discussed in the next two sections.

2.4.2.1 Whose legitimacy matters?

The legitimacy of an action is a conferred, not an absolute, status
(Suchman, 1995; Zuckermann, 1999). Where there are multiple sources
of legitimacy, firms may have a choice of what source of legitimacy to
aim for. Not all sources of legitimacy are equally likely to be highly val-
ued at all times. Historically contingent ‘institutional logics’ contextual-
ize the antecedents and effects of different sources of legitimacy
(Thornton and Ocasio, 1999; Lounsbury, 2001). An institutional view
of a firm’s action in a market builds on the notion of ‘organizational
fields’ - a set of actors that take into account the actions of each other.
Actors in the organizational field try to produce a system of domi-
nance in the field and develop a common set of values that defines
their social relations (DiMaggio and Powell, 1983; Scott, 1995). Institu-
tionalized norms, or norms taken for granted, for interaction and status
enable the firms to reproduce themselves over time. A central aim of
the firms in the organizational field is to survive, and they all face the
threat of the effects of ‘runaway’ competition with price-cutting and
poor survival chances. While not always successful, firms in an organ-
izational field try to develop norms of social interaction that minimize
the likelthood of destructive competmon (Fligstein, 1996). From this
perspective, the actions of a firm, in terms of choice of product mix,
organizational form, relationship with competitors, can be understood
as attempts to mitigate the possible negative effects of competition
(Fligstein, 2001). These norms of competitive behavior within a field
develop in the general setting of a society and a historical context. The
concept of ‘institutional logic’ is used to connote the interconnection
between higher (societal) order belief systems and lower level (local
market) practices (Thornton and Ocasio, 1999). Institutions are thus
seen as supraorganizational patterns of human activity, ways of order-
ing reality and rendering experience of time and space meaningful
(Friedland and Alford, 1991). These societal influences are mediated
through a prevailing institutional logic - historically contingent prac-
tices, beliefs and rules that define the way firms compete with each
other and how to succeed (Fligstein and Brantley, 1992; Thornton and
Ocasio, 1999). Understanding the institutional logic of an industry is
essential to an appreciation of what sources of legitimacy are particu-
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larly salient at that time (Fligstein, 1996; Dacin, 1997). A relevant
boundary for identifying an institutional logic is the industry, as com-
mon identities and social relations of firms are constructed at this level
(Porac and Baden-Fuller, 1989; Haveman and Rao, 1997).

Empirically, Haveman and Rao (1997) show how the ‘moral sen-
timents’ of a society (in their case the level of ‘progressivism’ in US.
society in the early 1900%) together with technical change shaped the
founding and disbanding of organizational forms in the early Califor-
nia thrift industry. Thornton and Ocasio (1999) examine the sources of
executive power in publishing houses and find that, as the institutional
logic changes from editorial (professional) to market (economic) logic,
the sources of legitimacy of executive power change. According to an
editorial logic, executives with a solid professional reputation were per-
ceived as powerful, whereas according to a market logic the ability to
enhance the profitability of the firm was rewarded. Ruef and Scott
(1998) relate the prevailing institutional logic to the antecedents of le-
gitimacy of hospitals in California. They show that the salience of
managerial and technical forms of normative legitimacy changes across
different institutional logics. Hospitals with strong managenial legiti-
macy do well in an environment that premiers this particular type of
legitimacy, and vice versa. Antecedents of legitimacy also vary with the
institutional environment. Ownership structure (profit, non-profit)
mattered to the managerial legitimacy of a hospital, with non-profit
hospitals experiencing a legitimacy crisis in a more strongly market-
oriented environment.

At the level of the individual firm there is a particularly interest-
ing study by Davis and Greve (1997), who investigate the mechanisms
of the diffusion of two innovations of different legitimacy. They show
that while a legitimate innovation (the corporate ‘poison pill’) spread
through local market contacts, the illegitimate innovation (‘golden
parachute’) spread through elite (board) networks. The speed of diffu-
sion through local market contacts was higher than the spread through
elite networks rendering the over-all diffusion rates to be different.
Their interpretation for why the innovations spread through different
diffusion mechanisms was that the adopters of the innovations drew
on different sources of legitimacy for their actions. The poison pill was
legitimate in the larger social context as protection against corporate
raiders, hence adopters did not need to generate any ‘moral legitimacy’
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(Suchman, 1995) to justify their adoption. Influence from seeing other
actors in their industry adopt it (providing cognitive legitimacy) was
enough to induce adoption. Golden parachutes, on the other hand,
were not considered legitimate in the wider social context, but rather
seen as an expression of executive greed, and for a firm to adopt this
innovation they needed to generate moral legmmacy Moral legitimacy
for adoption could be gained from other executives who had already
adopted the practice, and thus the diffusion path for this innovation
was along corporate board-interlocks, or elite networks. Chaves (1996)
also provides a good example of the effects on diffusion processes of
organizations aspiring to different sources of legitimacy. Investigating
the spread of the ordination of women clergy in the US,, he found
that denominations sharing the same theological orientation (biblically
inerrent or sacramental) both showed a lower propensity to ordain
women clergy than other denominations. Chaves argues that their
theological orientation is a ‘cultural marker’ - an indication that they
share a similar interpretation of the bible which renders them less in-
fluenced by institutional pressures such as the society-wide women’s’
rights movement. Other denominations, also aspiring to be legitimate
in terms of their interpretation of the bible were quicker in ordaining
women clergy.

Firms may thus differ in their ‘use’ of sources of legitimacy and
wider social norms or institutional logics may render some sources
more attractive than others. One implication for diffusion theory is that
firms may thus be differently sensitive to the institutional fit’ of an in-
novation. The implication is that an innovation may be legitimate with
one group of firms (i.e. non-sacramental denominations) while illegiti-
mate with another group (i.e. sacramental denominations). Apart from
choosing to draw on different sources of legitimacy, firms may also
face different incentives to break with norms they ascribe to. The next
section discusses this issue.

2.4.2.2 One ‘iron-cage’ fits all? - incentives to bend the bars

While institutions influence diffusion processes, they are not rules that
force homogeneity on all actors. Concerns about breaking the norms
may vary across firms for a variety of reasons. Early sociological stud-
ies suggest that actors that are marginal in a social setting are less con-
cerned’ with social norms (Menzel, 1960; Becker, 1970). In a competi-
tive setting, concern with norms is often thought negatively related to
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economic centrality with economically frail firms being less concerned
about taking illegitimate action (Kraatz and Zajac, 1996). Competitive
pressures as well as differences in a firm’s characteristics may thus pro-
vide incentives to break the norms. The above discussion on institu-
tional influences on diffusion center on the homogenizing effect of in-
stitutions on the adoption decisions of individual firms - where a
practice is perceived as legitimate diffusion is speeded up and where it
is perceived as illegitimate, diffusion is slowed down. In the face of
competition, however, this logic of institutionalization of a practice
may actually lead to higher competition for the resource behind this
practice and thus raise incentives for breaking the norms (Leblebici et
al. 1991; Palmer et al. 1993; Greenwood and Hinings, 1996).

Leblebici et. al., (1991) show that radical new practices in the US.
radio industry tended to be adopted by competitively marginal actors
seeing that competing in a legitimate fashion would be prohibitively
expensive. As an example, pre-recorded radio programs were seen as
illegitimate even by the government but as competition for good pro-
grammers increased, less resource-rich firms found this to be the only
viable way of competing Kraatz and Zajac (1996) showed that failing
liberal arts colleges were more likely to adopt an institutionally illegiti-
mate change (vocational training programs) to their curricula than were
more successful colleges. The results were interpreted as indications
that these colleges were more sensitive to efficiency rather than institu-
tional adoption pressures due to their precarious economic situation.
However, as found in both studies, adoption of illegitimate practices by
marginal actors did not have the same influence on further adoptions
by other actors as an adoption of a legitimate practice by a central actor
would have (c.f. Burt, 1982). Leblebici et. al. (1991) and Greenwood et.
al. (2002) suggest that for an illegitimate practice to take hold it must
prove to be efficient to its users. Their argument is that mimicry is used
for economic gain and thus an obvious imitation target is a seemingly
successful practice (DiMaggio and Powell, 1983; Haveman, 1993).
Davis and Greve, (1997) on the other hand, suggest that if an initially
illegitimate practice can find a legitimating source (cognitive or moral),
it may still diffuse even when efficiency is uncertain. Greenwood et. al.
(2002) and Lounsbury (2001) elaborate further and suggest how a pro-
fessional group, through their association, articulate reasons and gather
legitimacy for specific organizational change. The main motivation of a
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particular profession is neither mimicking earlier success nor gaining
legitimacy for the firm but rather to further organizational change that
advances their intra-professional status (c.f. Abbott, 1988). There are
thus many reasons for breaking with existing norms - ranging from
concerns of profitability to the status mobility of an organizational
sub-group.

Institutional theory thus provides a theoretical framework for
specifying influences on the diffusion process outside literal social rela-
tions, but based on shared norms and values. Ideas and practices that
resound with this context, or institutions, diffuse fast while those that
do not translate favorably languish (Strang and Meyer, 1994). Firms are,
however, not impotent spectators but may choose sources of legiti-
macy or have incentives to break the norms, particularly when experi-
encing economic hardship (Kraatz and Zajac, 1996). Illegitimate prac-
tices are thus often introduced by marginal actors and as they diffuse
from the periphery to the center, the diffusion is slower than when it
travels the other way. Initially illegitimate innovations may thus diffuse,
but most often more slowly and only after ‘proving their worth’ with
the early adopters (Leblebici et. al, 1991). Firms adopting illegitimate
innovations may seek legitimacy wherever it can be found, and there
are normally many sources available to the firm in need, although the
salience of the source is contextual (Davis and Greve, 1997; Ruef and
Scott, 1998).

2.4.2.3 Some institutional propositions on the diffusion of an innova-
tion

While the review has covered studies of diffusion processes in general
the propositions focus on the theory and findings related to the legit-
macy of diffusing practices. There are a number of findings to indicate
that controversial, or illegitimate, innovations diffuse in a different way
to innovations that are non-controversial. While the main finding is
that controversial innovations diffuse more slowly, if at all, current
knowledge allows for more specific propositions as to the mechanisms
of this difference in speed.

Once introduced into an adoption community, innovations dif-
fuse through a number of mechanisms. These range from the flow of
(external and internal) information about earlier adoptions to the likeli-
hood of potential adopters acting on the information. The speed of
diffusion is likely to differ between legitimate (fast) and illegitimate
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(slow) innovations (Becker, 1970). Earlier studies suggest two different
social mechanisms to explain such differences in diffusion rates be-
tween legitimate and illegitimate innovations. Burt (1982) suggests that
socially marginal actors are less likely to influence other actors by their
behavior, and because marginal actors are more likely than central ac-
tors to adopt illegitimate products, such products diffuse at a slower
rate. This proposition is supported empirically by Leblebici et. al.
(199 1) who find that socially marginal firms are more likely to adopt an
innovation considered illegitimate, and by Burns and Wholey (1993)
and Kraatz and Zajac (1996) who find that socially marginal adopters
were less likely to start adoption ‘band-wagons’. Thus

Proposition 10a: Legitimate innovations spread from larger firms

to smaller firms (fast diffusion)

and conversely,

Proposition 10b: Illegitimate innovations spread from smaller
firms to larger firms (slow diffusion)

Another possible source of the differences in diffusion processes
is suggested by Davis and Greve (1997) who found that controversial
innovations diffused through other channels than non-controversial
innovations since they relied on different sources of legitimacy. Hence:

Proposition 11: Market contact with earlier adopters is positively
related to the adoption of legitimate innovations (drawing on
cognitive legitimacy)

and
Proposition 12: Sharing an interpersonal network with an earlier

adopter is positively related to the adoption of illegitimate inno-
vations (drawing on moral legitimacy).
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2.5 Tying the threads together

Contrasting and comparing the propositions from economic and so-
ciological diffusion studies on the one hand provides rather different
understandings of the dynamics of the adoption of new ideas. An
economic view suggests that external competitive pressures and indi-
vidual firm’s expectations of profitability from adoption will determine
adoption speed and the adoption pattern of an innovation. A socio-
logical view suggests a picture where a firm’s status, network position,
inter-firm professional alliances and the cultural fit of the innovation
may moderate firm level responses to competitive pressure. A point
made in this dissertation is that these views, in most respects, are not
contradictory but to a large extent complementary. The mechanisms of
the sociological diffusion process, for example, are likely to be influ-
enced by the profitability of an innovation - if an innovation intro-
duced by competitors is very successful even the most die-hard oppo-
nent may succumb and adopt. Conversely, an innovation that may be
economically viable may be too socially controversial for most firms to
undertake. This kind of dynamic interplay between pressures on firms
and groups within firms to conform to socially sanctioned roles and
other pressures on the same actors to act according to economic pres-
sures, provides an interesting field of research (Palmer et al. 1993;
Kraatz and Zajac, 1996; Dobbin and Baum, 2000). This dissertation
follows this tradition and aims to model adoption as a response to eco-
nomic as well as institutional pressures and limitations.

The next chapter introduces the empirical setting - the market
for mutual funds in Sweden. The historical development of the indus-
try, specifically the development of the particular institution of its
competitive logic, provides a basis for the propositions of this chapter,
and allows the explication of a number of context-specific hypotheses
from the theoretical propositions.




CHAPTER THREE

The Development of a Market and the
Formation of a Logic of Competition'®

THIS CHAPTER INTRODUCES the empirical context of the disserta-
tion— the mutual fund industry in Sweden. Central to the chapter is the
thick description of how the development of a market is driven by
several mechanisms, which together shape the historical context in
which an individual firm takes the decision of introducing or not in-
troducing a new product category. However, first the selection of this
specific empirical context is discussed, with particular emphasis on the
trade-off between a wide and a narrow firm -observation plan. Then
follows a general description of the products and the firms in the cho-
sen industry, to provide an understanding of some of the specific is-
sues related to the product introduction decision. Following this gen-
eral overview is a detailed historical account of the development of the
market and the formation of institutionalized norms of competing.
The implications of such norms on the product introduction behavior
of firms are discussed in the following section. Finally, hypotheses are
formulated by contextualizing the theoretical propositions of chapter
two.

3.1 Choice of empirical context

As discussed in chapter two, the empirical investigation aims to study
the influence of economic and institutional incentives on the product
adoption behavior of firms. Industries can be categorized according to

16 Interviews quoted in this chapter are translated from Swedish by the author. Iden-
tities of interviewees quoted are withheld, as this was a condition for many interviews. A
complete list of interviews is found in appendix I to this chapter.
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the degree to which exchange is driven by technical or institutional cri-
terion for evaluating action (Scott and Meyer, 1983). Arguably, the
propositions of chapter two are best tested in an empirical setting that
is institutionalized as well as competitive. A large number of industries
and sectors fulfil this wide criterion, providing many different ways of
designing a firm sampling strategy and observation plan. The next sec-
tion discusses the concerns of a suitable observation plan.

3.1.1 All forms in one industry or same firms in all industries???

Central to the design of an empirical study is the plan for which firms
to include in the sample and how to observe them. While there are
many different possible observation plans, they all have benefits and
drawbacks with reference to specific research questions. Considering
the choice of which firms to select, and how to observe these, the pos-
sible plans fall into three broad categories. The first observation plan is
to choose a representative sample of firms from a large number of in-
dustries. An alternative plan is to select one industry and sample all
firms in that industry - a single population census. A third alternative is
to conduct a multi-population census. Each of these designs has their
own merits and demerits, and the proper way to chose between them is
to evaluate each design with respect to the research question at hand.

In this case, the focal empirical question 1s how institutional and
economic incentives, respectively, influence the product adoption be-
havior of firms. As this is thought to be influenced by the adoption
behavior of other firms, a longitudinal observation plan is essential.
Furthermore, the competitive and institutional environment of the
firm 1s also thought to influence the adoption behavior, necessitating
the gathering of comprehensive data on industry-level covariates over a
long period of time. While a representative sample, repeated over a
long time period would have several advantages, it is not practically fea-
sible to collect longitudinal industry-level covariates for a large number
of industries. Furthermore, a design for samphng firms (as opposed to
a census approach) requires some samplmg criteria (such as size, age
etc.) which may also be difficult to motivate with respect to the current
research question. For example, excluding all the young (or old) firms
from the sample is difficult to defend as there is no clear theoretical

17 This section draws heavily on chapter 5 of Carroll and Hannan (1999).
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reason to believe that the action of this specific group of firms would
not influence the actions of the other firms; meaning that their exclu-
sion would also be likely to influence the outcome of the study. The
most appropriate choice is thus a single population census design.

While a single-population census approach suffers from definite
limitations as to the generalizability of the findings, running the risk of
capturing only an industry-specific behavior of firms, it is the preferred
observation plan for this study. The main strength is the feasibility of
gathering comprehensive industry-level covariate data. Choosing a sin-
gle population (industry) observation plan is also useful as it controls
for variations in the institutional context (c.f. Dacin, 1997; Strang and
Soule, 1998). The next issue to discuss is what industry to select for a
census approach.

3.1.2 Desiralle characteristics of the industry

When discussing the organization of societal sectors Scott and Meyer
(1983) make the distinction between organizational environments that
are primarily institutionalized and those that are primanly technical.
Their distinction of organizational environments as institutional or
technical depends on the criterion by which firms are rewarded in ex-
changes with each other. In a strongly technical environment, the effi-
ciency of firms is transparent and firms are rewarded for efficiency. In
an institutionalized environment, on the other hand, the link between
action and outcome is often vague or poorly understood and therefore
firms are rewarded not on their exact efficiency, but rather by how they
fulfil the behavior that is expected of them. Examples of strongly in-
stitutionalized and strongly technical sectors suggested by Scott and
Meyer (1983) are general hospitals and banks, whereas health clubs are
an example of a weak/weak environment. An ideal sector for this
study should be at least strongly institutionalized, and perhaps even
technical.

Another related consideration in the selection of an industry is
the need to control for the technical complexity of innovations. Studies
of the diffusion of technical innovations show that complexity, as well
as observability of the innovation is significant in how fast it is imitated
(Levin et al. 1987; Cohen and Levin, 1989; Zander and Kogut, 1995).
Asthisisa point already ‘proven’, and beside the main aim of this dis-
sertation to investigate further, a suitable industry would be one where
innovations are technologically simple. Nor should product innovation
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and introduction be too expensive so that it takes place only a few
times in the life of a firm, as this would permit little firm-level variation
in the data. The final consideration in selecting an industry is data
availability — most importantly the availability of longitudinal qualitative
(for the institutionalization of competition) as well as quantitative
(product introduction and competition) data.

3.1.3 The financial sector as a candidate

Following the categorization of organizational sectors as institutionally
weak or strong by Scott and Meyer (1983), the financial sector has been
selected as a candidate sector for the empirical setting. Considering the
level of innovative activity (number of product introductions), the
geographical position of the researcher, as well as the need for accurate
longitudinal data, the choice of industry is the mutual fund industry in
Sweden. There are several reasons why the mutual funds industry is
particularly well suited for this research. Firstly, financial markets in
general are highly institutionalized as the technical criteria for evalua-
tion of product efficiency are vague. Even though there are ‘clear’
product efficiency indicators, such as historical performance, the valid-
ity of these are commonly discussed (see further section 3.4.4). The in-
dustry is also highly professionalized through the development of a
corps of qualified financial analysts (c.f. Lounsbury, 2001; 2002). The
competitive intensity is high, and firms attempt to be efficient in their
operations (c.f. Sirri and Tufano, 1993; Levinthal and Myatt, 1994; Ma-
kadok, 1998). Furthermore, there are low, or insignificant, legal, techni-
cal or cost barriers to product imitation (Nislund, 1986; Tufano, 1989;
Makadok, 1998), controlling some of the possible technical or legal
reasons influencing adoption rates. Lastly, as a result of government
regulations and supervision, quantitative longitudinal data on firm level
activities is comprehensive and relatively accessible. The industry is also
suitable with respect to the availability of qualitative data about the in-
stitutionalization of norms of competition as it is relatively ‘young’.
The first mutual fund was introduced in Sweden in 1958, and most of
the individuals who ‘invented’ and developed the market are still alive
and, in some cases, active today. This allows for an in-depth historical
analysis of the development of the market later in this chapter.

The mutual fund industry is often categorized as a financial servie
industry in innovation studies (Silber, 1983) and in a service industry
the concept of an innovation and a product differs from the ‘norm’ in
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innovation studies ~ the product innovation (Barras, 1986). Therefore
the next two sections deal with the nature of the mutual fund ‘product’
and the product introduction decision as seen by a manager in a mutual

fund firm.

3.2 The mutual fund product

Simply put, a2 mutual fund is an investment form that enables investors
to spread their risks by allowing a number of investors to pool their
money (by buying shares in the mutual fund) which can then be used to
purchase assets such as equity stock, bonds or other securities. A sales
argument for investing in a mutual fund rather than investing directly in
stocks, which has become more important over the years, is the profes-
sional management of the fund offered by specialized security analysts
(c.f. Lounsbury, 2002). From the product innovation literature point of
view, a mutual fund product represents a continuous service commit-
ment to a customer, rather than the one-off transfer of a product such
as a car or a stereo. Mutual funds offered in Sweden are open-end mu-
tual funds'® which means than an investor can sell their shares in the
fund at their asset value, and there can be new share offerings on de-
mand. The mutual fund is a legal entity that can (since 1991) be regu-
lated under two different sets of rules. Either it conforms to the stan-
dard European Union UCITS - Undertakings for Collective Invest-
ments in Transferable Securities!?, which renders the fund legal on
markets within the European Union. Alternatively, the fund can be a
national fund (in Swedish: nationell fond), which means that it con-
forms to a less restrictive set of regulations and that it is not legal to
actively market the mutual fund outside Sweden. Mutual funds differ
primarily in their investment objectives. Over time, a number of differ-
ent investment objectives have been introduced, commonly related to
either a sectoral or geographical dimension (i.e. a IT-fund or a Latin
America fund) or investor risk profile. Common classification catego-
ries, in Sweden, are equity funds (investing in equity), bond funds (in-
vesting in bonds) and balanced, or mixed assets funds (investing in
both equity and bonds).

13 As opposed to closed-end funds where investors buy and sell shares of the fund
like equity stock.
19 These rules are similar to the US. Investment Company Act of 1940.
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A mutual fund is a financial service that consists of four basic
elements: investment management, distribution, shareholder services
and fund accounting (Levinthal and Myatt, 1994). A mutual fund man-
agement firm (called mutual fund firm in this dissertation), sometimes
also referred to as a ‘sponsor’, handles the investment management and
sometimes the distribution of the mutual fund. Investment manage-
ment includes the daily operation of fund asset management. Shares in
the mutual fund are either distributed directly or handled through sales
agreements with other distribution channels such as electronic brokers
or regular stockbrokers and in some cases even by competitors. Share-
holder services include the administratively challenging record keeping
of shareholder transactions and can be carried out by the firm itself or
it can be sub-contracted. Finally the firm needs to keep the securities
and the cash of the fund in safe custody, which is a service that an ex-
ternal bank or trust company must perform. Finansinspektionen - The
Swedish Financial Supervisory Authonty (F]) - is a governmental body
that supervises the operation of mutual fund firms in Sweden. All new
product introductions are screened and licensed by F/, a procedure that
can take up to six months depending on the novelty of the product as
well as the current workload of the FI. Finansinspektionen also maintains
complete records of all mutual funds in the market, their sponsors and
their trading activities as well as their reporting to shareholders to
monitor compliance with the UCITS.

With this brief background to the mutual fund product and firm,
the next section provides a more detailed historical account of the de-
velopment of the Swedish market for mutual funds. The aim of this
historical exposé is to provide a background for the coming discussion
on the development of norms of competition and how these influence
the product introduction behavior of firms.

3.3 Initiation by imitation - a brief history of the Swedish
mutual fund industry®

Koncentra - the first Swedish mutual fund - was started in 1958 and was
modeled on what Mr. Ahlen of Ahlen & Hobn (a Swedish trading firm)

20 This section draws on Carlson (1998), information from Fondbolagens Férening
(the Swedish association of mutual fund firms) and interviews with most of the individuals
involved in creating the market (see appendix I to this chapter for list of interviewees).
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had seen during a visit to the US?!. In less than 40 years, this embry-
onic market would develop into the largest form of private saving in
Sweden. Not only did the market expand in size over these forty years,
but its competitive character also changed in fundamental ways. Based
on significant changes in the regulative framework of the market, the
development of the market can be divided into three periods: a forma-
tive period (1958 - 1978), the period of governmental savings schemes
(1978 - 1989) and the period of deregulation (1989 - 2000).

3.3.1 HumHle beginmungs: few actors, fewer products (1958 - 1977)

From 1958 until 1967, when Sparbanke?? also introduced a mutual
fund modeled on Konwentra, there was only one product on the market.
At this time, there was no separate legal provision or regulation for
mutual funds and they were legally constructed as non-profit founda-
tions. There was also little conceptual clarity as to what the product
should be or what the firms offering the product should do, and there
were no ‘professional’ security analysts managing the funds. Consumer
awareness of the new product was also limited, and consisted mainly of
saving as an alternative to regular savings accounts. At the time, there
were also a number of ‘investment firms’ (in Swedish “inestmenttolag))
that served a similar function by holding shares in a number of other
firms and managing this portfolio ‘professionally’. In 1970 Kaweura
was acquired by one of the four largest banks, Handelshanken, changed
name, and was later transformed into an Index fund?. In 1971, Skand;:-
naviska Banker?* joined as the third major bank with a mutual fund, also
modeled on Konctra?s. Enskilda Banken became the most aggressive
bank in promoting the new product among its customers, presumably
because of their high number of wealthy customers in comparison to
the other banks. Apart from large banks, there was one independent
mutual fund firm, established in 1969, huerfond?s. The initial period was
thus more or less totally dominated by a few large banks, presumably

21 The first open-end mutual funds were introduced in the US. in 1924 (Lounsbury,
2001).

22 Later ForenngsS$;

2 An index fund is a mutual fund that ‘passively’ follows a specific index (e.g. the
AFGX or the S&P 500) in its investment decisions.

24 Which later became S-E Banken and then SEB.

25 A possible reason why Enskilda Banken was relatively late in introducing a mutual
fund was the shared coroporate parenthood with the then largest investment firm (/nwstor)
which might have been considered a competing product.

26 Interfond was subsequently acquired by Provinsbankerna and Banco in 1977
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because they had access to a customer base that was interested in a
relatively unknown product. All this was to change as a result of gov-
ernment initiatives.

3.3.2 Governmental savings schemes: morve actors, still few products (1978-1989)
Mutual funds remained a marginal savings product with an almost neg-
ligible share of private savings until 1978 when the then conservative
government of Sweden introduced a saving scheme where tax-
incentives were given to private investors who saved in mutual funds or
in a special bank account (Skattespar and Skatteforder?”). One of the po-
litical objectives of the scheme was to infuse new capital into the
Swedish stock market, which had been depressed for a number of
years. In 1981, the market for mutual funds started to grow and in the
period 1981 - 1983, the number of investors in these schemes rose
from 75 000 to 750 000. One possible reason for the sudden interest is
that the saving scheme became a political issue in the (1981) elections.
The Social Democratic Party publicly derided the idea of tax incentives
for investments in stocks and the ensuing debate widely publicized the
saving scheme. In 1984, when the social democrats had come to power,
they replaced the Skattespar and Skatteforider saving scheme with their
own version — Allenansspar and Allenansfonder®. In essence, this was the
same saving scheme but with the political sanction of both the social
democrats and the largest blue-collar union in Sweden (LandsOrganisa-
tionen). The tax-rebated saving scheme had a stipulated monthly maxi-
mum saving per person (initially SEK 400, then SEK 600 - approxi-
mately USD 100 at the time) institutionalizing the novel concept of
monthly saving in mutual funds. This new savings behavior turned out
to be an administrative challenge to the mutual fund firms as many of
their systems were manual or relied on rudimentary computer systems,
all of which buckled under the huge increase in the number of trans-
actions.

The nature of the market for the mutual fund firms changed in
this period from catering mainly to a few, wealthy individuals to serv-
icing a large number of smaller investors on a more regular basis.
There were two main direct competitive effects of this. Firstly, the
strategic value of having an extensive collection and distribution/sales

27 Literally translated as ‘tax-save’ and ‘tax-funds’.
28 In line with social democratic rhetoric the names literally translate as ‘everyman’s
save’ and ‘everyman’ fund).
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network (i.e. local bank offices) increased dramatically during this pe-
riod. Secondly, banks with a traditional customer base of less wealthy
individuals - who had earlier held very limited market shares in equity
trading - now gained significant market shares in the mutual fund in-
dustry. This change can be seen in the shifting market leadership of $-
E-Banken (traditionally a bank for wealthy individuals) and Sparbaken
(traditionally a small-saver’s bank). In 1983, S-E-Banken held a mutual
fund market share of about 35 per cent. By 1989 the market share of
S-E-Banken had contracted to about 22 per cent - the level at which it
would remain throughout the next decade. Sparbunken on the other
hand increased their market-share during the same time period from
about 22 per cent to about 32 per cent in 2000.

Competition in this second period was thus heavily influenced by
government efforts to resuscitate the Swedish stock market. The man-
ner in which it was done benefited the already large actors, in particular
the banks with their large sales networks. The reason is that the specific
aim of introducing small-savers to saving in mutual funds, and the limit
on the size of investments rendered large-scale collection of investor
money essential. This provided actors with an already existing sales and
distribution network with an advantage and as it happened, these actors
were the large established retail banks in Sweden. It is notable that
there were no legal restrictions preventing retail banks from entering
the mutual funds savings market as there were in the US. at that time.
This is probably one reason for the early dominance of the mutual
fund industry by a few large banks. The market was heavily regulated,
though, and the scope of competitive action among the firms was lim-
ited?. In general, most of the products sold were Allonansfonder sold
mainly on the tax-saving argument, and not so much on the differenti-
ating features as compared to what was offered by other firms.

3.3.3 Deregilation: many actors, marty products (1989 - 2000)
The period 1989 - 2000 was a period of extensive deregulation of the

entire Swedish financial system (Niemeyer, 2000). In 1989, Swedish
currency restrictions were abolished and the earlier system of a ‘Switch

29 There was, for example, a currency regulation system in place that effectively re-
stricted product development to include only Swedish assets.
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currency™® was abandoned. This change opened the way for mutual
funds to invest in foreign stocks without having to pay a premium for
the currency to invest with. This de-regulation opened opportunities
for competition through product differentiation. Aggregate product di-
versity data shows that the average number of product categories mar-
keted by a firm increased rapidly from about 3 in 1989 to 8 in 2000

(Figure 2). ‘

10 -

Governmental Deregulation

Inital period saving schemes

Product categories per firm

Figure 2 - Average product diversity of mutual fund firms™

In 1990, unit-linked insurance products’? were regulated, which
provided a boost for the market for mutual funds as many insurance
holders chose mutual finds for their insurance investments. In 1994
changes in the rules for individual pension saving (IPS) also enabled
individual pension savings to be invested in mutual funds according to
individual choice under special taxation rules®. These two regulatory
changes effectively merged the mutual fund direct savings market with

30 A system where outflow transactions in a foreign currency was allowed only when
an equivalent amount of inflow could be guaranteed, which created a secondary market
where export -oriented firms could sell rights’ to use foreign currency.

31 Data source: FI and authors calculations. Note that the x-axis is broken (1958-
1967).

32 Unit-linked insurance products allow for the insurance holder to choose what the
insurance premium should be invested in, in contrast to the traditional asset management of
the insurance firm where all individual premiums are pooled.

33 Under the IPS scheme, the investor can change assets within the pension plan de-
ferring capital gains taxation until the pension is used.
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the market for individual pension savings into a new market for long-
term savings (Niemeyer, 2000). As a result of this deregulation, banks
gained access to the insurance market and Swedish insurance firms
likewise made inroads into the market for direct saving in mutual funds.

Another significant regulatory change was allowing the entry of
foreign mutual fund firms to compete openly in Sweden. In 1994 the
rules for foreign entry into the market were considerably eased, allow-
ing any mutual fund firm operating within the EU to actively market
mutual funds in Sweden by simply registering with the Swedish Finan-
cial Supervisory Authority (Finansinspektionen). This change led to the
entry of a large number of foreign-based mutual fund firms in the pe-
riod 1994 - 2000. Based on data on firm entries and exits from Firnan-
sinspektionen, Figure 3 charts the development of the total number of
firms (firm density) operating in the Swedish market from 1958 - 2000.
As is evident, the marked increase in firm density from 1995 onwards
was primarily driven by the large inflow of foreign firms.
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Figure 3 - Firm entry, exit and density

An interesting question is what prompted so many large global
mutual fund firms to enter the (relatively small) Swedish market within

a period of a few years. Two important factors were the rapid growth

3¢ Without the entry of foreign firms there was even a dip in the firm density in
1993/1994 primarily due to mergers among Swedish firms.
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of the Swedish stock market during the 1980’ and the early 1990% and
the planned change in the Swedish state-pension system.

3.3.3.1Strong growth in the equity market driving growth of the
Swedish market for mutual funds

In 1996, mutual funds became the largest form of private savings, sur-
passing bank deposits. From an international perspective this is note-
worthy, as the same shift in saving behavior occurred only in 1997 in
the US. (Engstrém, 2001). This shift was a signal to the banks that the
ugly duckling, the mutual fund firm, had become a very important and
profitable swan. The size of the mutual fund market is commonly de-
fined as the total assets under management. Assets under management
grew very quickly during the 1990 as a result of increased private
savings in mutual funds (net savings), but more significantly as a result
of the general upswing in the equity markets. Figure 4 charts the net
savings in funds, the development of the stock market index (AFGX39)
and the total assets under management during the 1990’%. As is evident,
the main growth in assets under management is not due to a large in-
flow of new money into the funds, but rather from the appreciation of
the money already in the funds. As most of the mutual funds in the
market are equity funds (as opposed to bond or money market funds),
the growth of the assets under management is closely related to the
growth of the equity market.

35 AFGX - Affirsvirldens General Index tracks the development of the most traded
firms on the Swedish stock market and was until recently used as the main indicator of the
development of the equity market in Sweden.

o
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As a mutual fund firm primarily generates revenue by charging a
management fee on the assets under its management, growth in the as-
set stock (through appreciation of the underlying assets) is as valuable
as new inflow into its funds through net savings (new sales). Thus, in
contrast to ‘normal’ (production) firms, a mutual fund firm can en-
hance its revenue either by new sales or by achieving over-performance
of their existing assets (old sales) by good management. For the indi-
vidual firm (including foreign firms), the growth of the mutual fund
market may thus have served as a powerful incentive to enter. Looking
at the resources (asset stock) available for which each firm could com-
pete, however, provides a slightly different picture as this takes into ac-
count the number of firms competing for the asset stock at a given
time. Figure 5 depicts the (deflated) total assets under management di-
vided by the number of Swedish firms in the market and by the total

number of firms in the market.

36 Source: Fond & Bank and Niemeyer (2000)
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Figure 5 - Market resources per firm (SEK Million / firm @ 1980=100)"

The potential competitive effect of the large inflow of (mainly
foreign) competitors in the latter half of the 1990’ can be seen clearly.
The asset stock calculated per the number of Swedish firms in the in-
dustry increases rapidly from 1993 through 2000, whereas the asset
stock per total number of firms (including foreign firms) remains more
or less stable throughout the period. However, concluding that the
firms in the industry have had an equally large ‘pie’ to compete for
during this period is not entirely correct. Current tax laws serve to
‘lock-in’ money invested in funds38, as it becomes costly to shift them
between mutual funds. An investor who wants to move money already
invested to a competitor thus has to pay a gains-tax on any gains
achieved when moving the money. This means that the investor loses
the compound growth effect of the share that is taxed which in effect
reduces the incentive to move money between funds. The effect is, in
the industry, widely understood to limit the competition for the assets
already under management - an understanding also shared also by a
government investigation into the future of the finance industry in
Sweden (Dennis, 2000). The money available to compete freely for is
thus essentially new savings. Figure 6 shows the deflated (1980=100)

37 Source: Fond & Bank, FI
38 Moving money from one mutual fund to another incurs a gains tax of approxi-
mately 30 per cent.
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net savings per firm in the industry during the 1990%s. While there has
been an increase in the ‘free money’ that firms can compete for since
1990/1991, the picture is different when looking at the total asset
stocks under management.
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Figure 6 - Net savings per firm

3.3.3.2 Changing the pension system - the promise of PPS

Apart from the strong growth in the asset stock under management
during the period 1993 - 1999, the Swedish government proposed as
early as 1993, sweeping changes to the state-pension system. In essence
the proposed change meant that individuals would annually decide on
the investment of 2.5 per cent of the pension fee in the Prenigpension (a
part of the legislated pension system). The Preragpension systen (PPS) 1s
constructed as a special unit-linked system for pension savings, and it is
managed by Premiepensions Myndigheten (PPM). Starting in 1995, the
state deducted money from individual earnings to be invested through
the new system. When the system finally came into effect in 2000, 4.4
million Swedes invested 57 billion SEK through the PPM. This change
was long expected to be a major injection in the market and is com-
monly thought in the industry to have contributed to the inflow of
mutual fund firms into the market. Apart from (presumably) attracting
foreign actors on the market, the promise of a new mutual fund -based
pension system attracted a number of smaller Swedish niche players,
and the first wave of serious independent (non-bank) actors started to




THE DEVELOPMENT OF A MARKET 59

appear in the market at this time. Looking at the age distribution of the
firms active in the market reveals that this period was one of ‘re-
juvenation’ where aging actors met with new competitors (Figure 7).
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Figure 7 - Average age of firms”

The sharp drop in average age from 1994 onwards is however
partly an artifact generated by the way the data was coded. Foreign
firms were coded at zero age when they entered the Swedish market
regardless of whether they were Fidelity or a young firm. But, as early as
in 1993, prior to any foreign entry, the average age of firms had already
started to decline.

The decade of deregulation (1989 - 2000) was thus a decade
when the competition increased for the available investment money
(the consumers) - resource competition grew fierce. Looking at the
entire period from 1958 until 2000, the market for mutual funds devel-
oped from a more or less ‘clean slate’ into a complex, competitive mar-
ket with over 100 active firms. This development was largely guided by
changes in government regulations and a strong Swedish economy but
also by influences from earlier and more developed mutual fund mar-
kets, such as that in the US. In this process of change, managers faced
significant environmental jolts and wide-ranging changes in the societal
appreciation and image of the industry. Somewhere in this turbulent

39 Souerce: FI and authors calculations
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process, managers made significant choices of how to compete - such
as what the product offering is and how wide a product portfolio
should be. The next section discusses in greater detail the formation of
ideas of how to compete in the industry. Two primary questions are
addressed: what were the norms formed, and how have these norms
influenced the product introduction behavior of firms?

3.4 The development of norms of competition

This section asks the question what competitive norms formed in the
market for mutual funds during its development? The guiding frame-
work for the analysis is the notion of a market as a construction by
firms and other actors in an organizational field (White, 1981; Fligstein,
2001). The set of interrelated norms of how to compete that define
the market is perpetuated as an institutional or competitive logic
(Fligstein and Brantley, 1992; Lounsbury, 2001). In the case of a market
for services, such as financial services (Silber, 1983; Nislund, 1986),
there are a number of special considerations important to how the
market is constructed .

3.4.1 Constructing a service market

A central idea in a construction of markets perspective as well as in
strategic management is that firms do not want competition to ‘degen-
erate’ into a price-cutting war and therefore they need some way of co-
ordinating their competition (Porter, 1980; Fligstein, 1996). An obvi-
ous, but not always legal, way to coordinate competition is to simply
divide the market into a number of monopolistic or oligopolistic mar-
kets (Stigler, 1968). A more common way is for firms to develop strate-
gies of differentiation, where firms segment the market in some way to
minimize resource competition (Porter, 1980; White, 1981; Shaked and
Sutton, 1987). Seeking to differentiate a service offering is difficult,
however, because of the classic problem of marketing a service - it is
difficult for the consumer to sample it (Gershuny and Miles, 1983).
You cannot go for a ‘trial ride’ with a2 mutual fund in the way you
would with a car. Arguing that a service product is qualitatively differ-
ent from another product (a common point of differentiation) thus re-
quires the discovery of an indicator of product quality that does not
demand sampling the actual product.
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By investigating how firms in the Swedish mutual fund market
have handled the problem of threatening price competition, and how
they have converged in the use of a common ‘metric’ of product qual-
ity, an understanding is formed of a central aspect of the competitive
norms that define the market. This investigation starts by discussing
current managerial ideas of the central competitive role of product in-
troductions, in particular the perceived benefits of ‘novelty’. From
these ideas the development of a number of core competitive norms
in the market is traced in the second section. These historically contin-
gent norms constitute an important source and antecedent of legiti-
macy in the market (c.f. Ruef and Scott, 1998; Thornton and Ocasto,
1999). The third section then discusses the implications of these norms
for patterns of product introductions.

3.4.2 Onthemutudl fund ‘cat-udlk’ - the value of novedty

There are several strategic considerations for a manager to take into
consideration in the product introduction decision - the most obvious
being the optimal width of the product portfolio, where the more is
not always the merrier (Burton, 1994; Barnett and Freeman, 2001).
Firms in the Swedish market for mutual funds diverge on the width of
their product portfolios. While some of the most profitable firms (e.g.
Brummer and Partners) operate only a few funds, some of the large banks
operate up to seventy different funds. One consideration in the choice
of width of portfolio is the costs associated with managing many
funds. There are direct costs, e.g for shareholder information, but also
indirect costs such as smaller economies of scale in asset management
and marketing, On the other hand, a wider product portfolio may, in
some instances, generate more revenues. A mutual fund firm derives
the main part of its revenues from the management fee leveraged on
the assets under management where a larger asset base gives higher to-
tal revenues®. Assets under management can grow by sales of new
shares (new inflow of money to the fund) as well as by an appreciation
in the asset value of the money already under management (apprecia-
tion of the asset stock)*.. As most firms are presumably already doing
their best to maximize their asset management performance (and thus

40 Staggered fees (where the fee percentage is reduced as the fund grows) are not
very common 1n Sweden, as opposed to in the US.

4 Converselzr, the asset stock can shrink from net outflows from the fund as well as
from depreciation of the assets held by the mutual fund.
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the appreciation of assets under management), a key lever for increas-
ing revenues is new fund sales, for which new products are particularly
suitable. An additional argument for product diversification from mar-
keting literature holds that diversification is useful to achieve higher
market penetration in a market, where consumer sophistication is in-
creasing, Khorana and Servaes (1999) show that in the US. market for
mutual funds, most of the new sales flow to products introduced in the
last two years. Interviews with executives in the Swedish market show a
similar awareness of the value of product novelty. Executives of two of
the largest mutual fund firms (bank-owned) expressed their views as:

“It is crucial to be an innovator in the fund market. Of our new sales, 60
per cent comes fram funds that we have introduced during the year *
(Executive in fund management company of bank 1)

“It struck me the other day - ours is really an entertairement industry. Soon
Junds and stock trading will be like sports... You must have a new fashion
cllection every year... of course it is about finding funds that deviate from
the croud. It is customer driven. If you do not hawe entertaining stuff to of-
Jer, you will have problems.”

(Executive in fund management company of bank 2)

One reason for why new products (as opposed to old, perhaps
successfully established) would generate relatively more new sales is the
motivational effect on the sales personnel. Executives spoke of the
need to keep the sales representatives inspired by providing ‘new, ex-
citing stories’ (products) for them to sell. Consumers are seen as key in
this view of why new products are important to launch as was empha-
sized 1n several of the interviews. Increasingly, sophisticated consumers
request a wider variety of products, which is what the sales staff sense
when they want ‘exciting stories’ to sell.

Managers thus consider new product introductions important to
mutual fund firms for a number of reasons. But the product introduc-
tion decision is not simple and the next section draws on interview data
to elucidate how firms in the Swedish mutual fund market handle the
product introduction decision.
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3.4.3 hutroducing a new product — speed and uncertamty

The decision to introduce a new mutual fund product is one of the
most important strategic tools available to the mutual fund manager,
and 1t is also a complex decision. Unfortunately there are few studies
(known to this author) of product introduction behavior in the market
for mutual funds, and there are none of the Swedish market for mutual
funds. Most of the research on mutual funds has been within the field
of finance, with an emphasis on identifying success factors of asset
management (Chevalier and Ellison, 1999; Dahlquist et al. 2000) or the
ability of mutual funds to outperform the market in the long run
(Ippolito, 1989; Gruber, 1996; Carhart, 1997). Khorana and Servaes
(1999), however, studied the determinants of 1163 mutual fund open-
ings in the US. under the period of 1979-1992. Their findings support
many of the economic theory propositions forwarded in chapter two.
Firstly, that firms were more likely to open new mutual funds when the
investment objective size is large. This means simply that firms are
more likely to imitate a fund category that they have seen to do well
with earlier competitors. Secondly, firms with ‘star funds’ are more
likely to open new funds - a behavior interpreted as leveraging a brand
name. Firms are also more likely to open a new fund in conjunction
with having recently already opened a fund - this was interpreted as
evidence of economies of scale and scope in opening. Lastly, when one
of the eight largest fund firms introduced a particular type of mutual
fund, other firms were more likely to follow - a “follow the leader’ be-
havior. Relatedly, Rao and Drazin (2002) investigated how mutual fund
firms in the U.S. market introduce new products in the face of resource
constraints (in terms of access to fund managers). They found that
larger firms were more likely to introduce a new product and that
smaller, resource poorer, firms were likely to recruit experienced fund
managers to over-come their resource constraints. Makadok (1998) on
the other hand studied the existence of first-mover advantages in the
money market mutual fund industry in the US. by investigating speed
and success of imitation of product introductions. His findings indi-
cate that an early mover gains ‘resource position barriers” (Wernerfelt,
1984) in the form of access to customers that performs the function of
warding off too many imitators. These two studies, however, reveal lit-
tle about how the product introduction behavior relates to institutional
incentives. Both of these studies start with the neo-classical assumption




64 CHAPTER THREE

that firms, when seeing a competitor introduce a product showing
promise, will imitate quickly - if the c#; whether or not the firm in
question is willing to imitate is not an issue.

Due to the paucity of relevant studies, this dissertation adopts an
inductive approach to develop an understanding of how managers deal
with these issues in the industry. This section uses interviews with
product managers and CEOs for most of the medium and large mu-
tual fund firms currently active in the industry, in conjunction with
secondary sources®2, to build an understanding of the specific issues
facing a mutual fund manager with respect to the product introduction
decision. A crucial issue faced by managers is that while product intro-
ductions arguably are important, there is always uncertainty as to the
future success of a new product category. A common managerial strat-
egy of handling decisions under uncertainty is to imitate competitors
(Cyert and March, 1992).

3.4.3.1 Imitation to reduce uncertainty

Executives see product introductions as essential to attracting new
sales, but there are questions concerning how the new product will per-
form. One way of alleviating uncertainty is to follow the lead of oth-
ers. Earlier studies suggest imitation as a common managerial response
to uncertainty (Haveman, 1993; Greve, 1998). Most of the new prod-
uct introductions in the mutual fund industry are results of firms imi-
tating each other, and most of the products that are entirely new to the
Swedish market are imitations of what already exists in the financial
markets of New York or London. A case in point is Kowetra, the first
mutual fund that was modeled on a US. precedent. The prevalence of
imitation 1s well illustrated in the interviews with Swedish executives.
As one asset management officer expressed it:

“bmitation is alive in this industry, enormously altee... if someone else gets a
good idlea it is only to go out and snatdh it. You really canmot copy right very
absolutely most important tool has been the Xerox machine.”

(Asset management officer in bank 3)

42 Annual reports, the industry news letter Fond goch Bank as well as business press
from Affirsdata (an article database covering all the Swedish business press).
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The historical pattern of product introductions in the Swedish
market for mutual funds (Figure 8) indicates that firms, in general, are
quick imitators. Most new product categories diffused rapidly through
the industry, as would be expected when imitation is cheap, simple and
legal. Not only are the new products technically uncomplicated, but
their ‘blue-prints’ are actually official documents registered with the FI.
Within five years, many new categories have been adopted by 40-50 per
cent of the firms. The early adoption rates of 100 per cent simply re-
flect that these products defined the early market ~ there was only one
firm with one product. Likewise a negatively sloping line (dropping
percentage), does not indicate that firms are abandoning the product
but rather that new firms have entered the market (raising the total
number of firms) and these new firms have not been as keen on
adopting the particular product category*.
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Figure 8- Adoption of new products*

Firms do not imitate each other blindly though. Perceived suc-

cess of the firm as well as the product seems to matter in the decision
on what and when to imitate. Khorana and Servaes (1999) report that
product introductions by one of the large eight mutual fund firms in
the US. market are more likely to be imitated by other mutual fund
firms. The interpretation, in line with earlier studies, is that while imita-

4 There has been no large -scale abandonment of a fund category as yet.
# Source: FI and authors calculations
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tion is a common strategy it is not random or blind but guided by so-
cial comparison among actors (c.f. Haveman, 1993; Greve, 1996). Cyert
and March (1992) suggest that simplified ‘rules of thumb’ are often
used as measures of perceived success. Interviews with Swedish execu-
tives show that a common rule of thumb in the industry is the asset
size of a mutual fund. If the size of the fund can be expected to reach
SEK 500 million (approximately USD 50 million) within a couple of
years it is seen as a worth-while effort to start it. Khorana and Servaes
(1999) likewise show that the asset size in the product category is
highly correlated with the propensity of a firm to introduce such a
mutual fund. In other words, firms are more likely to introduce mutual
funds with the same investment objective as other funds that have been
seen to succeed earlier (where assets are large).

The discussion thus far has focused on the product introduction
decision from a current managerial perspective. A finding is that while
product introductions are in general seen as an important competitive
action, there are problems in knowing what product to introduce. A
common managerial tactic for dealing with this issue is to imitate ear-
lier adopters that seem to be doing well. Rapid imitation has led to a
quick proliferation of products in general (see Figure 8). Product dif-
ferentiation was, however, not always seen as a crucial competitive ac-
tion in the Swedish market.

3.4.3.2 Historical changes in the product range

As touched on in the historical background above, the first products
were sold to a limited clientele, often as a substitute for regular bank-
saving, As consumer awareness was limited, a wide product range was
not of interest to the firms. As the product was sold mainly through
the investment advisory services of the banks, there was no direct need
for a well-defined ‘product identity’ at that time. In the second period
(1978 - 1989), when the tax-rebated savings programs (Skattespar and
Allonansfonder) became important drivers of the expansion of the mar-
ket, firms did vary their product offerings slightly. On average, firms
sold between 2 - 4 different product categories during this period (see
Figure 2) - typically a Sweden fund, a money market fund and an ‘A//e-
mangfond’ (a tax-incentive product). The main selling argument was the
tax-saving effect of the product, not the superior value growth of the
product. It is essential to bear in mind that when these tax-break prod-
ucts were introduced (in the early 1980’) Sweden had very high indi-
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vidual tax rates which created a particular ‘tax-evasion’ mentality. As
one manager quipped about the attitudes in those the days:

“... people were prepared to pay 150 SEK to avaid 100 SEK in tax”

During this period the main selling point for banks and the other
firms was the offer that investing in Allenansfonder (tax-break product)
would lower their tax. Questions of relative product performance were
not essential points of differentiation in this period. One former bank
manager explained the lack of focus on performance:

“... tennyears ago there wias no one who cared about whether a fund was good
or bad. A fund was a furd... How does it irrest? Nobody knew It investad
n equity it sasd in the sales material ~ ‘ob, very good’. The fund manger uas
an old man in bis 60s, with frve years to go until retirenent who sat and
mistered the fund and shuffled stocks back and forth. ... That is how it
o] ”

(Former office manager at bank 2)

An illustrative story is how the present system of common re-
porting of fund Net Asset Value*s (NAV) to the media came about.
Untll the early 1990%, there was scant reporting of NAV? in Swedish
media. As consumers began to express a greater interest in learning
about the performance of mutual funds, the business press gathered
NAV values directly from the mutual fund firms. As the number of
mutual fund firms grew, this system was considered too cumbersome
and expensive by the media, and one of the largest business dailies
even ceased providing NAV values for their readers in the mid 1990%.
Presumably after strong reader reactions, the daily decided to start pre-
senting NAV values again, but now the Association of Mutual Fund
Firms (Fondbolagensforening) stepped in as a coordinating organization
between the firms and the media. All firms that were members of the
association (in practice all licensed firms) agreed to deliver daily NAV
values to the association, who compiled the figures and distributed
them to the media. Lounsbury and Leblebici (2002) similarly argue that
early in the development of the U.S. market for mutual funds there was
scarcely any attention paid to product performance. It was only after a

45 NAV reflects the daily market value of one share of a mutual fund.
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very critical high-level investigation that actors in the industry started
to take performance seriously.

Apart from low consumer awareness of relative product per-
formance during the two first historical periods, firms also did little to
differentiate their products. An example of the low priority of product
differentiation is the naming of the Allenansfonder (the tax-saving prod-
ucts). The two largest firms SEB and Foreningssparbanken simply named
their Allemansfonder by bank name and number (i.e. SEB Allemamsfornd
1- 7; Sparbankens Allemansfond I - V). This naming convention may not,
however, entirely stem from a limited interest in product differentia-
tion. The law required an Allenansfond had to include the word Alle-
mangond in the name and another legal ‘quirk’ added to the need to
multiply the number of allemansfonds. Ostensibly to limit the influ-
ence of the mutual fund firms, each Allenasfond had a maximum legal
size — which had the effect of the larger banks needing to ‘split up’
their Allonansfonder as they grew in popularity. The habit of simply
naming the funds Allemansfond I - V may thus have come from these
two legal requirements and the awkwardness of giving a product a
longer name than Allenangiond V.

Competitive product introduction behavior increased in the third
period (1989 - 2000) and consumers grew more experienced and de-
manding. Tax benefits of the Allenansfonder were gradually phased out
to disappear entirely in 1997. Firms increasingly needed a way to differ-
entiate their product offerings from those of the competitors and in-
troduced a large number of new products evident in the sharp increase
(from 3 to 8) in the average product diversity of the firms (see Figure
2). At a societal level, the role of the mutual fund product in the
household savings portfolio also changed during this period. From
being sold primarily as an alternative to bank deposits (in the early
1990’), mutual funds were sold in the late 1990’ as a cost-efficient al-
ternative to direct equity investment. Using data from the Swedish Fi-
nancial Supervisory Authority (Sparbarametern) on the composition of
the aggregate household savings portfolio in Sweden from 1995 - 2000
Figure 9, shows the increasing importance of direct savings in mutual
funds as an investment alternative.
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Percent of household saving portfoli
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——Bank _ g-- Funds —e— Equity —e— Bonds —w— Insurance
Figure 9 - Household saving portfolio

Note that the category ‘insurance savings’ includes mutual funds
based on insurance products such as the Individual Pension Savings
(IPS) and Unit-linked schemes. By 2000, according to this statistical
definition, direct savings in mutual funds had overtaken direct bank
deposits as the largest form of household saving in Sweden.

From the above discussion it is evident that the nature of com-
petition in the Swedish market for mutual funds changed considerably
during the third period (1989 - 2000). The change has been in line with
a shift in society at large in attitudes towards investing in mutual funds,
and a response to the increased number of actors in the market. Com-
petition increasingly took on the character of new product introduc-
tions, as reflected in the currently held managerial view of the ‘value of
novelty’. An economic line of explanation would suggest that the sharp
increase in product diversity observed in Figure 2 would be largely
driven by an expanding market potential for the products. An institu-
tional view, on the other hand, may argue for the power of the ides of
introducing new products (a value of ‘novelty’) as driving (partially) the
expansion. Investigating the face validity of these different lines of ar-
gument in a very coarse way, the product diversity pattern can be com-
pared to the development of the Swedish stock market (as proxied by
the AFGX).
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Figure 10 - Product diversity and the AFGX

As can be seen in the figure, average product diversity and
AFGX develop rather closely, and it is difficult to judge from this fig-
ure if one of the curves leads and the other lags (as they are graphed
against different y-axes). However, it is possible that firm managers
may have been inspired by the idea of product diversification rather
than the efficiency of it. The specific development of increased prod-
uct proliferation is, however, not self-evident in a market where firm
profit is closely related to economies of scale in marketing and asset
management and the ‘product’ is a service. A key development under-
lying the notion of product diversity as a viable competitive strategy
has been the construction of an indicator of ‘product quality’ - a point
where firms can differentiate their product offering from other firms.
3.4.4 The construction of an indicator of product quality
It s difficult to find good ‘indicators’ of the quality of services mainly
due to the fact that they cannot be sampled (Gershuny and Miles, 1983;
Normann, 1993). In the history of the Swedish market for mutual
funds there have been a number of more or less successful attempts at
differentiating products. When Normdhanken* troduced their first
Mixed assets (or balanced) fund Optina they differentiated the product

from earlier mutual funds by offering a wider range of more exclusive

46 Now Nordea.
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share-holder services (such as frequent ‘investor letters’ and meetings)
than normal. The mixed assets funds offered today have, on the other
hand, none of the ‘flair’ of Optima, and the additional service level is
quite homogeneous across firms. Another dimension where firms may
differentiate their offerings is with respect to price. In the early periods,
mutual fund products were priced much higher than today, and in
many more ways. Some firms used entry, exit and management fees to
price their product; other firms used a management fee in combination
with an exit fee while a few firms early on used a plain management
fee. Today most firms have converged on the use of a flat management
fee, differentiated between equity, mixed assets and bond funds. How-
ever, even the system of a flat management fee has been contested. In
1994, the first Swedish Hedge fund (Zenith) introduced the perform-
ance-based fee system, where the mutual fund firm charges a low fixed
fee and then shares with the investor the return exceeding a specified
rate. This pricing model has been hotly debated in the media
(Svensson, 2001; DN, 2001) with representatives of some of largest
banks publicly claiming that it is too complicated to operate such a
pricing system and that it would, in the end, be disadvantageous to the
customer. Counter arguments have been presented that consumers
should not be made to pay for bad performance. By the end of 2001
only one additional firm has adopted a performance-based fee system.
These various attempts at product differentiation can be under-
stood against the background of firms wanting to avoid competing on
price, and indications are that firms have succeeded. While the average
fee level has come down significantly from the early 1980 when an-
nual management fees of 5 per cent were not unheard of, there is lim-
ited evidence of price competition during the 1990’%. Using a sample of
the management fees leveraged for Swedish equity funds, (the most
popular fund category in Sweden) during 1989 - 2000 shows that aver-
age fees have risen from a level of about 1.2 per cent per annum to 1.4
per cent per annum over this period. Actors in the market explain the
relative price-stability by the claim that the existing fee levels in Sweden
are already as low (or even lower) as they could possibly be (FT, 2001).
International comparisons with mutual fund firms in the US.#’, how-

47 A comparison with US. firms may not be entirely fair though. Firms operating in
the much larger US. market have greater scope for economies of scale and therefore should
be able to maintain lower prices than firms operating in the smaller Swedish market.
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ever indicate that Swedish management fees are still relatively high (DI,
1998).

Another explanation for the relative price-stability is that the
firms in the industry have solved the issue of a product quality indica-
tor and therefore can compete by product differentiation rather than
on price. After initial trials, the industry converged on using the histori-
cal performance of mutual funds as an indicator of product quality.
Historical performance of the mutual fund is expressed as the annual
growth in relation to a chosen benchmark index. Using historical per-
formance as a guide to product quality, although taken for granted now,
is not an obvious solution and can be interpreted as a result of a proc-
ess of construction of market norms in the industry (c.f. Rao, 1994).
Alternative predictors of product quality, with rivaling theoretical and
empirical support in literature, include trading intensity, money flow
history (Ippolito, 1989; Gruber, 1996) or even the educational back-
ground of the fund manager (Chevalier and Ellison, 1999). The use of
historical performance, however, provides an intuitively easy way of
comparing products for both the consumers as well as for many of the
industry actors. Mutual funds have developed as a savings product as
an alternative to regular bank deposits and the ‘quality’ of a bank de-
posit has traditionally been measured by the historical level of interest
offered. There is thus a conceptual link’ for a consumer to measure
quality of the ‘new ‘savings product (mutual funds) in terms of histori-
cal rate of return, even though the link in reality is precarious. Also
banks found historical performance convenient to use. Looking at early
sales material there were actually statements made to the effect of
comparing the return on the mutual fund with the interest rate paid on
bank deposits during the year. It was natural for the early movers in the
industry (the retail banks) to adopt historical performance as it is con-
ceptually close to the established product quality definition (interest
rate) in their core business of lending and deposits (c.f. Fligstein, 1996).

The adoption of historical performance as a signal of product
quality has not passed uncontested though. There are several issues
surrounding the convention of using a historical measure as a predictor
of future performance - most obviously the debated correlation be-
tween the two (c.f. Carhart, 1997). While some uses of historical per-
formance for purposes of establishing product quality have been less
than serious, more caution is now generally used when claiming quality
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from historical performance. After a critical investigation by the Con-
sumer Protection Agency of Sweden (Konsementerket) in 1998, the
mutual fund industry association (Fondbolagensforening) entered a formal
agreement regulating with Konsementverket the use of historical per-
formance measures in marketing mutual fund products
(Konsumentverket, 2000). Shortly afterwards, the industry association
launched an ‘ethical advertisement advisory board” (Westlander, 2000)
to ensure that firms comply with the agreed guidelines for advertise-
ments.

The social construction of a ‘product quality’ indicator can be
seen as central to the efforts of actors in the organizational field to en-
sure that competition did not degenerate into a price-war. There were a
number of related developments in how firms, in the aggregate, chose
to compete during this period of time characterized by a proliferation
of new product categories. Two important developments were the em-
phasis on ‘active management’ and the concomitant professionalization
of the security analyst function. The next sections discuss these devel-
opments in some detail.

3.4.5 Actreemanagenent’ as a nomm

A key to the establishment of historical performance as an indicator of
product quality is the belief in the value of ‘active management’, as
distinct from ‘passive management’. To appreciate the point of active
and passive management it is necessary to diverge into a (running) de-
bate in financial economics of the relative merits and demerits of ac-
tive versus passive management (c.f. Ippolito, 1989; Gruber, 1996). In
short, the main argument for passive management is that if financial mar-
kets are efficient, there is no way to systematically beat the market. The
best an investor can hope for is to capture the general development of
the market. An appropriate investment vehicle for achieving this is an
index fund, a mutual fund that replicates a selected index (for example
the AFGX or the S&P 500) by investing in exactly the same shares as
the index specifies and with the same weightings. Such a fund needs no
analysis of investment options, as it will only change the assets it holds
when the index is re-weighted and consequently this mode of invest-
ment is called passive management. Actie maagenent, on the other
hand, builds on the idea that a clever analyst/fund manager systemati-
cally can outsmart the market. The task of the fund manager of an ac-
tive fund is to select assets for the fund to invest in that will increase in
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value at a faster rate than the general market. Such funds are focused
on their investment objectives - often in a regional dimension (e.g. a
Swedish equity fund, European fund) or in an industry dimension (e.g.
IT fund, a Maritime fund). The fund manager relies on analyses of re-
gions and industries in the regions, or of firms within an industry to
pick future winners. The performance of the active manager is evalu-
ated against a relevant benchmark index, which he is expected to beat.

Discussions of the merits and demerits of active and passive
management often run high. The legendary investor Warren Buffet
supposedly quipped that the only people who believe in the systematic
failure of the market are North Koreans and security analysts. Early re-
actions to the pioneering Vanguand index funds in the US. mutual fund
industry even included an advertisement that index funds were ‘un-
American’ as they ‘bet on mediocrity’ (Damato, 2001). On a more sys-
tematic basis, the camp of financial studies seems divided on the issue
of active or passive management. Gruber (1996) finds support for the
value of active management in mutual funds and Barber et. al. (2001)
find that following the advice of security analysts generates above
normal results. On the other hand, a number of researchers find no
support for the existence of ‘hot hands’ of mutual fund managers
(Ippolito, 1989; Malkiel, 1995; Carhart, 1997). To top-off the confu-
sion, Baks et. al. (2001) conclude that from an investor’s point of view,
statistical results of the under or the over performance of mutual fund
managers is not sufficient to settle the question of whether or not to
invest in an actively managed mutual fund.

Notwithstanding the divided evidence of the supremacy or either
forms of management, active management is a2 norm espoused by
most firms and actors in the Swedish mutual fund market. The attitude
is clearly expressed in interviews with managers in the mutual fund
firms. On the question of whether his firm sold index funds, the CEO
of a mutual fund firm owned by a large bank opined:

“No, we have no index funds. And I do not knowif we are going to intro-
duce them either to be honest... «we are building an asset management or-
ganization to beat the imdex by 2-4 per cent after wsts... somewhere you have
1o believe in what you are doing. If you believe tn actively managed funds,
you hae to believe in that”

(CEO mutual fund firm owned by bank 2)
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Similarly, the CEO of another mutual fund firm owned by a
large bank concurred:

“I am one of those who decp doun believe in activdly managed funds... we
believe in [this] and irwest in it... What it is about, I think, we create better
custarner value through actsvely managed funds... .\We believe that we will
reach our amm of, in the long run, beating the index... .it is our absolute am-
bition andwe wrvest resources in achieving it”.

(CEO mutual fund firm owned by bank 4)

One of the executives interviewed suggested that the large banks
were initially driving in promoting active management as the standard
way of doing things, as they already had analysts employed and the
market allowed for them to charge well for such a service:

“The Swedish fund market is young, It only really tok off i 1984. It be-
came actsvely managed funds because the large banks had asset managers. It
became natural to do so and to charge for it. You charged 5 per cent in en-
trance, 2.5 in management fee and so on. There wus even an exit fee. It was

great
(CEO Mutual fund firm 2)

The Swedish media report similar attitudes about the notion of
passive management. Affirsuirlden (one of the largest business weeklies
in Sweden), argues that large banks and the rating institutes systemati-
cally ignore index funds, as they are perceived as less profitable than
actively managed funds. When asked, the larger mutual fund firms ex-
plain why they do not let the customer choose between active and pas-
sive management with the standard answer:

“We do not sell indexfunds because we believe that our active management

(AFV;, 2000)

A closely related attitude is that the aim of asset management is
to maximize the return. Introducing restrictions on the investment
manager, such as limiting the types of firms he is allowed to invest in



76 CHAPTER THREE

through the use of socially responsible investment criteria, for example,
is not seen as congruent with core values of asset management. As one
manager of a medium sized mutual fund firm expressed it:

“I think that asset management should be done to earnmoney. Use a part of
the profit and donate. That everybody can do on their oun. That is my
mu”

(CEO Mutual fund firm 2)
~ Another CEO put it more directly:

“My expenience in these matters is that the distance between the beart and
the wallet is rather long... it is easy to talk. But when push comes to shove
You do want maximum return on vrestment.... ”

(CEO fund management firm bank 1)

One CEO of a mutual fund firm recounted the difficulties in ar-
guing for the adoption of an ethical product in a large bank:

“... and I know that it is tough to argue for this kind of [ethical] prod-
uct... I have myself participated and sat and said that the most rportant
aspect is long term pevformance... "We cannot have these limitations; exclude
Ericsson — youmust be out of your mand! Then we can not possibly compete
with index... There are some colleagues who have dhosen not to develop ethi-
cal products, partly because they do not believe in the idea, and because it
is... .something that is ‘not related to sound asset managenent”.

(CEO Mutual fund management firm 3)

Considering that the main revenue-generating model is leverag-
ing an asset management fee it is really not surprising that the value of
active management is so deeply entrenched in the industry. If there
were no value to asset management, it would not be easy to motivate to
the customer why the firm should charge a fee for asset management.
A norm of active management is also logical from the perspective of
having historical performance of the fund as a product quality indica-
tor. A question often raised in the press is why actors who are, indi-
vidually, so certain of their superior asset management skills collec-
tively shy away from performance-based fees. If a fund manager truly
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was a superior asset manager, settling for an average fee of 1.4 per cent
can at best be motivated as extreme risk-aversiveness or, perhaps, kind-
ness of heart towards the investor.

Concomitant with the establishment of historical performance as
a central product quality indicator, and the subsequent focus on active
management, is the importance of the security analyst and the profes-
sionalization of a corps of security analysts.

3.4.6 The professionalization of anabyst capabilities

A natural development, concurrent to the change of selling mutual
funds as no-brand tax-shields to performance branded investments to
rival direct equity investing, is an increase in the competitive impor-
tance of the asset management function in the mutual fund firms. As
firms are organized today, security analysts and fund managers*® em-
ployed by the mutual fund firm carry out most of the asset manage-
ment. In parallel with a change in the product market there has been a
marked change in the professional status of security analysts in general,
and in the mutual fund industry in particular.

3.4.6.1 Growth of a new profession

The role of the professional security analyst in the Swedish mutual
fund industry has changed significantly over time, increasing their im-
portance to firm competitiveness as the industry has moved from a
single product to a consumer product market. In the US., Lounsbury
(2002) finds that in the shift in institutional logic from a ‘trustee’ to a
‘market’ logic in the post-war US. the financial market provided a win-
dow of opportunity for security analysts to improve their intra-
professional status. They accomplished this by helping to institutional-
ize product diversification as a competitive strategy, which enhanced
their importance to firms (Lounsbury, 2001). In Sweden, security ana-
lysts have similarly become organized into what can be characterized as
at least a semi-profession over the past two decades. A central event in
the professionalization of security analysts was the establishment of
the Swedish Association of Financial Analysts (Suveniges Finansanalytikers
Forening - SFF) in 1970.

48 Although security analysts and fund managers are functionally separate in most or-
ganizations, they are treated as one professional group for the purposes of this dissertation.
Their education is normally the same and most of the fund managers start their career as a
security analyst.
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Starting out as a small group of 23 like-minded individuals who
thought there was a lack of tools and standards for analyzing the per-
formance of firms, the association has now (by the end of year 2000)
grown into an association of over 2,000 members. The association has
seven standing committees for resolving various questions related to
issues such as corporate valuation, valuation of immaterial assets, credit
analysis and the like. Starting already in 1975, with the publication of
recommendations for how earnings per share should be calculated, the
association has published a large number of recommendations and
method books on financial analysis and corporate evaluation. In the
early 1990%, SFF launched the first diploma program granting the de-
gree of a ‘Certified Financial Analysts’ (CEA). Apart from annual gen-
eral body meetings the association is very active in organizing profes-
sional courses, discussions on current topics 1n financial analysis as well
as regular interest group meetings. Most of the active security analysts,
particularly with the larger firms, are members of the SFF.

3.4.6.2 Security analysts in mutual fund firms

Far from all 2000 members of the SFF are employed in mutual fund
firms however. Most of the security analysts employed in the finance
sector either work within corporate finance or stock brokerage depart-
ments of banks or brokerage houses. During the period of extensive
deregulation of the financial markets (1989 to 2000), security analysts
grew very quickly as a professional group in the mutual fund industry
as well as a group within each firm (see Figure 11). In 1990, there were
about 100 security analysts employed in the mutual fund industry and
by 1999 there were over 350. In the same period the average number of
analysts employed by each mutual fund firm doubled (from 6 to 12).
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Figure 11 - Security analysts in mutual fund firms*

There were several reasons for this increase. In 1995/1996 a new
law concerning the management of trust funds (in Swedish stftelser)
charged the asset management firm with greater responsibility for the
result of management. According to industry sources this prompted a
greater interest among firms to employ more analysts to ensure a
higher quality of fund management. As can be seen in the above figure
a number of analysts entered the industry in 1997, about the time
when the implications of the new law would have become clear to in-
dustry managers. The organization of security analysts also varied
across firms and over time. In the early 1990%, most of the larger firms
(with other asset management assignments than mutual funds) had a
separate asset management function that dealt exclusively with mutual
funds. By 1999, most large firms had shifted to a model where they
centralized their asset management around ‘model portfolios’, regard-
less of whether the management assignment was discretionary (for in-
dividuals and institutions) or for mutual funds. The idea of centralizing
the asset management function is to reap economies of scale, and the
argument is that it does not matter to a security analyst specializing in
e.g. Swedish natural resource equities, whether or not the analysis is
used for a discretionary or mutual fund assignment. Smaller firms, on

49 Source: SFF and authors calculations
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the other hand, have increasingly relied on external advisers to assist
their asset management function.

The average number of analysts employed by each firm in-
creased approximately in line with the increase in the total number of
analysts in the mutual fund industry (Figure 11). This trend hides an
increasing differentiation across firms in the number of analysts em-
ployed however. Plotting the average number (the horizontal line) of
analysts employed and the standard deviation (the height of the vertical
line) of the average number of analysts employed per firm over the
1990%, Figure 12 shows an increased differentiation in the number of
analysts employed.

20 -
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18 - employed
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+ + g
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Figure 12 - Average and standard deviation of number of security analysts em-
ployed by mutual fund firms

This pattern of increased differentiation across firms in the
number of analysts employed could be the effect of a number of dif-
ferent underlying trends. Dividing the firms into three analysts collec-
tive size groups (0 to 2, 3 to 10, 10+) and plotting the share of firms in
each of these categories over time shows a pattern of an increasing
number of large firms (Figure 13).
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Figure 13 - Distribution of number of analysts

There are thus indications that security analysts represent a
growing professional group in the mutual fund industry in Sweden. On
average, firms employ a larger number of analysts in 1999 than in 1990,
and there is greater variance in the average number of analysts across
firms. Firms with large analyst collectives (10+) have become relatively
more frequent over time (from 20 per cent to almost 30 per cent),
whereas firms employing fewer than three analysts have become rela-
tively less frequent (from 35 per cent to 25 per cent).

3.4.6.3 From handicraft to a commodity - changes in security analyst
work
An intriguing aspect of the increase in the average number of analysts
employed by firms is that it has taken place over a time period of in-
creasing professionalization of the industry, which often means an in-
creasing division of labor (Abbott, 1988). Several of the executives in-
terviewed about the organization of the asset management function,
spoke about the ‘commodization’ of firm and industry analyses driven
primarily by the large brokerage houses. Brokerage houses generate
revenue from trading on behalf of other firms, for example mutual
fund firms. To win trade from a large investor, a brokerage house will
often provide analyses free of charge, with the understanding that if
the investor decides to act on the analysis, the brokerage house will get
the trade (Hagglund, 2000). As a result most of the mutual fund firms
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are provided with a number of analyses, ‘free of charge’. As one ex-
ecutive explained it:

“.. the analysis is free. The large brokerage firms keep knocking at onr
door. It is free’ but you pay through their commission when you trade... .an
tmportant task when you are a fund manager is to evaluate other und man-
agers, analysts and their organization... .the analysts work a lot with evalu-
ating other people’s matenial.”

(Asset management executive, bank owned mutual fund firm 3)

The increasing availability of external analyses has meant that the
work of a security analyst as well as a fund manager has increasingly
shifted from doing the entire analysis from scratch, to largely evaluating
and compiling external sources of information. At the same time,
firms have invested successively more money in building up their inter-
nal analyst organizations. One explanation for this pattern could be
that firms successively market a larger number of funds, and therefore
need more fund managers (but not necessarily analysts). The face va-
lidity of such an explanation can be judged by plotting the number of
analysts per firm divided by the number of products that the firm sells
at that point in time (Figure 14).
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Figure 14 - Analysts per product®

Although the number of products marketed at any point in time
is an estimate’!, there is a clear trend towards firms becoming more
‘analyst weighty’ even when controlling for the number of products
they market2. An explanation in line with the general reasoning of this
chapter, would be that having many analysts is part of an institutional-
ized idea of how to compete in the Swedish market for mutual funds.
Firms, in general, therefore see having analysts employed as a way of
increasing their legitimacy in the organizational field.

3.4.6.4 Security analysts as a community

Security analysts do not only serve as a ‘resource base’ for producing
asset management, but also as a close-knit professional community
spanning firm boundaries. Several mechanisms contribute to their
shared professional identity, primarily their common formal education
sustained by socialization through intensive inter-firm job-rotations and
close interaction in the SFF (c.f. DiMaggio and Powell, 1983; Ga-
laskiewicz, 1985). Job-rotation, for example, is frequent in the Swedish
market. In the period 1991 - 2000, in a sample of 560 financial analysts
75 (14 per cent) had worked for at least one competitor during these

50 Source: SFF, FI and authors calculations

51 See further discussion in section 4.4.2

52 Testing the significance of the difference in means (t-test, two-tailed) between the
periods 1991-1995 and 1996-2000 indicates a difference significant at the 0.01 level.
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ten years (author’s calculations). This kind of closeness has been shown
to lead to a ‘single-mindset’ of professionals (Galaskiewicz, 1985;
Greenwood et al. 2002). One area where a shared mind-set is likely to
take shape is with respect to the relative merits and demerits of differ-
ent product categories as appropriate investment vehicles. Securty
analysts are thus in a position where they may be a ‘referee’ group of
product legitimacy within the industry (cf. Zuckerman, 1999;
Greenwood et. al., 2002).

Over time, security analysts have forwarded their positions as a
profession in the financial sector in general, and within mutual fund
firms in particular. One reason for their increased importance is argua-
bly the emphasis placed on ‘active management‘ and fund performance
as the norm of how to differentiate products, highlighting the role of
security analysts. Their current role of importance in the mutual fund
firm has, however, not always been self-evident.

3.4.6.5 Historical development of the role of security analysts

The current centrality of mutual fund performance renders security
analysts a very important resource for the mutual fund firm, and the
mutual fund manager are commonly hailed as the ‘stars’ of the firm in
the media. Such has not always been the case however. From the start
of the market until the early 1990%, when consumer awareness of per-
formance was not as high as currently, the importance of the asset
management function to the firm was relatively low. Likewise, the
status of the fund manager. As one former local bank branch manager
expressed it:

“When I started working there [in the bank]... to be sent to asset manage-
ment was the worst that culd bappen. *That poor man, be became a fund
manager. My God how boring.” This was 1989. It was like, the worst. The
most flashy was to trade on the exchange. To be a broker.... Today it is the
reverse... . The most flashy is to be a fundmanager.... have three billion w in-
wst and steer a fund. Earlier it wus the admiistrators that were placed
there. It was oldmen... who had a couple of years left urnil retirement.”
(Former branch manager at bank 2)

The perceived importance of security analysts and, above all,
fund managers has successively increased in the industry during the
1990’%. WIN Rating, the largest Swedish mutual fund rating institute, in-
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cludes fund manager and analyst organization personnel turnover in
their prediction model for whether or not a mutual fund can be ex-
pected to maintain historical performance or not. Likewise, Momingstar,
the international mutual fund rating firm publishes ‘best analysts or-
ganization of the year’ on their web site.

Most revealing of the shift in relative importance of the role of
the fund manager in the industry, is how mutual fund managers have
been presented in the annual reports of mutual fund firms. Take the
example of SEB, one of the largest commercial banks and mutual fund
firms in Sweden. They were among the first to introduce information
about fund managers in their annual reports. In the following three
pages> there are examples of how their presentation of analysts and
mutual fund managers changed over time. In 1992 (Figure 15), not
even the name of the fund manager responsible for the particular fund
appeared in the annual report. A mutual fund was the product of ‘the
firm’, in this case the SEB. In 1996 (Figure 16), SEB was one of the
first firms to present the fund manager with a photograph and a short
bio-data alongside the general fund description and data, detailing the
experience of the fund manager. By 1999 (Figure 17) there is extensive
information regarding the individual fund managers (education, work-
history, AFA certification etc.), the asset management organization and
even the asset management philosophy espoused by the organization.
This pattern, where the importance of the individual fund manager
and analysts increases in the late 1990%, is common to all of the mutual
fund firms in Sweden. Some of the firms were as early as SEB in pro-
viding detailed information, but most of the firms were even later.

53 Provided by the kind permission of SEB.
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Figure 15 - Mutual fund managers in annual reports in 1992
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Figure 16 - Murual fund managers in annual reports in 1996

Angvarig portfoljférvaltare:

Hans Danieisson

Alder: 42 &r
Anstilld sedan: 1993

Arbetat i branschen: 14 ar
Stationerad i: Stockholm

Placeringsinriktning
Fonden placerar over hela virlden i aktier och aktierelaterade virdepapper i olika branscher samt i rantebarande vérde-
papper. | ett normallige skall 70 procent placeras i aktier och 30 procent i rintebarande vardepapper. Aktieplaceringarna
skall i ett normallage vaga jamnt mellan Sverige och dvriga virlden, medan de rintebirande placeringarna har en dver-
vikt i Sverige. Fonden kan utnyttja optioner och terminskontrakt, samt ingd sk swapavtal.

Utdelningen sker i form av nya andelar i juni, 4ret efter rikenskapsaret. P4 sdrskild begiran lamnas utdelningen kontant.

Fondfakta

Startar 1990
Startkurs (SEK) 10,00
Andelsvarde per 30 juni 1996 (SEK) 11,31
Fondformogenhet per 30 juni 1996 (MSEK) 59594
Utveckling i % sedan 1 januari 1996 8,6
Utdelningsbelopp per andel (SEK) 0,241085
Utdelningsdatum 14 juni 1996
Omsittningshastighet 0,89
Kurtage, totalt (KSEK) 60704
Tracking risk i % 21

Jamférelseindex Veckans Affirers Totalindex (35%), MSCI
World (35%), Salomon WGBI-10 (9%), Stockholms

. Fondbors Obligationsindex, Alla Totalt (21%)

Index = 100 December 1990

Fondens samtliga placeringar finns p4 sid 86.

Fondens utveckling sedan 1992

Stdec  Fondfirmi-  Andelsvirde Jfrindex  Utdelat
i genhetMir lo0 fOrdndr X firdndr %  knfandel

1992 533,2 1258 4201  +124 0,24
1993 1650,8 1672 +348  +411 0,23
1994 23815 15,28 -49 17 0,62
1995 5221,3 1064 +147  +129 o1
1996 59594 11,31 486 479 0,24

* Utdelningen Aterlagd
* Per den 30 juni antal utelopande andetar 526 836 074
Fondens utveckling fore den 19 maj 1995 avser fonden Aktiv Varlden

Stdrre fordindringar i portfdljen

Finansielia Andel av fondfSrmbgenheteni % Firiindring
Instrument 9512351 960630

Western Mining 0,1 08 ’ +0,7
Alcan Aluminium 02 08 +0,6
News Corp 0,2 07 +0,5
Scania 0,0 05 +0,5
Allstate Corp 0,0 04 +0,4
Svenska Staten 16,4 93 -71
Skandia 1,2 00 -12
Skanska 24 19 -05
Compaq Computer 04 0,0 -04
Aoyama Trading 04 0,0 -04

Ansvarsomrdde: Internationella aktier

il st

 Higrariok fie lnwsovingaingar.

Fonden ombildades den 19 maj 1995 genom sammanligg-
ning av SEB Virlden, Aktiv Viirlden och S-E-Bankens Glo-
bala Stiftelsefond. Fonden fick dd en ny kurs pd 10,00 kronor.

Andelsviirdets utvecklingi %
%0
ez S-E-Benkens Viridenfond
ommans SimiSralesindex
200
150
100;
50 - e
a1 92 93 94 95 9%

24




88 CHAPTER THREE

Figure 17 - Mutual fund managers in annual reports in 1999

Hans A Bale Carina Bjdrek
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Stationerad i: Stockholm
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Ower time, in particular during the 1990’s, the importance of se-
curity analysts as a profession in the financial services industry has
grown stronger. This trend is also reflected in the mutual fund firms,
which have become more ‘analyst weighty’ over time. The status of the
security analyst and the fund manager has improved within the mutual
fund firm, as evidenced by interviews and an inspection of annual re-
ports from the relevant time period. These developments taken to-
gether can be interpreted as partially an outcome of, and partially a
driver behind, the increased attention to product performance as de-
fining product quality in the industry.
3.4.6.6 External influences on the shaping of the Swedish mutual fund

industry
Although the flavor of the analysis thus far has been distinctly con-
structivist, in the sense that active management and the role of security
analysts are seen as not inevitable outcomes of the development of the
market, it is not argued that the Swedish market developed from a to-
tally ‘clean slate’. While the focus of this dissertation has been on the
Swedish mutual fund market, and the main drivers of market con-
struction investigated have been Swedish, other influences have cer-
tainly played a great role. Primarily the US. market, being large and
early in its development, has definitely served as a ‘role model’ for
many of the actors in the market. For example, the descriptions of
Lounsbury (2001; 2002a) of how the shift in the market logic and the
change in the perceived importance of security analysts matched
closely the developments observed in Sweden. It is naturally an issue
open for debate whether or not such similarities are a reflection of
markets converging toward some ‘efficient’ organizational solution, or
whether there were mimetic processes in action. Interviews indicate
that actions in the US. market have been mimicked in Sweden, par-
ticularly by several of the larger firms that have subsidiaries in New
York. However, even if the US. was an important role model, the ac-
tual market structure outcomes observed in Sweden are not direct imi-
tations, but rather ‘translations’ of ideas (c.f. Orru et al. 1991
Czarniawska and Joerges, 1996). The Swedish regulatory context, for
example, is different - allowing banks to compete freely in both asset
management and retail banking as well as instituting the Allenansfonder
(the tax-break fund). These two idiosyncracities are, arguably, important
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factors explaining why Swedish banks today control about 85 per cent
of the market.

Actors external to the industry have, over the course of time,
provided cognitive legitimacy to the norms and have supported their
institutionalization. The next section turns to the role of the media and
rating agencies as providing legitimacy for the norm of active man-
agement in the mutual fund industry.

3.4.7 Extemal legitimacy — rating firms and the media

Historical performance measured one way or another is argued above
to play a central role in indicating product quality in the industry and
thereby enabling product proliferation instead of price competition.
The media and external fund rating agencies have shown an increasing
interest in the mutual fund industry and in particular the increasing fo-
cus on performance and have, as such, provided legitimacy for the
norms of competition that started to form in the late 1980%.They have
also improved transparency in the industry.

3.4.7.1 The role of the media

In the early part of the history of the industry, mutual funds were sel-
dom mentioned in the media. The most central piece of information
that media disseminates today, the NAV value, were virtually non-
existent in the late 1980%. Today almost any daily newspaper, from the
tabloids to the ‘serious’ dailies will carry the NAV values for mutual
funds. It is also not uncommon that ‘experts’ proffer their advice on
the ‘hottest’ current funds even in the tabloids. Charting the increasing
attention to mutual funds by a simple count of articles found in the
Affarsdata database from 1982 - 2000 (Figure 18) shows a great in-
crease in medial interest. From 1991 the count of articles increased
rapidly from about 1000 articles a year to close to 6000 articles in 1999.
Sampling indicates that most of the articles are evaluative in nature, in
the sense that they discuss the relative advantages of one fund over an-
other based on historical performance as reported by mutual fund
firms (see appendix II to this chapter). All the business magazines have
been evaluating and ranking the relative performance of different mu-
tual funds, producing weekly lists of ‘top 5 funds” and ‘worst 5 funds’.
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Articles and AFGX
(1979=100)

Articles
on mutual funds

Figure 18 - Media coverage of mutual funds and the AFGX

The sharp jump in the number of articles around 1992 corre-
sponds rather closely with the upswing in the Swedish stock market.
There is a plausible connection between the increased media attention
and a general awareness that mutual funds were becoming an impor-
tant part of many persons savings portfolio. Due to the wide appeal of
the tax-saving effect of the Allenangfond, a wide section of the commu-
nity owned mutual funds, which suddenly started to prove valuable.
This change in interest among readers was probably sensed by the pa-
pers, and hence the increase in media attention to mutual funds. It is
curious, however, to note that the real upswing in media interest for
mutual funds preceded the stock market upswing by about two years.

In the same manner that the media paid increasing attention to
mutual funds, it also paid increasing attention to the role of security
analysts. Searching Affarsdata for the combination of security analyst
and mutual fund firm generates an article count’* rather similar to the
count of articles about mutual funds (see Figure 19).

54 The annual count is deflated by the number of articles on mutual funds per year to
control for the increased coverage of mutual funds apparent in Figure 18.
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Figure 19 - Media attention to security analysts in the mutual fund industry*®

Media coverage of security analysts was perhaps even more
evaluative than of mutual funds in general. This tendency has been
strongest with respect to the analysts employed in the stock-brokerage
business. In 1995 one of the leading business magazines in Sweden
(Afférsuirlden) started publishing an annual ranking of individual Swed-
ish security analysts, as well as the best analyst organization in the in-
dustry in different categories (a practice common in the US. for a long
time). Every year the same magazines also publish lists of the highest
paid security analysts in the industry and the most fabulous bonuses
paid out dunng the year, adding to the aura of analyst ‘superstars’. Af-
Jarswirlden also ran an annual article series (starting in 1995) detailing
changes in fund managers in the industry in the past year. One point of
the article series was to prod mutual fund into reporting changes in
fund managers in their annual reports (which was often not done at the
time). The argument was that since fund managers are important to the
performance of the mutual fund, a change in mutual fund manager
should be highlighted as a change in the fund.

The role of the media in generating consumer awareness about
the importance of performance of the mutual fund, as well as of the
role of ‘active management’ is probably hard to over-estimate. Virtually

55 Source: Affirsdata
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all managers with industry experience from the early 1990’ pointed to
the role of the media in ‘educating’ the public, and in pushing for in-
creased transparency in the industry. Lately, however, industry leaders
have criticized the media for an obsessive focus on fee levels and for
ignoring the values of active management actually provided (FT, 2001).
By and large the media has provided legitimacy for the ideas that it is
important to establish mutual fund quality and that it is well proxied by
historical performance and that security analysts are an important
source of how well a mutual fund firm performs.

3.4.7.2 External rating agencies
Another significant development, which adds to the legitimacy of his-
torical performance as a guide to product quality, was the establishment
of mutual fund rating firms in Sweden. The first mutual fund rating
agency in Sweden is Wasson Irvestment Network Rating (WIN Rating), es-
tablished in 1999. Momungstar, one of the world’s largest mutual fund -
rating firms, also started operating a Swedish subsidiary in 1999%. Both
Mormmngstar and WIN rate mutual funds on their prior (3 or 5 years)
performance. WIN also rates the perceived ability to maintain this per-
formance by looking at asset management personnel turnover and
other organizational variables. In the US. market, rating firms have
shown to possess substantial power in the mutual fund market in di-
recting the flow of investor money (Pozen, 1998). Del Guerci and
Tkac (2001) show that a five-star rating by Mormingstar resulted in a sub-
stantial (53 per cent) above normal expected money flow for a funds’.
While the importance of rating firms in the Swedish industry 1s
likely to be less accentuated than in the US,, as the average investor is
currently less performance conscious than in the US,, the importance
and power of rating firms is naturally not lost on industry executives.
While the Swedish mutual fund industry initially showed limited inter-
est In participating in rating activity, they soon noticed that customers
took notice of the rating figures and the activities of WIN Rating
quickly gained importance. The CEO of WIN Rating related an illus-
trative story of the perceived power of the rating firm. A managing di-
rector of one of the mutual fund firms owned by a larger bank called
on him a couple of hours after the fax with the weekly request for in-

s6 Initially as Fondstar, later Momingstar Sweden.
57 The accuracy of rating firms is not the subject of this dissertation, but interested
readers may refer to e.g. Sharpe (1998).
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formation had gone out. The manager was very upset and asked why
his firm was being neglected. What had they done wrong? After dis-
cussing for a while, it transpired that that WIN Rating had (by mistake)
not faxed the questionnaire to the bank this particular day and that was
enough to send the Managing Director running to find out what was
wrong.

The chapter has thus far argued that the formation of the market
for mutual funds centered around the establishment of a notion of
what product quality is, and consequently of the value of active man-
agement and product introductions in competition. The next section
discusses the effects on the product introduction of a firm that the
formation and institutionalization of these kinds of competitive norms
have.

3.5 Effects of norms on product introduction behavior

Managers currently hold the view that product introductions are an
important competitive strategy, and they often imitate each other’s
product introductions. The key to the development of this view of
how to compete was the institutionalization of the use of the historical
performance of the mutual fund as a proxy of product quality. When
historical performance is a central quality feature, a strong case can be
made for the value of ‘active management’ - the pursuit of returns to
asset management higher than the average market return. Firms can
thus, with this logic, charge a management fee from the investor for
their ‘active management’ of the fund. This fee need not be directly
related to the costs of operating the fund but rather to its expected
performance. In that sense the dominant revenue generating logic and
the product quality logic are related. Supporting this development (and
also benefiting from it) are security analysts as a professional group. An
increased awareness of product performance increased their perceived
importance in the firms. Simultaneously, analysts established them-
selves as a profession with an active professional association and an ac-
creditation course. The media and rating agencies provided external le-
gitimacy to these ideas of how to compete, and specifically to the value
of ‘active management’.

This penultimate section in this chapter discusses the possible ef-
fects of these competitive norms on the product introduction behavior
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of firms. The theoretical framework for product introductions is an in-
stitutional diffusion perspective introduced in chapter two. Two main
questions are addressed - the effect of norms on which individual
products are adopted and how norms may bias certain individual firms
for or against adopting particular new products.

3.5.1 Competittve norms and the fit’ of new products

A central idea in an institutional perspective on diffusion processes is
that an innovation that is congruent with extant norms and the values
of an adoption community spreads faster and further than an innova-
tion at odds with such values (Strang and Meyer, 1994). What kind of
new products are likely to be well received in the competitive environ-
ment of the Swedish market for mutual funds in the 1990s? At this
stage it would be ideal to present longitudinal attitude surveys and ar-
chival SFF working documents detailing commonly held opinions and
attitudes towards specific products at various points in time. However
this kind of data is not available, so the option is then to draw on sec-
ondary data, such as media reporting (for a historical perspective) as
well as interviews with currently (and formerly) active security analysts
and fund managers. One problematic issue with this approach is that if
security analysts and managers in general hold some institutionalized
values that bias them against seeing a particular product as profession-
ally appropriate, they would not easily be able to reflect on this. One
way to address this difficulty is to juxtapose the views expressed by the
fund managers of firms that have not adopted a particular product,
and the views of the fund managers of firms that have adopted these
products. While the interviews covered the views on several product
categories, the focus of this section is on the three different product
categories selected for the quantitative analysis in chapter five - Mixed

asset funds, Fudex funds and SRI funds.

3.5.1.1 Mixed asset funds

Mixed asset mutual funds, or balanced funds as they are also known,
differ from most other mutual funds in that they invest in both equities
and bonds, according to a specified asset-weighting scheme (e.g. X per
cent equities and Y per cent bonds). The main idea is that the investor
is offered a more ‘complete’ product than a traditional equity or money
market mutual fund, which often develop in opposite directions. Ear-
lier, the investor needed to weigh the asset composition (how much in
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equity mutual funds, how much in bond mutual funds), but this deci-
sion can now be handed over to a professional mutual fund manager.
From the point of view of the mutual fund firm it is also a good idea
stnce the service of the asset allocation decision (how much to invest in
stocks and bonds respectively) can be sold to the consumer.

The desire of consumers to hand over not only day-to-day in-
vestment decisions but also the asset allocation decision to a profes-
sional fund manager took some product developers by surprise. As one
product developer expressed it:

“We missed out on the cansmers’ wish for us to make the [asset] allocation
decision for them. We always had the opinion that the consumer is rather ra-
tional, and as such allocates between stocks and bonds. We rmissed the strong
demand for us to make that decision for them... But then we saw how
quiickly volumes grew in different fund categories. So then we quickly imi-
tated and started mixfunds.”

(Asset management officer at bank 3)

An important event that rendered mixed funds popular was the
shift in the market in the mid-1990% (due to regulatory changes) to-
wards becoming more of a market for pension savings. Mixed asset
funds are often perceived as particularly suitable for pension savings,
perhaps because they are more ‘hands-off” for the investor. The mutual
fund manager is given greater responsibility in the inter-temporal asset
allocation decision, which otherwise rests with the customer.

From a technical point of view, the management of a Mixed asset
fund 1s not different from either equity or bond funds respectively, and
the only new product dimension is that an asset allocation decision is
added. Such decisions are routinely made by the chief economusts of
all asset management firms based on their predictions of how the secu-
rities and money markets will develop. One organizational issue, how-
ever, is that a manager of a mixed asset mutual fund needs to draw on
advice from both equity as well as bond analysts, and these groups are
normally functionally separate in the orgamzatlon

To sum up, this product category is close to established profes-
sional norms and routines apart from ideas of consumer rationality.
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3.5.1.2 Index funds
Index funds are mutual funds that replicate the assets combination of a
specified index (such as the S&P 500). In practical terms it means that
the fund only changes its asset allocation (buys and sells some assets)
when the index is re-weighted (which often happens a couple of times
in a year). Theoretically, the idea behind an index fund is that in an effi-
cient market no individual investor (or fund manager) can beat the
market (as approximated by an index) in the long run. Therefore it
makes no sense spending money and effort on trying to beat the mar-
ket through active fund management, and a natural, cheaper way is to
simply replicate the movements of the market by holding a portfolio
that replicates the market index (Gruber, 1996). Index management is
thus called ‘passive’ management to distinguish it from the more com-
mon ‘active’ management where the financial analyst and the fund
manager try to add value by screening, evaluating and deciding on the
asset composition of the mutual fund. The normal services of a fund
manager and the security analysts, to screen and select equities to buy
and sell for the mutual fund are thus not required and the role of the
fund manager is limited to trading equities, to maintain a portfolio
identical to a specified index. This also means that the usual way of dif-
ferentiating mutual funds (historical performance) is not applicable to
index funds. Index funds are, in a sense, a commodity where volumes
in trading are key to profitability. These product characteristics are of-
ten not appreciated from the point of view of a professional security
analyst, and in particular not the idea of passive management.
Professional skepticism of passive investment, and index funds
in particular, is not specific to the Swedish financial market. Vanguard,
the pioneer of index funds in the US,, faced similar initial skepticism
from the other firms in the industry. The story of the establishment of
Vanguard in the early 19707 is telling of the attitudes to passive invest-
ment held at the time. When John Bogle, a manager at Walzgton Man-
agement Company was fired from his old job he wanted to start up his
own firm. Due to contractual issues, his former employers did not al-
low him to engage in the fund management or distribution business.
Circumventing this he started Vanguard, which introduced the first In-
dex fund in the US. market, arguing that he was not in the mutual fund
management business, since an index fund needed no fund manage-
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ment - an argument accepted by the former employees (Targett, 2001;
Siggelkow, 2002).

Index funds were introduced in Sweden by the fourth largest
firm (and also a commercial bank) in the mutual fund industry - Hazn-
delsbanken. The circumstances of this introduction were special, how-
ever. At that time the bank had a CEO (Mr. Jan Wallander) who had
done academic research on the virtues of passive management and
thus had extraordinary reasons and organizational power as well as pro-
fessional legitimacy to introduce index funds. As Mr. Wallander ex-
pressed it in his memoirs:

“My view on the possibilities of correctly predicting the future also bas con-
sequences in other areas, for example on how one vews stocks... If you do
not believe that there are possibilities to foresee the future better than others
and thereby sustainably outperform the index, it is a better to offer an in-
dexfund, that is a fund that has diversified its boldings so that it will repls-
cate the index.”

(Wallander, 1998, pg. 187)

As in the US. the first index fund introduced in Sweden was met
with skepticism both from the larger financial community as well as
from security analysts within the organization itself. Mr. Wallander re-
calls:

“Initially sales were rather slow It was natural that the stock specialists of
the bank ware not amusad, but it was also difficult to have the brandh offices
commit to the marketing effort.”
(Wallander, 1998pg 188-189)

To argue the value of index funds, Mr. Wallander and a colleague
conducted a study of historical returns to active and passive manage-
ment, concluding that most mutual funds could not beat the index in
the long run®. This move to challenge the larger financial community
was not uncontroversial either:

“We were, naturally, not uncontested. First they targeted possible shortcom-
ings in our material and in owr interpretation... .. Even with the namral

58 Kyhlberg, O och Wallander, ] (1984) Konsten att placera i aktier
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lack of enthusiasm - to put it mildly - of the professional ‘establishment’
on the stock market, bolds the idea of indexfunds successively gained cur-
m))

(Wallander, 1998: pg. 189)

Similar notions of resistance, or skepticism, among managers,
fund managers and financial analysts regarding index funds were also
voiced in the interviews. This section is organized to present first
opinions about index funds voiced by firms that have not introduced
the fund, and then the opinions of firms that have adopted an index
fund are presented. None of the managers of firms that had not intro-
duced index funds expressed reservations against the idea of an index
fund as such, but many saw practical problems in introducing index
funds. The main issues mentioned related to the lack of customer in-
terest, the lack of scale as well as technical issues.

At one level, many of the managers interviewed claimed to be-
lieve in the virtues of active management as a principle (see discussion
and citations in section 3.4.5). Other issues at the operational level were
argued by product managers as well as product development officers.
One of the asset management officers in bank 3 argued that one rea-
son why their firm had not introduced an index fund yet was the
problems associated with its management and that no real index funds
are on offer in Sweden today:

“I claom that there are no functioning index funds i Sweden today... they
do not replicate mdex. They can impossibly replicate index... They have a
larger tracking ervor thanmarry of our actively managed funds... 'This is be-
cause they can not manage to replicate.... It is dammed difficult to replicate an
index... .An index moves all the time... It requires a twmover of 10 per
aent of the portfolio, only to veplicate an index. You can imagine what fees
this consumes, brokerage fees and the like. It is not easy being an index
manager.... It vequires an enovmous trading organization... . You have to be
engaged in Crossing’... . We simply do not have the scope and not enough ex-
posure to the market.”

Another reason for skepticism towards index funds is the poten-
tial substitution, or cannibalization, effect of index funds on broad ac-
tively managed funds. The average management fee for index funds 1s
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significantly lower (about half) than for similar actively managed funds.
The operating costs, on the other hand, of an index fund are (proba-
bly) more than half those of an actively managed fund®. In effect, if a
firm offered both broad actively managed funds as well as index funds
customers might choose index funds, at half the management fee, and
the firm would loose short-term revenue. As the asset management of-
ficer cited above argued:

“One of the problems with indexfunds in the systen of a bank, is that you
deliver them through the brandh offices... in the brandh office network there is
not enough campetence to argue the difference betwen active and passtue
managenent. What happens then is the standard story. If you have two
products, what do you choose on — price. What happens then? The only thing
we have created is a cheaper product, that was not actually meant to compete
but to complement. It is not good for the custamer either... perbaps you then
leave the custamer bigh and dry in the end because profits become too
low... If youmake money you can also provide good service... the banks are
dosing doun their branch offices everyubere. If it was not for funds, that you
sell so mary funds through the office network, there would not be ary offices
index funds and is sold in a different way? Bang, all the brandb offices dis-
appear. As did the local grocery stores in Northern Sweden. The effect will
be the same.”

Firms that offer index funds, not surprisingly, hold a more posi-
tive view of the product and its promise. The first line of argumenta-
tion offered for why it is a good product centers on the rational idea of
efficient markets in line with Mr. Wallander. As expressed by a CEO:

“... now I can tell you a secret — the phantom is not bom in this ndus-
try... everybody bas a high, and it is nice that everybody bas great faith
themsetes, but you can not beat the index. Over time. It is so stupid to clamm
otherwise. It has to do with that, initially, you could probably beat the index
a bit, because asset mangers bad some kind of nformation adwantage and it
wus easter before... In the early 1980s... But what happens is that the

59 The main difference in cost structure is the addition of the cost of a number of
analysts for an actively managed fund. Distributing the cost of one or two analyst salaries
across perhaps 100 000 share holders does not add much to the cost on the margin.
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transparency increases - for better and for worse, which means that the fund
managers become less and less willing to take risks. They start to replicate

When managers of firms that had already adopted the index
fund were asked about why their competitors were so slow in imitating,
answers focused on what they saw as internal political as well as image
issues of many of the (larger) firms.

“... the secunity analysts bave too much influence. They do not want it. They
are also influential bere, but I know that at SEB they would see it as a
shamme to bave an index fund and it would be an insult to their asset manag-
ers... .1 think that we bave a different asset managenent tradition. I think
o

(éEO fund management firm bank 1)

Another CEO added the issue of how to manage a firm that of-
fers both actively and passively managed funds.

“I would not like to run a mutual fund firm that manages both active and
index. funds... [uben the index fund then performs better]... . How would T
be able to keep my prices up for the managed fund? How could I motuate
1y custarmers to et m it”

(CEO, Mutual fund firm 2)

Thus index funds are considered with skepticism from several
perspectives, but two main lines of argument can be distinguished.
Firstly there is a profit concern (there are no customers, margins are
too low), and secondly there is a value concern (active versus passive
management, internal political problems of upsetting security analysts).
Although one product manager voiced serious concerns about the
technical feasibility of operating an index fund, most managers were of
the opinion that the technical issues were not insurmountable. With re-
spect to external legitimacy (media reporting), index funds have re-
ceived much positive media attention (see appendix II to this chapter).

3.5.1.3 Socially Responsible Investment (SRI) funds

In a similar way that hudex funds first were introduced by a large firm,
the first SR/ fund in the Swedish market was also introduced by an es-
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tablished (large bank) firm. In 1980, Robur Fonder®® introduced Sveska
Kyrkans Virdepappersfond (The Swedish Church mutual fund). As with
the index fund, there were special circumstances that led to one of the
largest firms taking the step into SRI funds. This fund was, however,
not open for the public to invest in, it was an ‘institutional’ fund, set up
to manage the assets of the church. At the time, Sparbunken (later
Foreningssparbanken) was managing the worldly assets of the Swedish
Church. The church was an important customer and their wish to see a
Christian investment option led to the opening of a mutual fund that
would avoid investing in weaponry, tobacco and other such industries.
At the time, socially responsible investment was an almost unknown
concept with virtually no media coverageé! and a very low level of
awareness in the industry in general. In the end of the 1980%, when the
environmental debate took off in Sweden after a number of dead seals
washed ashore in the archipelago, mutual funds that invested in envi-
ronmentally sound firms abroad started to be referred to in the Swed-
ish business media. In 1988, another large bank introduced the first en-
vironmental fund in Sweden (SEB Virldsaturfonden) - again at the re-
quest of a large asset management client (WWF). This fund was subse-
quently, in 1990, sold to a smaller firm (Carlson hrvestmert Managenent).
While not met with the same kind of fundamental skepticism as
index funds, environmental and ethical funds rank among the highly
medial products of which fund managers and CEOs voiced skepticism.
Socially responsible investment is controversial not mainly because of
its challenge to the idea of active management but rather because of
the perceived lack of rational economic logic underpinning its core
ideas. It is by some analysts seen as ‘the domain of cranks... or loonies’,
presumably for the belief that environmental soundness is a systemati-
cally positive sectoral factor, or even more for the belief that there may
be other values to investment than maximum financial return (Euro-
money, 1999). While SR/ funds are actively managed funds, the crite-
rion and tools for evaluating and selecting assets differ from those of
standard funds. Common mutual fund objectives are either geographi-
cal (i.e. a North America fund, or an Asia fund) which invests in assets
within a specific geographical area; or sectoral (e.g a Pharmaceutical

60 The mutual fund management firm of Féreningssparbanken.
¢t The first mention of an ethical fund in the media (found by this author) was in
1988 (Ericsson, 1988).
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industry fund). Both of these dimensions have clear theoretical under-
pinnings that are commonly taught in business schools and thus shared
among many financial analysts. Regional as well as industry analyses are
standard tools of most MBAS (e.g. the Structure Conduct Performance
and the Industrial Organization schools). Also, more importantly from
a professional perspective, most of the external information used by
financial analysts in their analytical work 1s supplied in normal asset se-
lection dimensions - e.g. regional economic forecasts, exchange rates,
industry growth forecasts. Environmental or ethical funds, on the other
hand, ‘cut the pie’ in a different way. These funds can include several
regions as well as industries, with the common denominator being that
the firms must meet some criteria of being ethical or environmentally
sound. As one executive expressed it:

“It 1s & much larger [innovation] than for example “Time funds’. “Time’ is a
newway of shicing up dustries. But you use the same analysis and chan-
nels. A chanity fund is a new concept, where you save and contribute, ubere
you conmect the worlds of finance and charity. An ethical fund pleads, you
trade, part of the proceeds for a value. You add that youwant to dange soci-
ety and you pledge same money to that end.”

(CEO Mutual fund firm 1)

Skepticism to the introduction of SRI funds was, as with index
funds, voiced from several different angles. Most common was a con-
cern with the notion of an ‘ethical’ product - what is ethical and what
is not? The working definition of ‘ethicalness’ or ‘environmental
soundness’ varies across mutual fund firms and this is a main focal
point of both professional and medial criticism of the product concept
(Wine, 2001; Cerin and Dobers, 2000). This point was echoed in sev-
eral of the interviews.

“What goes — wbat are you allowed to wrvest in? You may think what you
want about cld labor. Some think it is good and others think it is bad.
And what about this thing with weapons. Darmm it, the police need weapons.
It is... strange. It is vagne and a bit suspect.”
(CEO fund management firm bank 1)
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Concern about the vagueness of the ethical concept also

prompted some image considerations - launching a product with a
questionable definition is not seen as professional.

“I have very little faith in ethical funds. Especially in the way they are con-
structed todzy. That is the reason why we do not have arry. There is a ques-
tion of image - there is a real visk of being exposed to severe criticism.
That 1s why we do not have arty today, because there are no ethical funds, [
daim, in Sweden today... .there is no good, clear concept.... why are you al-
lowed to invest i the pharmaceutical industry, why are you not allowed to
trrvest tn, says the ethical fund, the alcobol industry? But if you and I have a
dinmer at bome, we would not trute guests without having a couple of bottles
of wine at homes It would not work, 1t would be wery strange... .How can
you simmltaneously have sudh a fund and other asset management? The “un-
ethical’ asset management. I do not accept it, it is a totally ridiculous solu-
siom.”

(Asset management officer bank 3)

There are also issues of whether or not it is ‘morally’ correct for

a mutual fund firm to market SR/ funds as investment vehicles, from
the perspective that the consumer may not understand that the invest-
ment (may be) less profitable than a ‘normal’ mutual fund. The above
asset management officer opined:

“The question is what the customer understands. An ethical irvestment ac-
condng to certam rules or gruing away a certain part of the profit. You conld
ask yourself why you should give away some of the return when the promary
objectsue is to savemoney. It is a paradoxical situation. There is one aduan-
tage, and it is that you contribute with untaxed money. But this assumes
that you have recetved good retumns. If you have had zero grovth you bave to
contribute with you oun, taxed money.”

Another CEO of a medium sized mutual fund management firm

expressed concerns about the possibility of combining ‘sound’ asset
management with social concerns:

‘... my fundamental viewis that it is very difficult to combine a sound asset
management product with a good charitable objectre.”
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(CEO Mutual fund firm 2)

Among the firms that had introduced SR funds, the opinion was
different. They argued for the economic relevance of social responsi-
bility as a selection criteria of good investments. One CEO directly re-

lated the prospects of a SRI fund of doing well to the specific invest-
ment rules of the fund:

“Whether it reduces the retwrn or not depends on how strict and what types
of ethical vestrictions you place on the irrestments.... It is common to use the
U.S. experience as evidence that ethical funds do not perform worse than
nomudl funds. Dominii social index is an index for ethical funds that bas
performed as well or better than novmal indices for a long time.”

(CEO Mutual fund management firm 1)

Another executive argued that a SRI ‘filter’ may be a systematic
guide to better managed firms and thus more profitable investments

“Yes, but in a large scale comparison of all the ethical funds i the U.S. in
1998 with tndex and average funds it showed that they bad performed ap-
proximately as well as index, and some even a bit better than that. It can be
explained by the focus on smaller forms, you lose the really large firms and
those [smaller firms] bave done better during certain periads. It can also be
explainad by the fact that these arve exceptionally wel managed
forms... .Crisis firms are not bothered with these things [ethical considera-
tions]... >

(CEO Mutual fund management firm 3)

There were also opinions voiced that SRI necessitated a differ-
ence 1n values of the asset managers involved. The CEO cited above
shared an experience:

“Owr marketing offwcer often recourts bis experiences of visiting Great Brit-
ain and talking to one of the senior officers [of a firm that had mitroduced
ethical funds]... about what the difficndt part is [in introducing ethicdl
Junds]? And be [the senior officer] answered simply — it is the security ana-
bysts... They are the most difficult to corrvince. We have had similar exper:-
ences. Not to the degree that they have quit. We knew about the problem at
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an early stage, that it would be difficult if we could not trust in the security
analysts. We have therefore worked on the internal aceptance that is
needed... .But it has been a long internal acceptance process and I can only
imagime how long - I hawe tried it with the colleagues in [a bank], it would
be in other places.”

Another CEO reflected on the differences in attitudes needed to
appreciate the value of SR/ investments:

“Many [in the industry] are younger than ny children. They hold other val-
ues, most of the mdustry actors have worked a lot with money, and they are
conscions about the walue of money and they are fresh out of school - ana-
bysts and asset managers. I have a different background and values. To them
it was a strange idea, why should one join these [ethics and management].
Maybe it is that simple. The average age in the mutual fund firms is low
they were victims of  their oun success, so much was going their way... It is
another world, a different language and totally different people.”

(CEO Mutual fund firm 1)

As with index funds, opinions about SR/ funds differ, most
markedly between firms that have and those that have not adopted the
product. Among those who are skeptical several opinions were voiced.
Firstly there was a concern with profitability (no customer base), then
about conflicting values (how to combine ‘ethical” and ‘unethical’ man-
agement and that asset management should be for ‘maximum perform-
ance’) as well as a concern with the concept of an ethical investment -
who is to judge? In contrast to index funds, however, there was little
voiced skepticism about the market potential of the product. As is evi-
dent in Figure 21 (page 109), SRI funds have attracted a fair share of
media attention, particularly in the early 1990%, when there was a lively
environmental debate in Sweden. A content analysiss? indicates that
most of the media attention is evaluative and positive of SRI funds.
Thus, while SR/ funds seem to lack in normative (professional) legiti-
macy, they are, on the other hand, legitimized in public discourse on

mutual funds.

62 See appendix II to this chapter.
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3.5.1.4 Competitive norms and the ‘fit’ of new products

The question addressed in this section is how the institutional ‘fit” of
new products in a market may influence product introduction behavior
of firms. By investigating managerial attitudes as well as attitudes re-
flected in the media towards three products that all diffused during the
1990, a picture emerges of how new products may or may not ‘fit’
into an institutionalized view of how to compete. Mixed asset funds
were, in general, considered to be in line with extant norms. Although
they represent a deepening of the service provided by the management
firm (taking over the allocation decision) the overall idea of the prod-
uct is in line with norms of the value of active management as well as
asset management for ‘maximum return’. /ndex funds, on the other
hand, were commonly met by skepticism within the industry mainly
because they represent passive management — contrary to the values of
active management espoused by most industry managers. SR/ funds
were met with similar skepticism among the industry managers, but on
the grounds that the product idea (value of ethical or environmentally
sound investments) was considered vague and contrary to value maxi-
mizing asset management. While both fdex and SRI funds lacked in
professional legitimacy they did, however, receive substantial (mainly
positive) media coverage, contributing to their legitimacy in the public
discourse.

Re-introducing the figure from the first chapter (Figure 20), de-
picting the difference in speed and the extent to which these three
product categories diffused in the Swedish market for mutual funds,
the difference can now be discussed with a deeper insight into the so-
cial meaning of these products in the industry. Both Mixed asset and In-
dex funds were introduced into the industry relatively early (before
1980), but remained marginal products adopted by a single firm until
about 1989. While Mixed asser funds then spread rapidly to almost 50
per cent of the firms between 1989 and 1994, Index funds reached a
maximum penetration grade of 15 per cent of the firms in the same
periods3. SRI funds, first introduced during the 1980%, experienced a
less limited spread than udex funds, reaching about 20 per cent of the
firm population by 1999.

63 The subsequent droF in adopuion percentage was not due to firms abandoning
these products but due to the large inflow of (mainly foreign) firms in the Swedish market
and these firms did usually not carry either of these product categories.
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Figure 20 - Product adoption patterns

The pattern, where Index and SRI products diffuse relatively
slowly, is not unique to the Swedish market, but has also been observed
in the US. market (Damato, 2001; Wine, 2001). An obvious, economic,
explanation for the difference in adoption patterns would be that Indx
and SRI product categories are less profitable than other product cate-
gories, and are thus selected against in a rational product introduction
decision. While it is an explanation common among industry managers
who have not adopted any of these product categories, there are ques-
tions regarding this explanation. From a competitive strategy perspec-
tive Index funds should hold appeal for large firms as they, in essence,
are commodity products (one index fund is not different in perform-
ance from another). As such the profitability of introducing these
products is dependent on economies of scale, where a large actor holds
a sustainable advantage compared to a smaller firm. Under current
competitive norms, where historical performance is a key selling point,
a small, specialized, mutual fund firm can compete successfully with a
larger firm if it can differentiate in terms of product performances*.

Such specialist competition is not possible however with respect to In-
dex funds. For SRI funds, on the other hand, the possibilities of differ-

64 An illustrative example is that Didner & Gerge, 2 one-product, two person mutual
fund with a very Eood track -record received a larger share of the PPM funds (new pension
system introduce

in 2000) than SEB, the third largest actor.
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entiation should be relatively greater than for normal funds, as the
techniques for the analysis of socially responsible firms are not as well
developed or spread as standard security analysis techniques. This
would create a differentiation opportunity for firms with a strong ana-
lyst organization.

From a public legitimacy perspective, fudex and SRI have re-
ceived equal media attention than other product categories (Figure
21¢5). This suggests that adoption differences should not be driven by
differences in legitimacy with audiences external to the firms.
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Figure 21 - Articles by fund category

Media attention also seems to be differently causally related to
adoption behavior of the firms across the product categories. Lagging
the article data by one year (to allow for time taken by firms to respond
to media attention) provides an interesting pattern (see Figure 22). The
dotted lines with squares indicate the adoption per cent and the num-
ber of articles regarding Mixed asset funds, whereas the full lines, with
rings, show adoption per cent and number of articles about Index and
SRI funds. The adoption of Fudex and SRI funds seem to be driven by
media attention (first articles, then adoption). For Mixed asset funds, on
the other hand, the pattern seems to be the opposite where media at-

65 The number of articles per year are deflated using the total number of articles
about equity funds as a deflator (1980 = 100)
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tention seems driven by adoptions (first adoptions, then media atten-
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Figure 22 - Lagged articles and adoption patterns

One possible explanation for the difference in adoption rates ob-
served in Figure 20 is thus the lack of ‘fit’ of the /ndex and SRI with
current norms of what constitutes appropriate competitive strategy.
The main competing explanation is that these fund products are simply
less profitable for firms to adopt, and are therefore selected against.
Chapter five will test, more rigorously, these two competing explana-
tions and the details of such a test are presented in chapter four.

Apart from institutionalized norms of competition influencing
what kind of product is likely to be seen as more or less legitimate to
adopt, the theoretical framework of chapter two suggests that firms
may be differently likely to abide by such institutionalized norms. The
next section discusses how the norms of active management and the
importance of historical performance may influence what kinds of
firms that are more or less likely to break with these norms.

3.5.2 Not all firms may fit the mold

One significant effect of current competitive norms is the increased
importance of the security analyst to the mutual fund firm (see discus-
sion in section 3.4.6.2). An effect of the increased importance of secu-
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rity analysts is, naturally, a greater demand for qualified analysts among
the mutual fund firms. Leblebici et. al. (1991) and Greenwood and
Hinings (1996) discuss the dynamics of institutionalized ways of com-
peting. Their main point is that a practice becomes institutionalized
when a large number of actors use it and with institutionalization thus
follows, in many cases, an increase in resource competition for the re-
sources needed to use the practice. Increased competition raises the
costs of resources and lowers the return to those who want to use
them, which provides an economic incentive for firms to break with
institutionalized ways of doing things (Oliver, 1991).

3.5.2.1 The price of following the norm

In the case of the Swedish market for mutual funds, the argument of
this chapter implies that active management is an institutionalized way
of competing and that a crucial resource base for such competition is
the security analysts. Reasoning around the dynamics of institutional
norms would suggest that since having many analysts is perceived as
‘the way’ to compete, the cost of analysts would increase. This increase
in resource cost would then provide an incentive for some firms to
break with the norm and opt for alternative arrangements. A cursory
investigation of the development of the average salary of a security
analyst in the industry provides some support for this kind of argu-
ment. Figure 23 shows the change in salary as compared to a base year
(1994) for security analysts and other white-collar workers in the fi-
nance and insurance sector in Sweden.
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Figure 23 - Average white-collar (financial services) and analyst salaries*

As evident, analyst salaries have increased at a significantly faster
rate than other white-collar salaries in the industry over the same time
period. A problem with the data is, however, that the salaries of secu-
rity analysts represent an average of all security analyst salaries - both
of those employed in mutual fund firms and those employed in corpo-
rate finance and brokerage houses. While this aggregation probably
leads to an inflated estimate of the salary of security analysts employed
in mutual fund firms it arguably provides an indication of a real differ-
ence in the way salaries have developed. The sharp jump’ in analyst
salaries in 1997 can be understood by looking at average analyst salaries
over a longer time, and in relation to the development of the Swedish
stock market (Figure 24).

¢ Source: Afférsdata and Statistics Sweden (SCB)
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Figure 24 - Analyst average salaries and the development of the stock market®”

This figure shows the development of the average level of ana-
lyst salaries (deflated, 1980=100) and the development of the devel-
opment of the Swedish stock market as proxied by AFGX (deflated,
1979=100). It is clear that the average salary of security analysts have
increased over the 1990%, and it is also clear that this development has
been extremely closely related to the general development of the stock
market. This close connection provides an explanation for the jump’ in
salaries observed in 1997 - it followed the sharp increase in the stock
market. The high correlation observed between the two series indicates
that the salaries of analysts employed in brokerage houses are very in-
fluential in determining the average salary development. Analysts in
brokerage houses receive a substantial share of their total remuneration
in the form of a bonus, and this bonus is highly correlated to the de-
velopment of the stock market.

Issues of data collection aside, it is clear that the salaries of secu-
rity analysts have increased significantly during the 1990%, and that
analysts thus have become a more expensive resource for firms to em-
ploy. One way of reducing the dependence on security analysts is to
break with the norms of active management. Such a choice would re-

¢7 Source: Affirsdata and Niemeyer, 2000
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quire either selling index funds, or outsourcing a major part of the
analysis function, choices that are further discussed in chapter six.

3.6 An institutional logic and product introductions in the
Swedish market for mutual funds

The above discussion shows that the product introduction decision,
and thus product market behavior, of firms must be understood in its
historical context. The importance of a context-specific understanding
is even more salient given the nature of the innovations investigated
here (a service which is more difficult to sell on technical merit) as well
as the wide-ranging changes in the competitive and legal environment
of the industry. While the product introduction decision can often be
seen as a result of economic considerations, several interrelated issues
of context-specific norms also need to be included. First is the consid-
eration of a product quality indicator, where firms in the mutual fund
industry converged on using historical performance. The second issue
is how a firm reduces the risk of introducing a low-performing fund;
here firms seem to employ a tactic of imitating successful earlier intro-
ductions. This far the product market behavior is well in line with an
economic diffusion story. The empirical pattern of Figure 20 on page
108 (showing the adoption patterns), where some products seem more
likely to be adopted than others, could be explained within the eco-
nomic model by a difference in how firms perceive the market poten-
tial of the different product categories. Institutional theory also sug-
gests that ‘fit’ with institutionalized values of how to compete may be
important in the product introduction decision. Interviews with man-
agers in the Swedish mutual fund industry showed that some products
were perceived as closer to core industry norms of how to compete
than other products. While most product categories received similar le-
gitimization in the public discourse, such legitimization seemed to have
different effects on the adoption patterns of different funds. Thus
some product-innovations seem legitimized through the public dis-
course, but lacking in normative legitimacy as managers and security
analysts do not endorse them. Other products, on the other hand, en-
joy both public and professional legitimacy.

Based on this understanding of the development of the Swedish
market for mutual funds and the way managers perceive product intro-
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ductions and the validity of different product categories, the next sec-
tion formulates a set of context specific hypotheses from the general
theoretical propositions of chapter two.

3.7 Hypotheses

This section elaborates the propositions of chapter two into specific
hypotheses regarding firm-level product introduction behavior in the
Swedish market for mutual funds in the period 1989 - 2000. From the
above discussion it is argued that Mixed asset mutual funds are seen by
managers as a product category in line with existing competitive logic,
whereas Index and SRI funds are taken to be deviant from this logic.
Following chapter two the hypotheses are introduced with respect to
how a product is introduced into a community of firms and then how
it is subsequently expected to spread. Rather than pitting the predic-
tions from economic theory against those drawn from sociologically
inspired studies this research treats the perspectives as complementary.
The main difference in the perspectives, as argued in chapter two, lies
in the view of whether or not a product innovation can embody any
kind of social meaning to potential adopters (c.f. Strang and Meyer,
1994). The ‘base-case’ - all the a) hypotheses - are based on an eco-
nomic model of diffusion where the efficiency of an innovation is cru-
cial to the adoption decision. The research design, however, relies on
the existence of a social, or institutional, dimension of the adoption
decision when a ‘controversial” and a ‘non-controversial’ product cate-
gory is investigated (c.f. Strang and Soule, 1998). Where theory predicts
an institutional dimension to the adoption decision, a b) hypothesis is
added, allowing for the case where products also carry social meaning
to the adopters.

3.7.1 The mtroduction ito the industry of a new mutwal fund product category

Both economic and sociologically inspired diffusion studies recognize
the importance of large, well connected firms in the introduction of
novelty into an industry (Mansfield, 1961; Damanpour, 1991). In terms
of the Swedish market for mutual funds the largest firms (in terms of
market share) are, without exception, the old retail banks. In particular
one of these banks - SEB - is well qualified for the role of an large,
cosmopolitan actor that introduces much novelty. SEB has traditionally
been the international bank, with offices in many of the financial cen-
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ters of the world. A commonly held opinion in the industry is that
SEB has usually been the first with the latest. This role has diminished
due to the entry in the Swedish market, since 1994, of most of the
largest international mutual fund firms. From proposition 2:

Hypothesis 1: The size of a mutual fund firm is positively

related to the speed of adoption of product innovations

As noted 1n the literature on strategic product introduction, the
largest firm is not always first when the innovation may threaten an
existing strong market position or be organizationally difficult to intro-
duce (Reinganum, 1983; Henderson, 1993). While none of the prod-
ucts investigated in this research can be argued to be either economi-
cally revolutionary to an incumbent or organizationally discontinuous, a
central argument is that some of the products represent a discontinuity
in terms of what is considered appropriate products in the industry. So-
ciological diffusion research has shown that socially discontinuous in-
novations tend to be introduced by firms that are marginal to the larger
social structure (Leblebici et. al., 1991; Kraatz and Zajac, 1996). The
second hypothesis, from proposition 8a and 8b, is thus:

Hypothesis 2a: Mixed asset funds are introduced by central

firms

and conversely

Hypothesis 2b. Index and SRI funds are introduced by mar-
ginal firms.

Economic studies are clear in their assumption that the expected
profitability of a product innovation is the prime driver of the likeli-
hood of its adoption (Mansfied. 1961; Geroski, 2000). Similarly even
sociologically inspired studies often see initial adoption of an innova-
tion in terms of an organizational quest for efficient solutions to a
problem (Tolbert and Zucker, 1983; Burns and Wholey, 1993). In the
Swedish market for mutual funds perceived product profitability is very
closely linked to expected sales, which is linked to the expected growth
of the mutual fund. Two main considerations affect the perceived
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profitability of a mutual fund - the way it is managed and the devel-
opment of the market in general, and of the assets of the objective in
particular (Khorana and Servaes, 1999). Hypothesis three follows from
proposition 1 and relates the perception of the market potential of a
product to its adoption rate.

Hypothesis 3: The size of earlier mutual funds with the same
investment objective is positively related to adoption
speed.

In simple terms this hypothesis states that products that have
been successfully introduced by other firms are likely to be imitated.
Even though the initial introduction of the product innovation would
not have this kind of information to rely on, it is not unlikely that
managers look to the experiences of other markets (in other countries)
for a clue. Several of the CEOs interviewed quoted the successful in-
troduction of both Index and SRI funds in the US. market as a reason
behind their adoption of the product. Research within the tradition of
strategic management has focused on impediments to imitation based
on limited resource availability (Wernerfelt, 1984; Dierickx and Cool,
1989) or on the complexity of the innovation (Zander and Kogut,
1995; Rivkin, 2000) [refer to propositions 4 and 5} New mutual fund
products are arguably neither complex, nor do they rely on access to a
particularly scarce or limited resource. Fudex funds, for example, dis-
pense with the technically demanding task of evaluating and selecting
the assets of the mutual fund. SRI funds, on the other hand, can be
seen as difficult to manage as they draw on a different set of compe-
tencies regarding the selection of socially responsible assets. There is,
however, a well functioning market both for analysts trained in envi-
ronmental analysis. As shown by Rao and Drazin (2002), firms in the
US. mutual fund industry that lack specific resources for starting a
particular fund often hire competence away from competitors. There is
also a market for the services of firms specializing in SRI screening for
investment purposes. Once the screening is done, the task of the ana-
lyst and fund manager of selecting the ‘best’ asset composition is the
same as for a standard mutual fund. Furthermore, the ‘architecture’ of
all new products is subject to the approval of the Swedish Financial
Supervisory Authority (FI) and it is public information. There is thus
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little secrecy around the actual product innovations as such. With re-
spect to the resources needed to commercialize an innovation, the
critical resource is the security analysts. There is, however, a well func-
tioning market both for security analysts, as well as for specific analy-
ses, so neither product complexity nor resource constraints should not
be a common obstacle to product introductions. Consequently propo-
sitions 4 (relating resource scarc1ty to imitation delay) and 5 (relatmg
innovation complexity to imitation delay) are not elaborated into hy-
potheses. Neither propositions 6 and 7 are, relating dominant firm po-
sition to the propensity to introduce market power or competence de-
stroying innovations, are developed into hypotheses. The reason is that
the innovations under investigation are simply not market power or
competence destroying,

3.7.2 The spread of an innouvation through an industry

While economic diffusion models often assume a homogenous flow of
information regarding earlier adoptions (Strang, 1991; Geroski, 2000),
sociological studies show that flows tend to reflect social structures and
that the influence of these flows relates to social comparison processes
(Strang and Tuma, 1993; Strang and Soule, 1998). Analogous to hy-
pothesis 1, innovations that are in line with extant norms are most of-
ten introduced by socially central firms. As the actions of these firms
most often attract more attention their actions are more influential on
the adoption decision of others (Burt, 1982; Haveman, 1993) and they
diffuse fast. Innovations that deviate from norms, on the other hand,
tend to be introduced by marginal firms, whose actions many other
firms ignore, and hence such products diffuse more slowly (Leblebici
et. al, 1991; Kraatz and Zajac, 1996). Hence from propositions 10a and
10b:

Hypothesis 4a: Mixed asset funds spread from central to mar-
ginal actors (faster diffusion)

and conversely,

Hypothesis 4b: Index, SRI funds spread from marginal to

central actors (slower diffusion)
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Adopters may value, or draw on, different sources of product le-
gitimacy in their adoption decision. A firm that may see the adoption
of a deviant product as efficient may ‘seek out’ sources of legitimacy
for the product and use these (Oliver, 1991; Elsbach, 1994). Where
managers draw on different sources of legitimacy for different prod-
ucts, diffusion paths may differ (Davis and Greve, 1997). Diffusion
studies investigating the spread of well-legitimized products have
found that the cognitive legitimacy generated by adoptions by other
members in the market or in a cohesive network may suffice to trigger
adoptions (Strang and Soule, 1998). But, where products are lacking in
legitimacy, potential adopters may seek ‘moral’ legitimacy (c.f. Such-
man, 1995) and thus the diffusion path will be through close personal
contacts — such as elite or professional networks (Davis and Greve,
1997). Hence from proposition 11 and 12:

Hhypothesis Sa: Mixed asset funds diffuse through local market
contacts and through cohesive firm-level networks (draw-
ing on cognitive legitimacy)

Hypothesis  5b: Index, SRI funds spread through per-
sonal/professional networks (drawing on moral legiti-

macy).

3.7.3 Propositions and hypotheses

Table 1 summarizes how the various propositions forwarded in chapter
two relate to the hypotheses formulated in this chapter. Proposition 5
(relating market growth to product introduction) is treated as a control
variable and propositions 4 - 7 (as discussed above) are not applicable
in the non-technical setting of the mutual fund industry.
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Table 1 - Propositions and hypotheses

Proposition

Hypothesis

Proposition 1: Perceived innovation profitability relates positively to product introduction speed

Hypothesis 3: The size of earlier mutual funds with the
same investment objective is positively related to adoption
speed.

Proposition 2: Firm size is positively related to the speed of adoption of innovations

Hypothesis 1: The size of a mutual fund firm is positively
related to the speed of adoption of product innovations

Proposition 3: Growth of resource base relates positively to innovation adoptions

Control variable

Proposition 4: Speed of adoption of an innovation is positively related to the accessibility of critical | Not applicable
resources for the innovation

Proposition 5: Speed of adoption is negatively related to the complexity of an innovation. Not applicable
Proposttion 6a: Domunant incumbent firms are fast to adopt market power supporting innovations | Not applicable
Proposition 65 Dominant incumbent firms are slow to adopt market power destroying innovations

Proposition 7a: Dominant incumbent firms are fast to adopt competence enhancing innovations Not applicable

Proposition 7 Dominant incumbent firms are slow to adopt competence-destroying innovations

Proposition 8a: Firm centrality is positively related to the introduction of legitimate innovations

Proposition 86 Firm centrality is negatively related to the introduction of illegitimate innovations

Hypothesis 2a: Mixed asset funds are introduced by central
firms

Hypothesis 2b: huex and SRI funds are introduced by
marginal firms.

Proposition 9: Perceived similarity with earlier adopters is positively related to speed of adoption of
an innovation

Part of Hypothesis 5

Proposition. 104; Legitimate innovations spread form larger firms to smaller firms (fast diffusion)

Proposition 10b: Illegitimate innovations spread smaller firms to larger firms (slow diffusion)

Hypothesis 4a: Mixed asset funds spread from central to
margnal actors (faster diffusion)

Hypothesis 4b: Judex, SRI funds spread from marginal to
central actors (slower diffusion)

Proposition 11: Market contact with earlier adopters is positively related to the adoption of legiti-
mate innovations (drawing on cognitive legitimacy)

Proposition 12: Sharing of interpersonal network with earlier adoprer is positively related to the
adoption of illegitimate innovations (drawing on moral legitimacy).

Hypothesis 5a: Mixed asset funds diffuse through local
market contacts and through cohesive firm-level networks
(drawing on cognitive legitimacy)

Hypothesis 5b: fudex, SRI funds spread through per-
sonal/professional networks (drawing on moral legjtimacy).
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The hypotheses offered above represent an effort to see com-
petitive product introduction behavior of firms as influenced both by
institutional as well as economic incentives. How well such a theoretical
description of product introduction behavior explains the actual com-
petitive behavior of firms in the mutual fund industry in Sweden is an
empirical issue, however. The next chapter introduces the statistical
methods, models and data that will be used in testing these hypotheses.
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3.8 Appendix I - Interviews

3.8.1 Place, time andmethod

The interviews were primarily carried out in Stockholm between 1999
and 2001, although some preliminary interviews with Skandia AFS
took place in 1997 at Shelton, Connecticut in the US.A All interviews
were conducted using a checklist with a few common questions, but
were otherwise open-ended. All interviews, apart from the telephone
interviews, lasted about one hour and were taped and transcribed by
the author.

The firms selected for interviews controlled about 99 per cent of
the money invested in mutual funds in Sweden in 1999. Firms in-
cluded: all the major actors (market share > 10 per cent); 30 per cent of
the intermediate range firms and about 20 per cent of the smallest
firms (market share < 1 per cent). Individuals were selected for inter-
views regarding the historical development of the mutual fund market
on the basis of a ‘snow-balling’ technique, where respondents were
asked to suggest other people who were knowledgeable about the de-
velopment of the industry. Initial industry information was gained
from interviews with Karl-Olof Hammarkvist, a senior industry mem-
ber (with working experience from several of the larger firms) and also
a member of the dissertation committee. The snow-balling method
was particularly useful as the early years of the industry were charac-
terized by a limited number of actors, which meant that most early ac-
tors knew (of) each other. Asking respondents to identify other im-
portant actors also provided a cross-check for the relevance of the in-
terviewees.

Titles and positions of the interviewees are given as per the in-
terview date, but several of the individuals have since changed both
position as well as employment. In some cases, where an individual is
interviewed about a prior employment, two names of firms may be
given. Note that the order of individuals and firms is not correlated
with the pseudonym numbers used in the text. Bank number 1, does
thus not necessarily refer to SEB.
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3.8.2 Mutual fnd forms

3.8.2.1 Banks (with mutual fund firms)

SEB

Claes Johan Thureson (Managing Director SEB Fonder)
Erik Sjoberg (Fjirde AP Fonden, about SEB Fonder history)

Svenska Handelsbanken
Peter Engdahl (Managing Director Handelsbanken Fonder)
Torsten Johanson (Managing Director Handelsbanken Fonder)

Nordea (Formerly Nordbanken and Merita-Nordbanken)
Alf Sigwid (Risk controller), Nordbanken Fonder

Rolf Lundgren (Asset Management)

Tor Falk (Asset Management)

ForeningsSparbanken /Robur(Formerly Sparbanken)

Goran Espelund (Managing Director Robur Fonder)

Anders Lannebo (Managing Director, Lannebo Fonder, formerly Man-
aging Director Robur Fonder, interviewed about Robur history)

Johan Alm (Head Asset Management, Robur Fonder)

Tor Marthin (Head Asset Management, AMF) on the historical devel-
opment of Robur

Ostgota Enskilda Bank (interview about historical development)
Hans Peterson, currently Nordea Asset management (Telephone inter-
view)

Gota Bank (interview about historical development)

Anders Oscarsson, currently, Nordea Asset management (Telephone
interview)

3.8.2.2 Brokerage houses

Banco Fonder

Kajsa Lindstshl (Managing Director, Banco Fonder)

Johan Lindstrém (Head Asset Management) about historical develop-
ment of Banco Fonder (Telephone interview)

Erik Penser Fonder
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Ulf Houlst (Managing Director)
3.8.2.3 Independent mutual fund firms

KPA
Carina Lundberg (Managing Director)

AMF
Tor Marthin (Head Asset Management)

Carlson Investment Management
Bjorn Carlson (Managing Director and founder)

4:e APF
Erik Sj6berg (Head Asset Management)
Annika Andersson

Trevise Fondférvaltning
Marie Lidgaard (Aros-Meizel Asset Management, formerly Trevise
Fonder)

3.8.2.4 Insurance firms

Skandia AFS
Leif Passmark (Head of Business Development)
Ake Freij, (COO Process Development Center)

American Skandia AFS, Shelton Connecticut, USA.
Rob Arena (Product Manager)

3.8.3 Idustry Associations

Fondbolagensforening (The mutual fund firm association)

Marie Lidgaard (Aros-Meizel Asset Management, the first MD of The
mutual fund firm association and one of the founders)

Sveriges Finansanalytikers Férening (The Swedish Association of
Financial Analysts)

Annika Andersson

Bjorn Carlson (Managing Director Carlson Fonder, one of the found-
ers of SFF)

3.8.4 Rating firms and other industry observers

Morningstar (International Mutual Fund rating firm)
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Jonas Lindmark (Head of Analysis)

Win Rating (Mutual Fund rating firm)

Niklas Lundberg (Managing Director and founder)
Alfred Berg AB (Brokerage House)

Patrick Tillman - Head Analyst Banking Industry
Patrick Lindkvist - Financial Sector Analyst
McKinsey & Co.

Enk Gjétterberg Finance industry consultant
Caring Company (Environmental and ethical screening firm, selling
screening services for SRI fund management).
Mats Furugard (Managing Director)

3.9 Appendix II - Content analysis of Index and SRI me-
dia attention

The aim of the content analysis was to simply investigate the tore of
reporting — whether or not it was evaluative and positive or negative. It
thus constitutes a rather simple variety of content analysis (Weber,
1990), but sufficient for the purpose of this dissertation. Data was
collected from the online database Affirsdata which contains full-text
articles from almost all the Swedish daily, weekly and monthly papers
and magazines that report on economic events. In 2000 the database
contained some 2 million articles. The sample chosen was 33 per cent
of all the articles found in Affirsdata in the years 1990, 1995 and 1999.
All relevant articles were downloaded for each year and then one third
of these were selected. There were in all 78 articles on Jndex funds and
39 on SRI funds included in the sample.

Table 2 - Content analysis Index and SRI media attention

1990 1995 1999

Fund % % %

Eval | +% ¥ Eval | +* - Eval +* -

Index | 65 | 73 | 26 | 70 | 69 | 31 | 60 | 79 | 21

SRI | 50 | 100 | © 59 | 85 | 15 | 74 | 74 | 26 |
* of evaluative




CHAPTER FOUR

Research Design,
Statistical Model and Data

THE HYPOTHESES OF CHAPTER THREE outline two different ways
of thinking about how firms introduce new products in competition
with other firms. The first way is the economic argument, where per-
ceived profitability of adoption drives the adoption behavior of firms.
A second way includes institutionalized norms of how to compete as
restricting the options for some firms to adopt products seen as con-
troversial, and shared cultural identities as channeling the influence of
earlier adoptions. To test these hypotheses a number of more or less
difficult research design questions need to be resolved, questions which
are addressed in the next section.

4.1 Research strategy and design

The first choice made with respect to research design is the focus on a
quantitative, rather than a qualitative, study of firm adoption behavior.
A motive for this choice is the prevalence of theories of competitive
product introduction behavior and institutional influences on innova-
tion adoption. A theory building case -study approach would therefore
be an overly inductive approach so, given the aim of testing theoreti-
cally derived hypotheses a quantitative method was chosen. A quantita-
tive approach has some unavoidable limitations however, in particular
with reference to the internal validity of the research. Two steps are
taken to ameliorate these problems as far as possible. Firstly, the quan-
titative study is preceded by a ‘thick’ qualitative historical study in
chapter three to base the concepts and variables used in a specific his-
torical and social context. Secondly the quantitative study is followed
by two case studies of firms that have introduced controversial prod-
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ucts to provide a deeper understanding and contextualization of the
findings from the quantitative analysis. This research design provides a
‘triangulation’ of the findings of how economic incentives and institu-
tional norms influence product adoption behavior by using three dif-
ferent methods.

4.1.1 A natwral experiment

When designing a study it is useful to imagine a natural experiment as a
‘perfect’ alternative design. This ‘natural experiment’ can be compared
and contrasted with an actual research design to focus on differences
and deviancies from the ‘perfect’, and subsequently to highlight what
steps need to be taken to control for such differences (Stouffer, 1991).
A natural experiment testing the current hypotheses would be as fol-
lows. Imagine an industry where the characteristics of firms are ran-
domly assigned. Some firms care deeply about institutionalized norms
while other firms do not care about these. Introduce into the industry
two new product classes with equal market potential, but where one
product is controversial with respect to existing norms, while the other
is non-controversial. The central hypothesis of chapter three predicts
that institutionally embedded firms are slower to adopt controversial
products than firms less institutionally embedded, but equally fast in
adopting other product categories. By observing over time what firms
adopt these different new products conclusions can be drawn about
this hypothesis.

Unfortunately there is no such ‘natural experiment’ available to
test the hypotheses of this dissertation. Instead the research design
follows a pseudo-experimental design aimed at controlling, as far as
possible, for the main confounding factors (Zetterberg, 1991). There
are two main potentially confounding factors in this design (c.f. Camp-
bell and Stanley, 1963). Firstly, if the institutional embeddedness of a
firm is correlated with the capability of the firm to profit from the in-
troduction of either of the products, the economic argument will be
difficult to separate from the institutional argument. Observing firm A
(institutionally embedded) being slow to adopt product B (a controver-
sial product) could be explained in two ways - either by the institutional
hypothesis of resistance to breaking with norms, or by the lower profit
potential from adopting perceived by firm A. Secondly, there is also a
problem if product controversiality is correlated with the market po-
tential of the product. Observing firm A adopting product B late could
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then be explained either by the institutional hypothesis, or by the eco-
nomic hypothesis that firms adopt more profitable products faster.

4.1.2 A not-sonatural experiment

Both these confounding factors are potentially present in this study de-
sign. Firms do not acquire their characteristics randomly, and caring
about breaking with norms may be related to the economic perform-
ance of a firm. A suitable research design thus needs to control for this
potentially confounding influence. With respect to empirical research in
an institutional tradition a central challenge lies with identifying ‘insti-
tutions’. Defined as ‘rules and norms taken-for-granted’ (Scott, 1995)
institutions are often ‘invisible’ to the actors themselves and hence dif-
ficult for a researcher to ‘find’ (DiMaggio and Powell, 1983; Mizruchi
and Fein, 1999). This dissertation follows a strategy commonly used by
institutional researchers where substantive effects of institutions are
theorized, as are the ‘markers’ (identifying characteristics) of firms
likely to abide by them. The existence of institutions is then imputed
from observed behavior (Strang and Meyer, 1994; Chaves, 1996; Dacin,
1997). Suitable ‘markers’ of the institutional embeddedness of firms
need to be identified primanly by theoretical reasoning (Strang and
Meyer, 1994). In the case of this particular research it means taking
extra care in defining ‘institutional markers’ whose interpretation is not
easily confused with a purely economic interpretation. A central issue
will be the definition of a marker of a ‘central’ firm (proposition 84
and 8b) - a firm that is embedded in an institutional setting and does
not want to break with the norms this context represents. Ideally, a
marker of such a firm would have a neutral economic theory interpre-
tation, to eliminate the risk of confounding the results. When a firm
displays a ‘marker’ and it is negatively inclined to adopt an illegitimate
product (hypothesis 2b) the existence of that marker should not also
predict that the firm would find the particular product unprofitable to
adopt.

In this study firms are theorized to be more or less concerned
with abiding by institutionalized norms mainly due to firm idiosyncratic
reasons. Age, for example, is important since older and larger firms are
more likely to be institutionally embedded in a context (Scott, 1995).
With respect to the likelihood of breaking with norms, Leblebici et. al.
(1991) and Kraatz and Zajac (1996) suggest that organizations facing
economic hardship are less likely to be constrained by convention.
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Firm size as well as the recent performance of a firm is, from an eco-
nomic theory point of view, positively related to the possibility of
profiting from any product introduction (c.f. hypothesis 1). There is
therefore a possible confounding interaction between the classification
of a firm as institutionally embedded and its over-all propensity to in-
troduce a product (i.e. with the firm-size effect). Such a confounding
influence would mainly be problematic in a study of whether or not in-
stitutionally embedded firms are more or less likely to introduce prod-
ucts in general (a more common diffusion study design). The present
study, however, follows multiple products of varying controversiality
and there is no reason to believe that firm size or performance is cor-
related with the introduction of a controversial or non-controversial
product per se. Nevertheless, the firm’s age, size and recent perform-
ance are included in the analysis model as control covariates.

With respect to categorizing the products as controversial or not,
there is a potentially confounding effect of the difference in perceived
market potential of the products. As significantly fewer firms have, for
whatever reason, adopted the ‘controversial’ products, consumer
awareness of these products may be lower than for the less ‘controver-
sial’ products. Interviews suggest that managers believe that there are
positive marketing externalities in the industry. As more firms advertise
a certain product category, consumers dealing with rival actors are
more likely to know about and demand that particular product cate-
gory. A product seen as controversial in an institutional context, and
therefore having few adopters, may also be perceived as less profitable
due to fewer marketing externalities. Controversial products may thus
also be perceived as less profitable products, confounding observations
of how early or late such products are adopted by more or less institu-
tionally embedded firms. One way of controlling for such confounding
influences is to include other, more exact, proxies of product profit-
ability in the analysis (c.f. hypothesis 3). Another way is to include a
proxy for how well known the product in question is for example how
much it has been publicized in the media.

4.1.3 The natural and the pseudp experiments

To recapitulate, the study design chosen is a quantitative study of the
adoption behavior of differently institutionally embedded firms, with
respect to products that are differently legitimate in the industry. The
design is not perfect as the denomination of firms as more or less in-
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stitutionally embedded and products as more or less controversial may
both covary with economic variables. To deal with potentially con-
founding variables theoretically grounded control variables, such as age,
size and recent firm performance, are used. This design can, however,
never control for unobserved heterogeneity and therefore the results
obtained by using this design benefit from triangulation with a qualita-
tive method of case-studies of adopting firms.

The next step is to choose a method and model for statistical
analysis suitable for the above research design.

4.2 Method

Studying the effects of economic and institutional influences on prod-
uct adoption behavior of firms necessitates a longitudinal data collec-
tion design. The design employed in this research is to construct event-
histories of the different product categories, rather than a cross-
sectional or a panel data design. In essence an event-history can be de-
scribed as a longitudinal record of when events (in this case product
adoptions) happened to firms (Allison, 1984). Analysis of longitudinal
data places some demands on the statistical methods employed, pri-
marily due to the issues of censoring of observations and the inclusion
of time-varying variables. If all firms are not observed from birth to
death, but only observed during a time period (an observation window)
some events may not be observed. If the events occur before the ob-
servation window opens, the observations are said to be left-censored’.
Events occurring after the observation window is closed are called
‘right-censored” (Blossfeld and Rohwer, 1995). Some firms may not
have adopted one or both of the product categories by the end of the
study.

Dealing with right censoring is difficult using standard statistical
methods as excluding these observations means a loss of information
about the firm (that a firm has not adopted a product until a specific
date). Time varying covariates are also cumbersome to include in stan-
dard regression techniques as they would need to be handled by the use
of dummy variables or similar solutions which becomes difficult when
the observation period is long (Blossfeld and Rohwer, 1995). Fortu-
nately, there are a set of specific methods and techniques developed for
the analysis of event-history data, which can handle both right censor-
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ing of data as well as the inclusion of time-variant covariates (Blossfeld
and Rohwer, 1995). Left censoring is still a problematic issue with these
methods and needs to be dealt with from case to case (Tuma and Han-
nan, 1984).

4.2.1 Themodel

The main issue to be tested is what determines how quickly firms in-
troduce new product categories depending on firm characteristics, in-
stitutionalized norms as well as competitive pressures. A common
strategy used in such studies is to model the time a firm waits before
adopting a certain product as a function of some independent vari-
ables. Early diffusion models used various specifications of regression
analysis using Ordinary Least Squares techniques, where the independ-
ent variables were firm or industry level variables. A problem with such
models, as discussed above, is how to handle the problem of right cen-
sored observations - cases where a firm does not adopt the innovation
during the observation period (Rose and Joskow, 1990; Strang, 1991).

An alternative way is to model the hazard of adoption - ie. the
marginal likelihood of a firm adopting a product given that it has not
adopted it until now (Strang, 1990). Modeling the hazard rate of adop-
tion using event-history techniques deals with the problem of right
censoring of data. There are several ways of modeling hazard rates of
product adoption using event-history techniques, and the most com-
mon method that allows for time-varying covariates is the Cax (semi-
parametric) method (Tuma and Hannan, 1984). This method is useful
because few assumptions need to be made about the underlying hazard
rate function estimated. However the method requires dividing the
time of observation into segments, with a potential loss of information
when the observation schedule is fine-grained as in this study. To allow
for events to happen at any time (and thus make full use of a detailed
observation schedule) it is possible instead to model the instantaneous
transition rate, under the assumption of some underlying distribution
(Tuma and Hannan, 1984; Blossfeld and Rohwer, 1995).

As there are a limited number of firms that have introduced par-
ticularly the controversial products it was decided to use a repeated-
events method of analysis (Allison, 1984). In event-history analysis a
firm is often excluded from the risk set when it has had an event (i.e.
product adoption), which means that every firm can only experience
one controversial and one non-controversial product adoption. A
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number of firms in the sample, however, experienced several adoptions
of both the controversial and the non-controversial product categories.
This can be used to increase the number of usable observations pro-
vided that possible interdependencies between successive events by the
same firm are controlled for (Greve, 1998). The critical interdependen-
cies to control for are the number of prior adoptions and the length a
firm has waited between the successive events - the length of the last
spell (Allison, 1984).

While there are a number of possible models to use to estimate
the instantaneous transition rate of a firm to adopt a new product, the
model used here is the heterogeneous diffusion model proposed by so-
ciologists David Strang and Nancy Tuma (1993). In essence it is a tran-
sition rate diffusion model that uses event-history data under the as-
sumption of a time-invariant hazard rate. The coefficients of the diffu-
sion model are estimated using the maximum-likelthood method (Tuma
and Hannan, 1984). Perhaps the best way of understanding why this
model is suitable to this particular research is to compare it to the
‘work-horse’ of economic diffusion modeling - the ‘mixed-influence’
diffusion model (Mahajanan et al. 1990; Geroski, 2000).

External Internal ——p Diffusion
influence (o) ~ (contagion) rate
(firm influence (fit)
characteristics, (earlier adopters

external at time t)

information)

Figure 25 - The mixed-influence diffusion model

While popular in economic diffusion literature, this kind of
model has one important limitation with respect to testing the hy-
potheses of chapter three. By using one collective term for the conta-
gion effect (‘internal influence’) it is difficult to incorporate the notion
of heterogeneity in the adoption community (Strang, 1991; Strang and
Tuma, 1993). As a result, all actors are often assumed to be equally
likely to be influenced by any other actors’ adoption (Strang, 1993;
Rogers, 1995). Such behavior is particularly unlikely in a competitive
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setting, where firms often pay closer attention to the actions within a
strategic group, be it structural (Caves and Porter, 1977), spatial (Greve,
1996) or cognitive (Porac and Baden-Fuller, 1989; Baum and Haveman,
1997) in nature. With respect to testing the hypotheses of chapter three
and given the event-history method chosen above, the heterogeneous diffu-
sion. model is a more appropriate choice for this study.

Proposed by Strang and Tuma (1993) the heterogeneous diffu-
sion model incorporates some of the main theoretical findings of the
sociological tradition of diffusion research in the modeling framework

(Figure 26).

Number Susceptibility

of earlier X | of focal organization
adopters (t) | | firm to earlier| | to internal influence
adopters

— S —

Net social/ Contagion

effect g
Adoption
+ » sk
Firm specific
Propensity
to adopt

Figure 26 - The heterogeneous diffusion model

At a basic level this model follows the standard diffusion model
by distinguishing two main mechanisms in a diffusion process as inter-
nal and external to the adoption community. This distinction is cap-
tured in the model by estimating two main effects - the propensity (ie.
external to the community) and the cntagion (i.e. internal to the com-
munity) effects as driving the diffusion process. The propensity effect
captures the likelihood that a firm adopts a product without having ob-
served any earlier adoptions by other firms, while the contagion effect
captures the influence by earlier adoptions on the adoption decision of
the focal firm. By using an event-history framework these mechanisms
are modeled at the level of the individual adopter rather than at the ag-
gregate industry level (Strang, 1993).
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The carrying idea is that there are spreaders and potential adopt-
ers in a community. Spreaders are firms that have adopted a practice
and all other firms are potential adopters. The first spreader adopted
the practice for some reason - presumably because it was useful in
solving some problem. The likelihood that a focal, potential adopter
firm will adopt the practice is then seen as the sum of the propensity
of the firm to adopt and the contagion effect of earlier adopters
(Strang and Tuma, 1993). The contagion effect is modeled as the prod-
uct of two inter-related mechanisms, allowing inter-firm heterogeneity.
Firstly, firms occupying different positions in social networks may be
differently likely to receive information about earlier adoptions, de-
pending on whether the adoption took place within or outside their
network. This type of inter-firm heterogeneity is modeled in the social
proximity vector. Secondly, there may be heterogeneity among the po-
tential adopters as to the likelihood of acting on the information it re-
ceived, which is modeled in a susceptibility vector of the focal firm
(Strang and Tuma, 1993; Greve, 2000).

The main strength of the model for this research is that it allows
for separating diffusion mechanisms in a way crucial to test the hy-
potheses of chapter three. Testing hypotheses 5a and 5b (differences in
‘diffusion channels’) requires a model that separates the propensity and
the contagion effects of the number of analysts of the focal firm, as
well as estimates the effect of social proximity of earlier adopters. Also
testing hypotheses 22 and 2b (the relation between institutional em-
beddedness and adoption) requires an analytical model separating the
propensity and contagion effects of the number of security analysts

employed at the individual firm level.
The model specificationss is:

r,; (1) =exp(a'x,) +exp(B'v,) D exp(8'z,,)

seS(1)

where 7 is the focal mutual fund firm at risk of adopting a prod-
uct j and s is a mutual fund firm that has previously adopted the focal
product. S(t) is the set of firms that have adopted the product at time t.
x is a vector of variables describing firm 7’ propensity to adopt apart
from the contagion influence and v is a vector of variables describing

¢8 The full model by Strang and Tuma (1993) also includes an ‘infectiousness’ term,
which is excluded in this analysis.
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firm n’ susceptibility to influence from earlier adopters. z,; 1s a vector
of variables describing the social proximity between firm 7 (focal po-
tential adopter) and s (earher adopters). Vectors x and v have a umty
first term allowing separate intercepts for the propensity and suscepti-
bility effects®®. The hazard rate (7) 1s subscripted 7j as it is the nth case
entry into the jth product category, allowing the simultaneous analysis
of the diffusion of several competing products in an adoption com-
munity.

There is also a multiplicative formulation of the model®, how-
ever, on the basis of theoretical considerations the additive model is
chosen for use in this dissertation. The main consideration being that
when using the multiplicative model, it may be difficult to understand
cases where the propensity effect and the contagion effect work inde-
pendently (Greve et al. 1995).

The additive model has previously been used in a vanety of re-
search settings - from analyses of the spread of drug prescriptions
(Strang and Tuma, 1993) to the spread and abandonment of market
positions (Greve, 1995; Greve, 1996), the diffusion of corporate gov-
ernance practices (Davis and Greve, 1997) and the influence of social
reference groups in the change of stock exchange listing (Rao et al.
2000).

4.2.2 Assumptions of the mode

The heterogeneous diffusion model is a parametric transition rate
model, which means that assumptions are made about the underlying
distribution of waiting times. Waiting times are assumed to be invariant
over time, that is, they are assumed not to change purely as a function
of time, although covariates may change (over time) giving rise to a
change in hazard rate. When investigating several biological phenom-
ena, such as the death of a person, the hazard rate first declines and
then increases as a function of the age of the person, and in such a
setting it would not be suitable to assume a time-invariant hazard rate.
With regard to the research question of this dissertation, however,
there is no a priori reason to assume that the time from one product

¢ Estimating the model without propensity or susceptibility covariates reduces the
model to a standard mixed influence diffusion model where the intercepts can be interpreted
as the o and the B coefficients in a standard diffusion model (Strang and Tuma, 1993).

70 See Strang and Tuma (1993) and Greve {2000) for a discussion and Soule (1997b;
Soule, 1997a) for examples of applications.
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adoption to another would increase or decrease ‘naturally’ as a function
of time. The hypotheses of chapter three all specify the individual haz-
ard rate of adoption as dependent on either environmental factors
(such as competitive intensity or institutional pressures) or firm-level
charactenstics (such as recent performance), but not a dependence
purely on time. Apart from reasoning about the plausibility of this as-
sumption it is difficult to test it explicitly (Tuma and Hannan, 1984;
Blossfeldt and Rowher, 1995). Using graphical, non-parametric, meth-
ods in a case where there are theorized effects on the hazard rate from
covariates would provide very limited additional information (Allison,
1984). Theoretical reasoning, however, indicates that an assumption of
a time-invariant hazard-rate is not unreasonable.

Another issue with using transition rate models is that if there
are differences in the propensity of different groups in the data to un-
dertake an event, there would be a systematic time-dependent effect on
the hazard rate even if covariates had no real effect. The reason is sim-
ply that if those with a higher propensity to have an event did so earlier
and thus fell out of the population at risk, at a later time the part of the
population still at risk would be those with a lower propensity to adopt,
and the hazard rate would fall. With respect to a diffusion study, how-
ever, the presence of such effects can be investigated graphically by
plotting the integrated hazard rate against a historical time axis (Strang,
1993).
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Figure 27 - Nelson-Aalen estimation of the integrated hazard rate

As seen in Figure 27 the integrated hazard rates for both adop-
tion categories are sloping upwards, showing moderate signs of conta-
gion effects in their spread, a pattern incompatible with the type of
unobserved heterogeneity discussed above’!.

The next section introduces the variables used to investigate the
hypotheses and how these fit into the heterogeneous diffusion model.

4.3 Varables and model structure

4.3.1 Variables

A central idea in the dissertation is that individual firms in the mutual
fund industry are differently sensitive to economic incentives and social
norms when deciding to introduce new products. When products differ
in their fit” with institutionalized norms, the adoption patterns may be-
come different than would have been predicted by economic or insti-
tutional theories in i1solation. As discussed in the research design sec-
tion of this chapter, care is needed when introducing variables to ap-
proximate the institutional embeddedness of firms. The main problem
is the potential for confusing economic and institutional effects in the

71 Tt could, however, also be a result of covariates that have no theoretical connection
to contagion but which still produce this particular pattern.




138 CHAPTER FOUR

analysis, consequently, the focus of this section will be on the selection
of suitable ‘marker’ variables for the institutional embeddedness argu-
ment.

How can one mutual fund firm be differentiated as more or less
institutionally embedded than another? Two stylized findings stand out
from the historical description in chapter three of the development of
the mutual fund market in Sweden. Firms perceive themselves to com-
pete on the basis of quality of their asset management, and this atti-
tude is closely related to the importance of the security analyst and the
fund manager in the industry. A firm that wants to be perceived as a
legitimate actor in the industry will be likely to signal this by the ap-
pearance of a strong asset management organization. This tendency is
related to and supported by the emphasis of external rating agencies
and the business press to publicly rank the asset management organi-
zations of the firms annually (see chapter three, section 3.4.7 for a dis-
cussion). The change towards defining the firm in terms of asset man-
agement capabilities is clearly seen in the content of the annual reports
of the mutual fund firms. Over the past decade firms have changed
from general reporting of the external environment (interest rates etc.)
to an in-depth description of the asset management capabilities of the
firm (see Figure 15- Figure 17, pages 86 - 88).

To identify firms more likely to adhere to the competitive logic
of the mutual fund market the main ‘marker’ variable chosen is the
number of security analysts employed by the mutual fund firm. The main
reason for selecting this measure as a proxy is the centrality of security
analysts in the notion of ‘quality of asset management’ as a competitive
logic. There are however a number of more or less problematic issues
in using this variable. First and most importantly there is the question
of what a count of the number of security analysts employed by the
firm really approximates. The number of security analysts can, for ex-
ample, be seen as a proxy of firm size and not of institutional em-
beddedness. This issue is not too troublesome to the analysis as alter-
native, theoretically arguably more accurate measures of firm-size con-
trol variables, such as size of market share, can be easily introduced.
Another alternative interpretation is that the number of security ana-
lysts reflects the strength of the resource base of the firm used to cre-
ate value in the industry, i.e. a proxy of how profitable it is for the firm
to introduce new products. It requires a bit more care to argue that the
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number of analysts employed is 2 good proxy of institutional em-
beddedness rather than of economic productive power. Considering
the economic interpretation of the number of security analysts, how-
ever, provides a solution to the problem. Economic theory would pre-
dict that a firm that has a stronger resource base would be more likely
to introduce any actively managed mutual fund product, relative to a
firm with a less strong resource base. An institutional interpretation, on
the other hand, predicts that legitimate and illegitimate products have
the opposite relation to the number of analysts employed by the firm
(c.f. hypothesis 2a and 2b). These predictions can be tested in the
analysis (see section 5.2.2) hence the results should not be easily con-
founded.

Given that the number of analysts employed is an institutional
marker, another question is whether or not it is a good marker. Does it
pick up a difference in firm characteristics that is actually meaningful to
how firms compete? Using geographical location as a marker variable,
for example, would be of doubtful value as almost all the firms are co-
located in Stockholm and there would be little variance in such a meas-
ure. It could be argued that firm size, in terms of total number of em-
ployees, would be a good proxy for firm embeddedness (c.f.
Greenwood et. al., 2002), but in this case focusing on the number of
security analysts provides a better proxy. This is because the total num-
ber of employees in a mutual fund is closely linked to whether or not
the focal firm has ‘sister’ or ‘parent’ firms with complementary assets -
such as an office network for sales the firm can utilize. Most of the
mutual funds owned by banks or insurance firms, for example, have no
sales personnel in the mutual fund firm, as an existing office network
handles this. Independent mutual fund firms, on the other hand, often
need at least a core in-house sales staff, inflating a ‘total employed’
measure. In keeping with the notion that firms compete on ‘analytical
prowess’, however, almost all firms have (at the time of the analysis)
their own, in-house, analyst capability. By looking specifically at the
number of analysts, rather than the total size of the firm in terms of
employees a closer correlation is achieved to an underlying construct of
institutional ‘appropriateness’. The reason is that the number of secu-
rity analysts taps into a way of strategic differentiation among firms,
which is in line with the notion of ‘competing on active management’.
In chapter three it was argued that this norm has become successively
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stronger during the 1990, indicating a positive trend in the strategic
importance of using security analysts. Plotting the standard deviation
of how many security analysts are employed by a firm in a certain year
shows a trend towards increasing differentiation in how many security
analysts are employed by firms in the industry (see Figure 28).

14 .
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Figure 28 - Standard deviation number of analysts per firm and year

An interpretation of this increasing trend is that firms increas-
ingly differentiate themselves on the basis of the number of analysts
they employ. This may be an indication that the number of analysts is
seen as an important marker of a firm’s differentiation in the industry.
If this trend was merely an effect of a few large firms growing larger
and the rest remaining more or less the same in terms of security ana-
lysts employed, the number of analysts employed per product mar-
keted should then remain relatively constant. Plotting the number of
analysts employed per firm in a certain year divided by the number of
products marketed by the firm that year suggests that this is not the

case (Figure 29).




RESEARCH DESIGN 141

16 -
14

12

08 -
06 -
04 -

0.2

0 S—

1950 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Figure 29 - Analysts employed per product

As seen in Figure 29 there is an increasing trend with an average
of 1.3 analysts employed per fund marketed in 2000, as compared to
1.1 in 1990. Arguably there is thus a case to be made that the number
of security analysts employed is an indicator of how much a firm
wants to be seen as legitimate. The source of legitimacy comes from an
institutionalized idea that the mutual fund industry is really about com-
peting on active asset management and that security analysts are central
to this effort.

One last issue to discuss is the use of an absolute number of se-
curity analysts, as opposed to a ratio. From the point of view of mini-
mizing covariation with other variables it would have been preferable
to use a ratio variable to proxy the institutional embeddedness of firms.
However, the preferred ratio - analysts per mutual fund marketed -
proved too difficult to operationalize in a rigorous way for all the firms
in the sample. Due to a change in the legal rules under which mutual
funds are registered in Sweden in 1991, all mutual funds had to be re-
registered with the Swedish Financial Supervisory Authonity (Finans In-
spektionen). As a result all the funds were recorded as ‘new” in 1991, re-
gardless of whether they had actually been started in 1958 or not.
While it did not prove impossible to trace the origins of most funds
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back before 199172 by accessing archive records of the firms as well as
annual reports, it did prove a more or less impossible task to correctly
assess the historical lineage of all the funds. Because it is administra-
tively difficult to ‘kill’ a mutual fund, most of the reductions in product
portfolios of mutual fund firms are carried out through mergers and
sales of funds. While there are not very many mergers and sales (the
attrition rate is about 2 per cent per year, (Engstrém, 2001)) it still adds
up to a large number over a period of thirty years. Asserting a proper
firm-level estimate of funds existing at a single point in time was there-
fore problematic’3. An inaccurate estimate of the number of products
marketed in a certain year may have a large effect on a small firm em-
ploying, say, two analysts. The number of security analysts employed in
a certain year, on the other hand, could be retroactively ascertained
with greater accuracy through interviews and archive records. There-
fore in the interest of having a robust measure, the institutional
‘marker vanable’ was chosen as the Number of analysts employed by
a firm in a certain year.

The rest of the variables are rather straightforward in their defi-
nition, mainly following earlier uses in the empirical literature and are
discussed in the data section.

4.3.2 Model structure

The hypotheses forwarded in chapter three provide a number of theo-
retically interesting variables that may influence the diffusion of the
two product categories. A heterogeneous diffusion model allows for
the identification of each of these variables as affecting the propensity,
susceptibility and social proximity of a focal firm (Strang and Tuma,
1993; Greve, 1995). Variables are allocated to their respective covariate
vectors according to theoretical criteria. Variables theorized to affect
the likelihood of a firm introducing a new product in general (without
the influence of earlier adoptions) were located in the propensity vec-
tors. Typically these are firm characteristic variables such as size and
age, but also environmental control variables such as competitive inten-
sity. Variables thought to affect the influence of earlier adoptions on

72 All the products in the sample have a correct starting date, but their later fate is
not always fully known, see discussion in data section.

73 The above figure of the average number of analysts per fund is based on the not
entirely accurate numbers of funds marketed, but the accuracy is deemed sufficient for the
purposes of illustrating a trend.
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the decision of a focal firm to introduce a product were introduced in
the susceptibility vector, and finally a measure for the social proximity
of firms was introduced in the social proximity vector.

Where the variable has a theoretically ambiguous vector assign-
ment, a ‘parallel search method’ can be used to correctly assign vari-
ables to vectors (Greve et al. 1995). The method involves introducing
the variable into both the plausible vectors and estimating the model to
see in which vector the vaniable provides the best fit. Greve et. al.
(1995) show that the model in most cases can identify mis-
specifications of model structure and a parallel search strategy can
show to which vector a variable really belongs. A firm’s Age and Size,
for example, could theoretically be argued to affect both the propensity
as well as the susceptibility of a firm to adopt a new product. Initial
runs using a parallel search strategy indicated that their effects were
mainly in the propensity vector. Number of analysts as well as Aver-
age fund size, on the other hand, showed in initial runs to have effects
in both the vectors, and these variables were subsequently included
both in the propensity as well as the susceptibility vectors.

The following three sections discuss the variables included in the
three vectors of the model - the propensity, susceptibility and the so-
cial proximity vectors.

4.3.2.1 The propensity vector

The propensity vector captures the adoption influence that operates
independently of earlier adoptions. Hypotheses 1,2 and 3 all deal with
the introduction of new funds into a community of adopters and
therefore the variables used for testing these hypotheses were included
in the propensity vector. Hypothesis 1 relates Firm size to the likeli-
hood of new product introduction. Hypotheses 2a and 2b relate firm
centrality, in terms of Number of security analysts, to the likelihood
of new product introduction, whereas hypothesis 3 tests the relation-
ship between perceived product profitability (Average fund size) and
the likelihood of a product introduction. Apart from these hypotheses,
a number of control variables are also included in the propensity vec-
tor. Firm age and Firm size are entered to control for both inertia
(Hannan and Freeman, 1984; Gresov et al. 1993) as well as the effect
of an increased resource base of larger and older firms (Damanpour,
1991; Barnett, 1997). To control for the effect of the market environ-
ment on the likelihood of firms introducing new products (Kelly and
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Amburgey, 1991; Greve, 1996), a measure of Resource availability
(size of market / firms in the market) is also introduced. Lastly, as the
analysis uses repeated events control variables for the number of Prior
adoptions and the length of the Last spell (the time between two
successive introductions) by the focal firm are entered in the propensity
vector.

4.3.2.2 The susceptibility vector

There are several variables that, theoretically, predict how earlier adop-
tions influence the adoption behavior of a focal firm. These variables
include how well products with similar investment objectives have
done, the number of security analysts in the focal firm and the social
network of the focal firm. Economic theory suggests that firms are
highly sensitive (susceptible) to earlier adoptions of products that
proved to perform well, resulting in fast imitation of successful prod-
ucts (Khorana and Servaes, 1999). Similarly, Davis and Greve (1997)
find that innovations that have cognitive legitimacy within an adoption
community spread mainly through the observations of successful
adoptions by other market contacts or reference group members. To
capture this effect, the Average fund size is included in the suscepti-
bility vector as an adoption that is perceived as successful is more likely
to be noticed and imitated, in line with an economic argument (c.f.
Haveman, 1993; Haunschild and Miner, 1997). The profitability of ear-
lier product adoptions is operationalized in the variable Average fund
size, measuring the average size of the mutual fund in a particular
category for a particular year.

The Number of analysts variable, on the other hand, is in-
cluded in the susceptibility vector mainly on the basis of institutional
theory considerations. Davis and Greve (1997) show that innovations
considered controversial in a business community are more likely to
spread through close personal networks - in their case elite corporate
executive networks. With respect to the mutual fund industry in Swe-
den, the personal networks among security analysts are strong (as dis-
cussed in chapter three) and they are thus likely to provide an impor-
tant ‘diffusion channel’ for the influence of earlier adopters with re-
spect to the adoption of controversial innovations. The intuitive under-
standing is that if a firm has analysts with professional contacts in a
firm that has earlier adopted a controversial product, such an adoption
is more likely to influence the decision of the focal firm to adopt than
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an adoption by a firm without such professional network ties. The
number of security analysts thus works as a proxy of how well inte-
grated into the professional network of security analysts as firm is. To
control for the effects of recent performance on the general likelihood
of action, Firm performance is included as a control variable in the
susceptibility vector (c.f. Miller and Chen, 1994b).

4.3.2.3 Social proximity

The contagion effect in the model is the product of how likely the firm
is to act on information received (susceptibility, B, - see above) and
how likely it is to receive information in the first place (social proximity
to earlier adopters, 3). The main idea behind the social proximity indi-
cator is that not all earlier adoptions are as influential on the adoption
decisions of the focal firm, but that the adoption of proximate or sali-
ent other firms would matter more (Strang, 1991). Social proximity can,
in this model, be operationalized in either of three ways - by a social
distance measure, a social proximity matrix or by list-like social prox-
imity indices. The model can also estimate the simultaneous use of
several measures (Strang and Tuma, 1993).

There are a number of social dimensions by which firms may
consider themselves more or less proximate to other firms. In this dis-
sertation, a single list-like proximity measure is used primarily because
of the results of the qualitative study reported in chapter three. Inter-
views with CEOs in the industry indicated that when categorizing
other firms they tended to use either size or corporate parenthood (e.g.
bank, insurance firm, independent brokerage) for the firm in question.
Using a continuous social distance measure, while possible for the firm
size variable, seemed unnecessarily complicated. Firm sizes in the in-
dustry divide fairly neatly and into three groups of very small (0-1.99
per cent market share), medium (2 - 9.9 per cent) and large (10 per
cent +) that are stable over time. Corporate parenthood is an even
more ‘natural’ non-continuous variable where there are five groups of
ownership widely recognized in the industry (bank, insurance, broker-
age, other firms and independent [no parent]). Two indices were con-
structed - a similar-size index (three groups) and a same parenthood
index (five groups). Of these two indices, interviews suggested that the
corporate parenthood index would be the most relevant with respect to
categorizing firms into competing groups. The reason was that corpo-
rate parenthood was seen as a convenient indication of whether or not
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a firm has access to an existing distribution channel (i.e. retail banks
and the office networks of insurance-firms), or whether it needs to do
without. Thus a corporate parenthood similarity index was chosen as a
proximity index in this study’4.

As the social proximity vector is perhaps the most different fea-
ture of this model as compared to standard diffusion models, it is
worthwhile clarifying how it works. Greve (1996, pg. 17) provides an
illustrative example of how the heterogeneous diffusion model esti-
mates hazard rates of individual firms using social proximity indices.
While he uses three different social proximity measures in his analysis,
the example is modified here to fit this dissertation where a single so-
cial proximity measure is used. Assume that a firm (that has yet not
adopted) has at time ¢ witnessed fifty earlier adoptions, out of which
two are by socially proximate firms. The social proximity measure of
the set of pervious adopters, S(t), are either set to one or to zero, de-
pending on whether or not the earlier adopter is socially proximate or
not. The hazard rate for the focal firm is then estimated as:

rry' (’) =exp(a'xn) + exp(ﬂ’vn) Zexp(5'zm’

seS(r)

In this case the sum of all z variables (social proximity indica-
tors) are zero for forty-eight of the terms and one for the remaining
two. Inserting values and taking the exponent of zero for the forty-
eight baseline adoptions and collecting the terms of the sum there is:

r,; () =xp(a'x,) + 48exp(f'v, ) + 2exp(Bv, + )

The baseline contagion effect consists of the forty-eight firms
that do not belong to the reference group and the estimate of 8 indi-
cates whether the adoption by a socially proximate firm is more (8 > 0)
or less (6<0) influential than the adoption of a firm outside the proxi-
mate group.

74 There are significant overlaps in this industry between a size based proximity index
and a parenthood based index (banks and insurance firms are the largest actors), using a size
based index in the analysis provides the same substantive results, but a worse model fit.
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4.3.2.4 Model structure

Figure 30 shows the entire model with variables (independent variables
in bold and control variables in italics). This is the ‘base-case’ as mod-
eled from theory. In the next chapter, this model is elaborated with the
introduction of two alternative ‘marker’ variables to further test the ro-
bustness of the findings. However, for pedagogical reasons the intro-
duction of these variables into the model are postponed until later.

imi Susceptibili
Number Proximity ceptibility
- of focal of focal
of earlier . P
firm to earlief X | organization
adopters (1), >
adopters to internal
* Same corporate influence
parenthood *Average fund size
*(Similar size) *Number of Analysts
N *Recent firm per] rmance/
T~
s Net social / Contagion
+*Firm Size .
Number of influence
Analysts +
;?z:"'ge fund Firm specific > Adoption
*Prior Propensity risk gocal firm,
introductions to adopt product |
« Last spell
*Age
*Resource
availability

Figure 30 - The analysis model with variables

The next section describes the data used in estimating this
model.

4.4 Data

The data was gathered over a number of years. Starting with a pilot
study in 1998/1999, a few fund introductions, selected on the basis of
interviews, were studied quantitatively. Encouraged by the results from
this initial study, reported in (Jonsson, 2000), data was gathered on a
full-scale in 1999/2000. Initially the aim was to gather a complete data
set on all product introductions that had taken place in the entire his-
tory of the mutual fund market. While this aim was achieved with re-
spect to product introductions, it proved a much tougher challenge to
obtain the necessary covariate data for the period 1958 ~ 1989. In the
end an observation window for covariates from 1989-01-01 - 2000-12-
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31 was selected, as this was the period for which obtaining covariate
data was feasible.

4.4.1 Sample

The population of potential adopters included all mutual fund firms
operating in Sweden at any time during the period 1989-01-01 through
2000-12-31. The possible events of these firms were the introduction
of either an Index or SRI funds, or the adoption of a Mixed asset fund.
These three product categories were chosen because they were the least
left-censored product categories, given the covariate observation win-
dow (see Figure 31). Other product categories proved too highly left-
censored to allow for reliable estimation.
100% . —-

H Window for covariates
90% . \‘ starts1989
1 <— Left-censored Adoptions=—=>
80% - ! /’\ R adoptions with covariates
N s

\
/ ~ ——
~———
~

\

\

)

70% - '
' 1
60% - !
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Figure 31 - Product adoptions and covariate observation window

Global funds, for example, had diffused approximately as widely
as mixed asset funds by 2000, but a larger part of the adoptions took
place during the mid 1980%, outside the covariate observation window.
The heterogeneous diffusion model can handle a moderate number of
left censored events, if a proper sample correction scheme is used
(Greve et al., 2001), but when the share of left censored observations
is more than 10-15 per cent there are problems in obtaining proper co-
efficient estimations.

The product categories under investigation (SRI/Index and Mixed
assets funds) were introduced into the market more or less in the period
1989 to 2000. The few adoptions that took place prior to 1989 (<10
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per cent) were included in the analysis, with zero weight, as a sample
correction scheme (Greve et al. 2001). In all there were 94 observed
entries into Index and SRI products and 104 into Mixed asset products in
a total of 494 spells (organization years) observed.

4.4.2 Dependent variable

Day, month and year of product introductions was collected from the
Swedish Financial Supervisory Authority - Finansinspektionen (F1). All
mutual funds introduced in the Swedish market are sanctioned by and
registered with FL. This data gives the day of the permit granted by the
FI and not the day the decision to adopt was taken in the firm, nor the
day the product is actually launched in the market’s. As there is no rea-
son to expect that any particular actor would be particularly late in ap-
plying after a decision is taken, nor that any particular actor would sys-
tematically delay product introduction after a permit was obtained, the
problem for the analysis seems limited.

Collecting the data for product introductions prior to 1991 on
the other hand was problematic. When the new law regulating mutual
funds in Sweden was introduced in 1991, all existing mutual funds were
required to re-register with the FI. This new registration coincided with
the introduction of a new computerized registry system at the Fl, and
all the funds were entered as newly started after 1991, regardless of
whether they had been introduced in 1958 or in 1990. Furthermore the
register of mergers and closures of mutual funds prior to 1991 was not
computerized, but instead relegated to the national archives for storage.
To ascertain the correct starting date of the mutual funds it was there-
fore necessary to trace the lineage of each of the mutual funds with an
introduction date of 1991 back through the annual reports of the mu-
tual fund firms. There were, in total, about 300 fund introductions
prior to 1990. While the annual reports most often provided a correct
starting date for the mutual fund, mergers of funds and sales to other
firms were more problematic to handle. For some mutual funds a cor-
rect ‘historical lineage’ was only possible to verify by the help of the
back-office staff of the mutual fund firm who could interrogate their
computer systems for traces of merges and sales. Even so, some of the

75 According to interviews the lag -time was usually short, as most firms were eager
to introduce funds they had applied and been granted permits for.
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mutual funds were not possible to trace back entirely, but all the Mixed
asset, SRI and Index products have been fully traced back to their origin.

In the analysis in chapter five, ludex and SRI are treated as one
single adoption category for which the diffusion process is jointly esti-
mated, assuming that they share the main characteristics of the diffu-
sion mechanisms. Combining these two products into one adoption
category serves both a theoretical as well as a practical purpose. Firstly,
the hypotheses predict that these funds will be treated similarly in the
adoption process due to their common deviation from norms (see dis-
cussion in section 3.5.1.4) rather than other product characteristics. If
they do display similar diffusion processes it is an indication that there
is something that renders them similar in the way firms conceive of
them as new innovations. Secondly, from a practical point of view,
there are not enough adoptions of either of the two fund types to al-
low for a proper estimation of the model elaborated above treating the
adoptions separately. Testing the effect on the model fit of pooling
these two product categories’® shows that there are some differences
with respect to the estimation of the propensity of firms to adopt ei-
ther of the products. The contagion mechanism, on the other hand,
can be estimated as a pooled sample without a significant loss of
model fit.

4.4.3 Independent variables

Perceived profitability: The main economic predictor of the speed of
adoption is the perceived profitability of the innovation (Average fund
size). This variable could be measured in several ways and the ideal
measure would be to have exact profit figures. As these are not avail-
able a proxy is used - the average fund size in the product category (c.f.
Khorana and Servaes, 1999). To illustrate, if there are five firms that
sell East Europe funds in a particular year, the average fund size”” is
taken as the average fund size of East Europe funds. The variable is up-
dated annually. This proxy is useful as managers are likely to look to
earlier adopters of funds in the category and the size that these funds
have attained and the average size of the funds in the category would
give a rough indication of how successful the product category has

76 Results in Appendix I to this chapter.

77 Alternatively the smallest or largest fund value could have been taken, but such a
measure does not capture the competitive effects of new entrants as well as an average value
does.




RESEARCH DESIGN 151

been. Average fund size was coded from several sources. Firstly, annual
reports provided data on fund size for the early years of the analysis.
Secondly, a parallel research project on performance predictors of
mutual funds (Dahlquist et al. 2000) kindly shared their data and
thirdly, Momingstar (Sweden) also agreed to share their database with
fund sizes values from 1995 onwards.

Firm size is commonly predicted to affect adoption behavior
positively through the wider resource base of a larger firm (Mansfield,
1961; Damanpour, 1991). As a measure of Firm size, annual market
share data of individual firms was coded from the industry newsletter
Fond odh Bank. This measure is based on the share of total stock of as-
sets under management. The natural log value of the market share
value is used in the analysis as the difference in relative changes across
years for small and larger firms otherwise may be misleading (c.f.
Haveman, 1993). While other measures of size (e.g. employees) could
have been used, market share was chosen as it is the most frequently
used firm-size measure by industry analysts. Furthermore, this measure
is appropriate given the difference in organizational structure between
a mutual fund firm that is a subsidiary and an independent mutual fund
firm.

The Number of analysts employed by a mutual fund firm at a
particular point in time was collected from a number of sources and is
updated annually. It was problematic to obtain this data as none of the
firms had kept a record of how many analysts had been employed in a
mutual fund firm at a particular time. The main source of information
was the annual member rosters of the Swedish analyst association
(SFF) from 1990 - 2001 detailing firm and position of individual fi-
nancial analysts. More than 5 500 person-years of employment were
recorded from this source, which also provided information about how
often analysts changed jobs?8.

There are three main limitations on this data. Firstly and most se-
riously not every financial analyst employed by a mutual fund firm is a
member of the SFF. Secondly, not all membership records provided
the specific position of an individual within the corporation. For pure
mutual fund firms the latter issue was not a problem but other firms -
in particular the banks - employ financial analysts in a variety of posi-

78 For reasons of personal privacy these data records contain no personal informa-
tion on the individual security analyst.
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tions across most of their constituent business units (from regular
bank offices to corporate finance). Thirdly, these are annual catalogues
and changes of jobs during the year will be recorded with some delay.
The first two problems were attended to by expanding the sources of
data collection. First annual reports of firms were investigated, where
analyst strength and in many cases individual employment histories
were reported from about 1994. For the earlier time period, ‘old timers’
of the mutual fund firms concerned were interviewed. In two cases di-
rect help from the personnel department of the mutual fund firm was
employed. The final compilation of employment figures was verified
through telephone interviews with ‘old-timers’ in each firm - checking
the estimated number of employees per year. The last limitation to the
data source, recording employee changes only once a year is not likely
to bias the results and is thus not seen as problematic.

4.4.3.1 Additional marker variables to test findings
To test the findings from the initial model specification, two additional
‘marker” variables are introduced in subsequent analyses in chapter five.
The first variable is a proxy of the public legitimacy of a product cate-
gory. To construct this vartable, the number of articles written about a
product category per year is counted. Such a count is highly correlated
with Average fund size (0.75), either because a successful fund be-
comes well publicized, or vice versa. As the effect of average fund size
is already part of the analysis, the proxy of public attention needs to be
standardized with respect to the covariance with average fund size.
Therefore the measure of Media attention is constructed by dividing
the number of articles about a product category in a year by the aver-
age fund size in that category and year. An intuitive understanding of
the construct is the media attention afforded to a product category in
relation to its perceived success. A product category that is highly suc-
cessful and is often written about in the media will thus have a lower
Media attention number than a fund category that is equally well
publicized but shows only moderate performance.

From an economic theory point of view, more publicity should
be better, provided that it is not predominantly negative press; where a
rough content analysis indicates that it is not (see section 3.9 for de-
tails). An institutional prediction, on the other hand, is that adopters of
a controversial product would be keener to seek legitimizing support
from the media than would a firm introducing an already legitimate
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product (c.f. Ruef and Scott, 1998). Data for the media attention vari-
able was collected from Affirsdata, a database covering economic re-
porting in Swedish newspapers and magazines from 1980 and onwards.
The number of articles containing a reference to the particular fund
category is counted per year. To control for a general increase in maga-
zine coverage in the database as well as for an increase in the number
of magazines and newspapers over time, the counts are deflated by an
article index where 1980 = 100 (c.f. Abrahamson and Fairchild, 1999).
The variable is lagged by one year.

The second marker variable introduced is a proxy of how in-
volved a firm has been in the workings of the Swadish Financial Anabysts
Association (SFF). The idea is that firms that have been involved in the
SFF are more likely institutionally embedded than firms that have not
(c.f. Greenwood et. al., 2002). For each firm, a dummy variable (SFF
Chair) is set to 1 if the firm employs a person who has at any time
been a chairperson of the SFF. Such a variable, however, is correlated
with the Number of analysts a firm employs (correlation is 0.45).
Some of the smaller firms (in absolute size) have however been very
active in the association, and to clean out a bias of firms with more
analysts from the variable, the SFF Chair is divided by the Number of
analysts variable. The measure thus provides an indication of how ac-
tive a firm has been in the SFF, regardless of size.

4.4.4 Control variables

A concern with the standard diffusion model is the assumption of firm
level homogeneity in the likelihood of acting on information received.
Findings from studies on firm responsiveness to competitive moves
suggest a relationship between firm level inertia and responstiveness to
competitive activity (Gresov et al.  1993; Miller and Chen, 1994b;
Greve, 1996). The classic formulation of organizational inertia is that
of Hannan and Freeman (1977) where age and administrative com-
plexity are suggested as prime drivers of inertia. Miller and Chen
(1994b) find little support for age and size related competitive inertia.
However, looking at motivation factors behind competitive inertia they
find that airlines that performed well in the recent past are less likely to
respond quickly to tactical moves (product changes) by competitors.
Similarly, Greve (1996) shows that recent ownership change reduces
inertia and Greve (1998) shows that firms experiencing performance
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below expectations are more likely to incur nsky organizational
change”.

To control for various sources of competitive inertia recent
Firm performance and firm Age are entered as control variables. As-
suming historical aspiration levels as points of reference of organiza-
tional action, the change in performance of a firm in relation to its
historical performance is likely to trigger organizational action (Levitt
and March, 1988; Greve, 1998). While this is clearly a simplification of
a theoretically complex and contested case (see Greve, 1998) it will suf-
fice for the purposes here. Change in market share from one year to
another was used as a proxy of recent change in firm performance
(Firm performance). This may not be an ideal measure of perform-
ance as it is a compound figure of the change in sales as well as the
change in the value of the stock under management®. A measure sepa-
rating these two effects into net flow (how much a firm manages to sell
in a period) and stock appreciation (how well it manages funds and in-
creases its stock value in this period) would have been preferable. Such
data is regrettably only available from 1999 onwards and efforts to dis-
tinguish these effects in the aggregate data available are coupled with a
number of practical issues. On the other hand, firms earn their reve-
nues from a percentage management fee on the whole stock under
management, not only on new sales, which means that a change in total
stock value should be regarded as a reasonable proxy of change in per-
formance of a firm.

Competitive intensity in the market is also commonly thought to
have effects on how likely firms are to adopt innovations (Greve,
1996). A measure of Resource availability is derived by dividing the
total asset base of the market (resources that firms can compete for) by
the number of firms active in the market at the time (firm density).
The publishers of the industry newsletter Fond och Bank provided data
on stock of assets under management for the years 1989 - 2000. An-
nual stock values were then deflated using the consumer price index
(1980=100) to reflect a value in constant SEK. Firm density (the num-
ber of firms in the market in a year) was calculated from data on firm

79 Firm sensitivity to changes in performance is not found to be symmetrical, but has
an inflection point around some threshold value. For the sake of simplicity, this is ignored
here.

80 Recall that market shares in this industry are calculated as the share of total stock

of the money under management.
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entry and exits collected from Finansmspektionen. As the analysis uses
repeated events (see discussion above), the number of Prior events
and last waiting time (Last spell) for the focal firm are included to
control for firm and event order specific biases in introduction behav-
ior (Allison, 1984; Blossfeld and Rohwer, 1995).

4.4.5 Descriptives

Table 3 shows the means, standard deviations and Pearson correlation
coefficients for the variables. To enable proper estimation using the
Maximum-Likelihood method, some of the variables needed to be re-

scaled to minimize the difference in standard deviation between the
variables (Long, 1997).
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Table 3 - Means, Standard Deviations and Pearson correlation coefficients

Mean Std. 2 3 4 5 6 7 8 9 10
Dev

1. Prior events 1241 2623 0061 0489** 0028 0.285** 0.293** 0745** 0.384** .0.017 0.209**
(Adoptions)

2. Last spell 0.183  1.179 0.078  0.047 0.125** 0.118** 0.201** 008 -0.006 -0.008
(Months)

3. Number of Analysts 1.008  1.073 0.096* 0.633** 0.64** 0.472** 0.287** 0019 -0.046
(Person -years / 10)

4. Firm performance 0.096 0.853 0.09* 0.143* 0024 -0.066 0049 -0.018
(% mktshare change * 10)

5. Age 11.32 9.77 0.616* 0.226** 0.013 -0.019 -0.20%*
(Years)

6. Firm size 0.025 2.04 0.262** -0.059 0.054 -0.035
(Ln [% marketshare * 100])

7. Average fund size 1.436 2.884 0.437* 0036 0.105*
(SEK 100 Mill2

8. Resource availability 6.09 3.162 -0.055  0.341**
(SEK Mill / Firms)

9. SFF Chairperson 0.188  0.546 -0.049
(Dummy / Number of
analysts)

10. Media attention
(Articles / Average fund 124 2,931

size)ab

N = 494 ** Correlation significant at 0.01 level (2 tailed);

* - Deflated 1980 = 100
® - Lagged by one year

* Correlation significant at 0.05 level (2 tailed)
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The heterogeneous diffusion model can handle correlation
among variables well, as long as the correlated variables are entered
into different vectors. Potentially troublesome correlations in Table 3
are thus those above 0.5 between variables in the same vector. In the
propensity vector, both Prior and Average fund size are included, as
well as Age and Firm size and Number of analysts and Age. The
main risk of including highly correlated variables in the same vector is
that they may create spurious interaction effects in the estimation. Such
effects can be suspected if the addition or deletion of one of the cor-
related variables significantly alters the estimate of the other variable,
or if the impact on the model fit is abnormally large. Dropping Aver-
age fund size does not significantly alter the estimate of the prior co-
efficient, nor of the coefficient of the Number of analysts variable.
Similarly, excluding either Age or Firm size from the analysis does not
significantly alter the estimated coefficient of the other variable?, indi-
cating that estimation problems due to covariate correlation seem lim-
ited. There is no problematic correlation between the variables in the
susceptibility vector.

The next, and closing, section of this chapter discusses how the
hypotheses of chapter three are tested.

4.5 Hypothests testing

The general strategy of hypothesis testing is to first estimate the model
as specified from the theoretical reasoning in chapter two and three.
The robustness of these findings is tested by introducing two new
‘marker’ variables, as described in section 4.4.3.1. The ‘base-case’ model
reads as:

82 See Appendix II to this chapter for results.
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Intercept

+ a0 Prior Adoption

+al Length last spell

+ a2 Firm age
Propensity + a3 Firm Size

+ a4 Resource availability
+ o5 Number of analysts
+ a6 Average fund size

r,i(ty= +
n*]( Intercept
+ B0 Average fund size . .
+ B1 Number of analysts X Z(Base line adoptions (x))
+ B2 Firm performance B
Contagion +

Intercept
+ B0 Average fund size

+ B1 Number of analysts X E(SOSocially proximate

+ B2 Firm performance B adoptions )
®

The predicted signs for the hypotheses are summarized in Table

Table 4 - Predicted results in the analysis

Hypothesis

Predicted signs*

The introduction of products

1: The size of a mutual fund firm is positively related to
the speed of adoption of product innovations

a3 > O0forj=1,2

2a: Mixed asset funds are introduced by central firms

a5>0forj=1

2b: Iudex and SRI funds are introduced by marginal

firms.

a5<O0forj=2

3: The size of earlier mutual funds with the same in-
vestment objective is positively related to adoption speed

a6>0forj=12

The diffusion of products through the industry

4a: Mixed asset funds spread from central to margmal Correlation of

actors (faster diffusion) adopter rank and
size < 0

4b: Index, SRI funds spread from marginal to central Correlation of

actors (slower diffusion) adopter rank and
size >0

5a: Mixed asset funds diffuse through local market con- | 8 >0and B0 > 0 for

tacts and through cohesive firm-level networks (drawing j=1

on cognitive legitimacy)

5b: Index, SRI funds spread through per- B1> 0and & not

sonal/professional networks (drawing on moral legiti-

macy).

significant for j = 2

*#=1 (Mixed assets fund); j=2 (Index & SRI Fund)
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Testing hypotheses 1-3 is rather straightforward. Single coeffi-
cient signs are inspected as to whether or not they conform to the pre-
dicted signs. Testing hypotheses 5a and 5b is slightly more elaborate.
Support for hypothesis 5a requires the significance and positive sign of
both the coefficients for Average fund size B0 and Social proximity
80. Recall that a Mixed assets product 1s hypothesized to spread by ob-
served performance (B0) mainly along contacts with firms deemed
similar (80). Support for hypothesis 5b, on the other hand, requires that
B1 (Number of analysts) is positive and significant, while 80 (Social
proximity) is insignificant. Hypothesis 5b suggests that SRI and Index
funds lacking in cognitive legitimacy, need to draw on moral legitimacy
and are therefore primarily spread along personal networks (B1) and
not along other structural lines, leaving the social proximity coefficient
(80) insignificant. Recall from the discussion in section 4.3.2.3 that an
insignificant 80 does not mean that earlier adoptions do not matter, but
that the adoption of an ‘in-group’ member does not matter more or
less than the adoption of any other firm.

Hypotheses 4a and 4b (relating Firm size to adoption order) are
tested using a different method. Based on the adoption rank of the
adopting firms and their size, a non-parametric correlation between
firm size and order of adoption (Spearman’ rho) is estimated for each of
the product classes. Support for hypothesis 4a requires a negative cor-
relation between firm-size and rank, whereas support for hypothesis 4b
requires a positive correlation. The plausibility of the hypotheses is also
discussed by inspecting a graph of firm-size relation to the timing of
adoption.

The stage is now set for the testing of the hypotheses in chapter
five.
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4.6 Appendix I: Analysis of pooling Index and SRI funds
In this appendix the effect of treating hudex and SRI funds as one

common product category with respect to their diffusion processes is
tested explicitly. This is done by estimating the base-line model, using
only the transitions to (adoptions of) Idex and SRI funds and con-
straining the variable coefficients (apart from the intercepts) to be
equal across the two adoptions. If there is no difference in the diffu-
sion processes between the two fund categories there should be no sig-

nificant loss of model fit from constraining the variable coefficients
(Greve, 1998).
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Table 5 - Analysis of pooling index and SRI funds
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Pooled Index and SRI %2- value of constraint
(1df)
Propensity (o)
Index SRI
Intercept -1.813%04  .0.949%**
(04346)  (0.3606)
Prior adoption 0.5417%** 0.24
(0.04715)
Length last spell -14.06 0.19
(11.66)
Firm age -0.027 41.08%**
(0.03171)
Resource availability Q.24 42.88%%*
(0.0444)
Firm size 0.5737%** 36.93%%*
0.1497)
Number of analysts -5.070%** 42.67%*
(1.611)
Average fund-size 0.3485%** 0.39
(0.0994)
Susceptibility(B)
Intercept -6.043+%*  .6,215%*
©.5) (0.5769)
Average fund-size -0.03 0.0
(0.0816)
Number of analysts 0.5349*** 0.0
(0.1614)
Firm performance 0.4771++* 3.01*
(0.1268)
Social proximity (8)
Same type -0.72 1.87
(1.114)
Model log likelihood -149.477
(against base-line model)
Log likelihood test 205.08***
(di) (15)

*p < 0.1;%%p < 0.05;* ** p < 0.01 All significance test are two-tailed. Standard er-
rors in parenthesis.

As can be seen in the table, the model fit is significantly nega-
tively affected by constraining four propensity variables - Firm age,
Firm size, Resource availability and Number of analysts. Treating
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the transition to either of the two products categories as an outcome
of the same underlying diffusion process is obviously troublesome
with respect to the influence of these four variables on the propensity of
a firm to adopt these products. With respect to the susceptibility and the
social proximity effects of firms to adopt these products, there are no
significant differences in how the vaniables influence the diffusion pro-
cesses of the two product categories. This can be seen as it is only con-
straining the Firm performance variable that provides a significantly
worse model fit with respect to the susceptibility vector.

What does this say about the coming analysis in chapter five?
From the point of view of modeling the propensity of firms to adopt
the different products, it would be desirable to separate the two prod-
uct categories. However, for estimating the suscgptibility and social prox-
ity effects, pooling Index and SRI adoptions does not seem to matter.
Given the limited number of observations available in each of these
product groups, the analysis will treat the adoption of the two product
categories as reflecting one underlying diffusion process. Unfortunately
a likely consequence is that the risk of #ype II errors (rejecting a hy-
pothesis when it is in fact supported) increases, as the quality of the
propensity coefficient estimates of the fndex and SRI funds is likely to
be degraded. This needs to be kept in mind in the following chapters.

4.7 Appendix II: testing effects of dropping correlated co-
variates

In this second appendix the robustness of the suggested base-line
model is investigated with respect to the effect of the observed corre-
lation among variables included in the same vectors. The model is re-
estimated a number of times dropping, in turn, variables that correlate
in a worrisome way in Table 3. If the omission of a variable causes un-
predictable or very large changes in other variables there may be reason
to suspect estimation problems in the model due to correlation. For
ease of reading, the following table is restricted to only the vanables
indicated in chapter four as potentially worrisome, and the effects on
other variables of their omission.
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Table 6 - Effects of dropping correlated variables
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Variable dropped

Index/SRI | Baseline | Firmsize | Firmage | Average
Intercept - Bl - -
Pnor a@uOn +>("('>(' +’(‘>('3(- +’('>(-* +*>("i-
Length last spell - - - -*
Firm age - -t Dropped +0
Resource avail- FR bt 4t 4t
ability
Firm size 4 Dropped 40k 406
Nlmlber Of ana- o ekt Rt sk

| ysts
Average fund-size 44t ol B Sl Dropped
%2 destination? N/A. 31.02%%* 0.29 0.52
Mixed assets

Intercept + - il -
Prior adoption 4 Rl 08 40
Length Jast spell S - - .
Firm age T A Dropped EXTS
Resomce avail_ R 2 bt R R
ability
Firm size 4 Dropped - +
Number of ana- 40k 4 +* i
lysts
Average fund-size +¥* 4% + Dropped
%2 destination? 505 %% | 14,68 %% | 673 %+

*p < 0.1;**p < 0.05;* ** p < 0.01 All significance test are two-taled. Standard er-
rors in parenthesis, * HO: base-line is better.

As seen in Table 6, there were few significant cross-effects in the
estimations of dropping correlated variables. All the models where
variables had been dropped also provided a worse (but not extremely
so) model-fit. One noteworthy effect, however, was the loss of signifi-
cance of the Average fund size estimate for Mixed assets fund adop-
tions when the Firm age variable was dropped. While the sign re-
mained the same (+), it is slightly worrisome that a variable which is
significant in the base-line model looses significance when a correlated
variable is dropped from the estimation. This potentially worrisome
estimation issue needs to be kept in mind when interpreting the com-

ing analysis.
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Analysis and Results

THE EMPIRICAL QUESTION of this dissertation is how norms of
how to compete and economic incentives together affect the product
introduction behavior of firms. In chapter three it is argued, based on
interviews as well as historical data, that Mixed asset funds are consid-
ered non-controversial (legitimate) products in the industry whereas In-
dex and SRI funds are not. The difference in legitimacy of the products
would, as the institutional argument of chapter two goes, bias mainly
institutionally embedded firms against adoption of Index and SRI fund
and, in the aggregate, lead to a slower and differentiated diffusion of
these products. A rival explanation is the economic diffusion model,
where a difference in diffusion speed of two product categories is due
to profit differentials across the products. SR/ and Irndex funds would,
according to this explanation, diffuse more slowly if they were consid-
ered less profitable. This chapter tests these arguments empirically
through studying the diffusion processes of Mixed asset funds as well as
Index and SRI funds from 1989 - 2000. To distinguish an economic
from an institutional explanation of the diffusion patterns the analysis
proceeds in several steps. First the speed at which the two product
categories spread are estimated using non-parametric techniques to as-
certain whether or not there is a significant difference in their rates of
diffusion. Then a heterogeneous diffusion model is applied to investi-
gate the firm-level mechanisms behind this observed difference, mod-
eling the diffusion processes of the products as functions of covariates.
The results of this analysis are then interpreted both from an institu-
tional as well as an economic theory perspective to see how well each
of the theories explain the observed outcome. Finally, it is investigated

164




ANALYSIS AND RESULTS 165

whether or not the differences in individual variables observed across
the two product categories are sufficiently strong to possibly account
for the observed differences in the aggregate diffusion processes.

5.1 Aggregate adoption patterns

First the speed at which the product categories spread is estimated as if
all potential adopters were homogenous firms - leaving any observed
differences unexplained. Adoption by a firm of a product can be seen
as a time-dependant process where the likelihood of any firm adopting
a product (the hazard rate of adoption) increases over time$2. When
entering the industry a firm becomes ‘at nisk’ of adopting any of the
mutual fund products (it enters the risk set). The dependent variable in
this analysis is the time that each firm waits before adoption and the
event of interest is the first adoption of either of the product catego-
ries. Separate hazard rate functions are estimated for the transition to
(adoption of) an Index/SRI fund and the adoption of a Mixed asset
fund respectively. The analysis utilizes the Kaplan-Meier method (esti-
mated with SPSS 10.0), which 1s a suitable non-parametric method for
estimating hazard rates for transitions that can occur at any point in
time (Tuma and Hannan, 1984; Blossfeld and Rohwer, 1995).

82 Other assumptions are of course possible, but in this case this assumption is rea-
sonable.
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Figure 32 - Hazard function Index, SRI and Mixed asset funds
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Figure 32 shows a non-parametric estimation of the hazard
function for kudex, SRI and Mixed assets mutual fund productst>. The
cumulative hazard rate shows the risk of adopting either product cate-
gory for a firm that has, thus far, not adopted the product category. If
there were no real difference in the adoption rates of the product cate-
gories their hazard functions would not differ significantly. As can be
seen in the above figure the hazard rate functions are visibly different
for the two product categories, with Fudex and SRI products adopted at
a significantly slower rate than Mixed asset products (p = 0.02 using a
Log-Rank test). This finding suggests that imkx and SR/ funds are in
fact adopted at a slower rate across the industry, but the analysis offers
no suggestions as to why. The difference in rates is not an artifact of
Mixed assets funds diffusing exceptionally fast as compared to other new
products. Comparing the hazard function of Mixed assets fund adop-
tions to the adoption of three other main equity based product inno-
vations indicates that Mixed assets funds actually diffuse rather slowly in
comparison (see Appendix I to this chapter). The previous analysis

83 Note that this analysis uses the first adoptions by a firm of each of the product
categories, not repeated adoptions as the later analysis.
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only shows that the average firm waited longer before introducing an
Index or SRI fund as compared to introducing a Mixed assets fund, bu it
does not show how the hazard rates develop over historical time. An-
other non-parametric estimation of the hazard rate development over
historical time is the Nelson-Aalen estimation (Tuma and Hannan, 1984).
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Figure 33 - Integrated hazard rate of adopting Mixed assets and SRI/Index funds

Figure 33 shows that from 1988 and onwards, the hazard of
adopting the Mixed assets funds has been higher and significantly differ-
ent (the confidence intervals do not overlap) from the hazard rate of
adopting Index and SRI funds. The figure indicates the same pattern as
the previous figure, where the risk of a firm adopting an Index or SR/
fund is lower than of adopting a Mixed assets fund.

The next section draws on the hypotheses from chapter three
about firm-level diffusion mechanisms and uses a different analysis
model and method to test possible explanations for the observed dif-
ference in diffusion rates.

5.2 Investigating the micro-level mechanisms of imitation
behavior

The next step in the analysis is to test theoretical explanations for the
observed difference in hazard rates of adopting the two product cate-
gories. The analysis starts with the hypotheses put forward in chapter
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three, outlining various firm and industry level variables that may influ-
ence the diffusion process. The coefficients of these variables are esti-
mated using the heterogeneous diffusion model and the data described
in chapter four. In the first section, the results of the heterogeneous
diffusion model and their fit with hypotheses 1 - 5 are presented and
discussed. The following section applies an alternative, economic,
framework to interpret the results of the first analysis. The initial
model is also re-estimated to test the plausibility of this alternative in-
terpretation. The third section ‘pushes’ the institutional approach in the
first analysis further by introducing alternative institutional variables
and re-estimating the initial model to see if these behave as predicted
by institutional theory. The fourth section finally re-estimates the initial
model, constraining the estimated coefficients across the outcomes to
test whether or not the difference observed in the institutional vaniables
across the product categories is strong enough to influence the diffu-
s10n process.

5.2.1 Firm-level medhanisms of diffusion andmodel structure

The first step in the analysis is thus to test the hypotheses about what
firm-level mechanisms might explain the observed difference in hazard
rates of the two product categories. Is it simply a matter of Index and
SRI products being less profitable, and therefore adopted at a slower
rate or are some firms biased against adopting products that are not
‘legitimate’ in the industry context? The hypotheses forwarded in
chapter three provide a number of theoretically interesting variables
that may influence the diffusion of the two product categories.

5.2.1.1 Model structure

As discussed in chapter four, variables are assigned to the appropriate
vector of the heterogeneous diffusion model primarily according to
their theorized effect. Hypotheses 1 - 3 predict that the likelihood of a
particular firm to adopt a product regardless of other adoptions
(adoption propensity) is influenced by several variables. These variables
are the Firm size, the Product performance (how well products with
similar investment objectives have done) and the institutional em-
beddedness, measured as the Number of security analysts of the fo-
cal firm. Firm Age and the Resource availability in the market are
added as control variables for organizational inertia and the competi-
tive environment. As the model uses repeated-events (see discussion
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chapter four, section 4.3), the number of Prior product introductions
in the same category, as well as the length of the interval (Last spell)
from the last introduction are also controlled for. There are also several
variables with theorized effects on how earlier adoptions by other firms
influence the adoption behavior of a focal firm - the cozagion effect.
These variables include, again, Product performance, the Number of
security analysts in the focal firm and the Recent performance and
the Social proximity of the focal firm to earlier adopters.

The heterogeneous diffusion model is estimated through the
maximun-likelihood method, using a version of RATE 3.0 (Tuma, 1993).
To correct for left censoring (events occurring prior to 1989 when the
observation window begins) all events prior to 1989 are included with
zero weight. This allows the program to correctly detect the influence
of out-of sample adoptions on organizations in the sample (Greve et
al. 2001) . The model is estimated as a competing risks model, where
firms are simultaneously at risk of undertaking one or more events at
one time. Although the data set includes adoption data on all the prod-
uct introductions by all firms (in eight product categories), only prod-
uct adoptions of Mixed assets, Index or SRI funds are directly part of the
analysis (see discussion in chapter four, section 4.4.1). The product
adoptions of the other five product categores are included in the
analysis, but with zero weight. The alternative would have been either
to drop these observations altogether from the sample, or to consider
them as censored events. Both of these options seemed a waste of
data, as there is information in distinguishing whether or not a spell
ended in a firm doing nothing or adopting some product (that is not
part of the analysis).

One concern in the analysis is that the number of observations is
a bit short of comfortable for estimating this type of model. A rule of
thumb specifies 15 - 20 observed events per estimated variable in
complex hazard-rate models and this analysis uses about 88¢. The most
likely problem from having too few observations is inflated standard
errors of coefficients and subsequently the risk of rype II errors (re-
jecting a hypothesis when it is in fact true). The low ratio warrants cau-
tion in interpreting the results, and consequently the discussion below

8 The first model estimates 13 variables for each transition (26 in total), including
the constants and there are 198 observed events in the sample. Subsequent analyses add or
drop some variables, but the variable/event ratio remains at roughly 8.
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focuses on the sign and significance level of the estimated coefficient
rather than the exact coefficient estimate.
Results of the first model are shown in Table 7.
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Table 7 - Results from first diffusion analysis
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Model 1
Index/SRI Mixed asset
Propensity (o)
Intercept -0.0525 0.0469
(0.3391) (0.4898)
Prior adoption 0.5413%** 0.5851%**
0.0467) (0.0786)
Length last spell -14.49 -22.51%*
(12.13) (0.0664)
Firm age -0.0336 -0.2614***
(0.0042) (0.0664)
Resource availability 0.1853*** -0.5351%**
(0.0045) 0.1763)
Firm size 0.5699*** 0.6100**
(0.2033) (0.2757)
Number of analysts -4.545% 1.445%%*
(2.35) (0.495)
Average fund-size 0.3314%** 0.3410**
(0.1207) (0.1335)
Susceptibility(B)
Intercept -6.416%%% -7.4347%%
(0.9027) (0.4941)
Average fund-size 0.0319 0.4371%%*
(0.0905) (0.042)
Number of analysts 0.5758%** 0.0538
(0.2188) 0.1392)
Firm performance 0.4769*** -0.0344
(0.1297) (0.1981)
Social proximity (3)
Same type 0.0511 2.3
(1.34) (0.6513)
Destination Log likeli- -89.4737 9.8486
hood Max log L)
Log likelihood test 199.97**% 41790+
d.f) (13) (13)
Model Log likelihood -79.625
Log likelihood test 617.87%%*
{d.f) (26)

*p < 0.1;**p < 0.05;* ** p < 0.01 All significance test are two-tailed. Standard er-
rors in parenthesis.
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Model-fit is compared to a base-line model with no covariates
and there is a significant improvement in model-fit from including the
covariates (y2 = 617.87 with 26 degrees of freedom). The results pre-
sented in Table 7 support, in general, the hypotheses of chapter three.
For pedagogical reasons, the results are interpreted with respect to their
effects on either the likelthood of a firm introducing a new product
without external influence (propensity) and the effects of earlier adop-
tions on a focal firm (contagion).

5.2.1.2 The propensity of firms to introduce mutual fund products
Hypothesis 1 (larger firms introduce products more quickly) is sup-
ported as the Firm size coefficient is positive and significant for both
product categories. Hypotheses 2z and 25, relating firm centrality to the
introduction of Index/SRI and Mixed assets funds, are also supported.
The coefficient for Number of analysts is negative and significant for
the introduction of Index/SRI products and positive and significant for
the introduction of Mixed assets product. The rather weak statistical
significance level of the Number of analysts coefficient for the In-
dex/SRI fund (p < 0.1) could be an effect of estimating the diffusion
process of two different product categories as one. Results in appendix
I to chapter four indicate that the estimation of the propensity vari-
ables suffers from pooling the samples of Index and SRI adoptions.
Likewise, further analyses in section 5.2.2, estimating the model for In-
dex and SRI adoptions separately, provides coefficient estimates with a
higher level of significance.

This finding can be interpreted as supporting an institutional ar-
gument where firms that seek to adhere to the institutional logic of the
market are biased against introducing products considered illegitimate
(such as Index or SRI funds). The argument assumes that the number
of analysts employed by a firm is an ‘institutional marker’ (c.f. Chaves
(1996)) of the degree to which a firm has ‘bought into’ an institutional
logic where active management is the legitimate way of competing.
Firms that employ many security analysts are seen as eager to come
across as legitimate competitors in general, and would be particularly
uninterested in introducing products that lack legitimacy. Employing
few security analysts, on the other hand, would be a ‘marker’ of not
being too concerned with institutional norms. Such firms would also, in
line with this argument, be less concerned with breaking with norms
regarding product legitimacy (c.f. Leblebici et. al., 1991). Alternative
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economic interpretations of this finding are pursued further in the next
section. The main economic hypothesis (hypothesis 3) that firms are
keener to introduce products that have shown to be successful with
earlier adopters is supported. The coefficient for Average fund size is
positive and significant for both product categories.

The control variables behave, in general, as predicted. One ex-
ception is the Resource availability variable. Defined as resources
available per firm, the variable is predicted to have a positive relation to
product introduction. Firms are thought to be more interested in in-
troducing new products when there is a better chance of selling well.
For Mixed assets funds, however, the sign is negative - indicating that
firms would be more likely to introduce this product as competition
grows tougher (resources per firm shrink). The surprising difference in
sign between the product categories may however be an artifact of the
way market growth is measured. A Mixed asset fund, as discussed in
chapter three, is a mutual fund that invests a certain percentage in eq-
uities, and the remaining part in bonds. Investors often invest in equity
when the bond market is down and vice versa. To guard their portfolio
against a downturn in the equity markets investors sometimes use a
mixed asset fund, and the demand for mixed asset mutual funds may
therefore be inversely related to the fortunes of the equity market. The
measure of market growth employed here is the change in the total size
of assets under management. As the Swedish market for mutual funds
is highly equity driven (most of the market value is in equity stocks),
growth in the value of equities will drive the growth of the whole mar-
ket. If the demand for mixed asset funds is tied to the fortunes of the
bond market, then its demand is inversely related to the growth of the
market as a whole. Therefore, a negative sign on the market growth
variable can be interpreted as meaning the same as a positive sign for
an equity-based product (such as Jadex or SRI funds) - that the adopter
is jumping on a rising market.

Figure 34 plots the adoption of Mixed assets funds and the devel-
opment of the Swedish equity market (as measured by AFGX). As
seen in the figure, there is some support for the above argument. When
the development of the equity markets turns down around 1989, the
adoptions of Mixed assets funds really take off. On the other hand,
firms continue to adopt mixed asset funds even when the equity mar-
kets turn up again in 1994.
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Figure 34 - Adoption of Mixed asset funds and the development of the Swedish
equities market (AFGX)

The negative sign of the control variable for Firm age is in line
with theoretical propositions on organizational inertia, but may also be
an artifact of the large inflow of (mainly foreign) firms in the time pe-
riod under investigation. Figure 7 in chapter three shows the sharp de-
cline in the average age of firms in the sample from about 1994 when
the inflow of foreign firms started. This is a result of these firms being
coded at zero age at entry since they were new to the Swedish market,
although most of them are in fact ‘old’ in the sense that they have ex-
perience (and a product portfolio) from other markets. The strong ef-
fect on the average age of the firm exerted by this inflow may be re-
flected in these findings, as most firms adopting any product in this
time-period (1994-2000) are likely to be young. The control for Prior
introductions was positive and significant for both product categories,
indicating that a once a firm had introduced a product category it was
more likely to add further introductions in the same product category.
This result is in line with the findings from the US. mutual fund market
by Khorana and Servaes (1999) who attributed their observation to
economies of scale and scope of product introductions. Length of
last spell, the time waited was negative for both product categories,
but only significant for the Mixed assets product category. The coeffi-
cient can be interpreted as indicating that firms that have introduced a
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product in the category earlier are likely to wait a shorter time before
introducing the next product.

These were the hypotheses predicting how new products are in-
troduced into an adoption community, and how firms adopt new
products without the influence of earlier adoptions. The next set of
hypotheses to be tested concerns how earlier adoptions influence later
adoptions - the contagion effect.

5.2.1.3 The diffusion of products through the mutual fund industry

Hypotheses 44 and 4b predicting the direction of diffusion, from larger
to smaller or from smaller to larger firms are not tested using the het-
erogeneous diffusion model. While the coefficients of the Firm size
variable are, both for Jndex/SRI and the Mixed assets products, positively
related to firm propensity to introduce the product this does not ad-
dress the direction of diffusion over time. A sociological argument of
chapter two suggests that non-controversial innovations over time dif-
fuse from central to marginal firms, whereas controversial innovations
flow in the opposite direction (c.f. Menzel, 1960; Leblebici et. al,, 1991).
One way of investigating these hypotheses is to chart the size of the
adopting firms, in the order they adopt the different product categories.
Hypothesis 4a would thus predict a downward (negative correlation)
slope for Mixed assets funds and an upward (positive correlation) slope
for udex/SRI funds. The relationship between the order of adoption
and firm size is plotted in Figure 35 using market share (in percentage)
as a proxy of firm size. Only the first product introduction by each
firm is plotted, and only product introductions that took place after
1989 as firm-size data is missing from the period prior to 198985, Al-
though there are two ‘blips’ in the data, when two of the market lead-
ing banks adopt Mixed asset funds, imposing a trend-line on the adop-
tion rank-firm size pattern provide two downward sloping lines.

8 This observation period, however, includes about 95 per cent of the adoptions
until 2000-12-31.
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Figure 35 - Size and rank of adopter

This figure lends support to hypothesis 42 but not to hypothesis
4b, as both lines slope downwards, indicating that early adopters are
larger than later adopters for both product categories. A correlation
between the order of introduction and the market share of the intro-
ducing firm confirms this observation as statistically significant.

Table 8 - Correlation of rank and firm size

Tests of rank / firm size
correlation$é
Product category Spearman’s rho
Index/SRI (n=16) -0.521**
Mixed assets (n=21) -0.449**
** Significant at 0.05 level, 2 tailed test

However, the diffusion histories observed are not necessarily
complete. In particular the dex and SRI products have, by the end of
the study (2000-12-31) diffused to about 15 per cent of the firms in the
industry (see Figure 1 in chapter one). In particular larger firms are
missing from the adopters of Index/SRI products - for example none
of the top-three firms market an index fund. Should the larger firms, at
a later date, decide to adopt the controversial funds, hypothesis 4b

8 Using a Kendalls Tau b test provides the same qualitative result.
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would be supported - but such support is only hypothetical at the
moment.

Hypotheses 5a and 5b, predicting the path of contagion influ-
ence for hudex and SRI and Mixed asset funds are tested using the het-
erogeneous diffusion model. For Mixed assets product introductions the
coefficient for the Social proximity variable and the Average fund
size variables are both positive and significant, suggesting that firms
are more influenced by successful products that have been adopted by
other firms in their reference group when adopting Mixed assets prod-
ucts. With respect to the adoption of Index and SRI funds, the coeffi-
cient for Number of analysts is positive and significant, while the co-
efficients for Average fund size and Social proximity are non-
significant. Firms that adopt Judex/SRI products are thus not more in-
fluenced by firms in their reference group than by other firms, but they
become more susceptible to earlier adoptions of Index/SRI products if
they employ more analysts. Taken together, these results lend support
to hypotheses 5a and 5b as argued below.

Mixed assets innovations spread primarily through cohesive firm
networks where observing a proximate firm adopting a new product,
which also performs well, is likely to trigger adoption by the focal firm.
For Index/SRI adoptions, on the other hand, observed adoption by
network proximates is not likely to trigger adoption. Instead, the posi-
tive and significant coefficient of the number of analysts variable can
be interpreted as personal networks (of security analysts) being in-
volved in the diffusion. When the firm where a colleague works adopts
a controversial product it matters more than if a professionally anony-
mous market contact adopts. This interpretation is in line with Davis
and Greve (1997) who found that the adoption of an illegitimate inno-
vation relied on corporate elite networks. Their understanding of the
mechanism was that the adoption of an illegitimate innovation required
moral legitimacy, which is best provided by other known individuals,
rather than cognitive legitimacy provided by the adoption by a market
contact.

These results, interpreted above within an institutional theory
framework, are naturally open to alternative interpretations, which is
the focus of the next section.
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5.2.2 Alternative (economic) interpretations

An aim in this dissertation is to investigate the value of applying an in-
stitutional perspective alongside an economic perspective in under-
standing the competitive behavior of firms. The first analysis indicates
that adding institutional variables may improve an understanding of
how firms behave with respect to competitive actions that are seen as
controversial in a specific context. It is however essential to consider
alternative economic interpretations of the ‘institutional’ variables. Hy-
pothesis 1 (firm size and adoption) has a similar interpretation whether
an institutional or an economic perspective is adopted. Likewise, hy-
pothesis 3 (positive influence of earlier successful introductions),
which in a sense is the central economic hypothesis, is also interpreted
in the same way whether viewed in an economic or an institutional per-
spective. Profit seeking behavior is often argued to be a central driving
force of change in institutional theory (c.f. Palmer et. al,, 1993), but a
criticism of neo-institutional theory has been that efficiency concerns
have been underplayed (Kraatz and Zajac, 1996). Including a measure
of the profitability of a new product together with institutional vari-
ables should, from this perspective, give greater confidence in the re-
sults (Palmer et. al., 1993; Sutton and Dobbin, 1996). The focus of the
discussion of this section is hence on hypotheses 2(a, b), 4 (a, b) as well
as 5(a, b) where a distinct institutional interpretation of the result was
made in the first analysis.

From an institutional perspective, the number of security ana-
lysts is seen as an ‘institutional marker’ of how embedded a firm is in
an institutionalized logic of competing. The empirical support for hy-
potheses 2a (a positive relation between number of security analysts
and adoption of Mixed assets products) and 2b (negative relation be-
tween number of analysts and adoption of Index/SRI products) are, in
the first analysis, interpreted as supporting an institutional argument.
An alternative, economic, interpretation is to see the number of ana-
lysts employed as a proxy of how strong the ‘production facility’ of the
focal firm 1s. Viewing security analysts as a production asset (a resource
base) of the focal firm, economic theory would predict the observed
negative relation between the adoption of Index funds and the number
of analysts employed. The reasoning would be that if a firm has a lim-
ited administrative capability and a strong (and expensive) resource
base of security analysts, then introducing a new fund, which draws on
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administrative capability but does not utilize existing security analysts,
would not be economically wise. This reasoning, however, assumes that
security analysts represent a fixed cost (a reasonable assumption), and
that the administrative system is scalable in rather large increments (not
as reasonable an assumption as the administration easily can be out-
sourced). Such an interpretation would provide an economic explana-
tion of why the coefficient of the Number of analysts is negative for
Index funds, and positive for Mixed assets funds (which makes good ‘use’
of a strong production facility). There is however no straightforward
economic explanation for why the adoption of the other controversial
fund (SRI funds) also should be negatively related to the number of
analysts employed. On the contrary, economic reasoning suggests that
the number of security analysts coefficient should have a positive sign
for this fund category for the same reason as for the Mixed assets cate-
gory.

If an economic interpretation is correct (and an institutional in-
terpretation is superfluous), the combined negative sign of the security
analyst coefficient for both the Index and SRI funds could be due to a
very strong negative effect of Index funds (predicted) crowding out a
(predicted) positive sign for the SR fund. Re-estimating the model for
the Index and the SRI funds separately” provides a test of the plausi-
bility of the economic explanation. If this re-estimation finds that SR/
funds, when analyzed separately, have a positive sign for analyst
strength (as predicted by an economic interpretation) it would cast
doubts on the validity of the institutional explanation for the negative
relation of analyst strength and adoption.

87 Splitting this category, the number of observations becomes very limited (4 obser-
vations per estimated coefficient) and findings should only be interpreted at a sign level.
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Table 9 - Analyzing Index and SRI separately

Model 2 (separate analysis of SRI/Index)
Index SRI
Propensity (o)
Intercept 0.3565 -5.156D*
(0.5093) 2.977)
Prior adoption 0.8002*** 1.330%**
(0.07635) (0.3739)
Length last spell -79.73%** -22.37
(18.47) (31.11)
Firm age 0.0719 0.3576**
(0.0454) (0.1622)
Firm size -0.1273 1.562%*
(0.1328) (0.7483)
Resource availability 0.2887%** -1.065+**
(0.0562) (0.2923)
Number of analysts -1.173%%# -4.211%%
(0.2940) (2.014)
Average fund-size -1.108*** -0.3169
0.1933) (0. 5436)
Susceptibility(B)
Intercept -22.50 -5.4224#%
(304.5) (0.3208)
Average fund-size 0.5153 0.01639
(289) (0.09116)
Number of analysts 0.2377 0.2790
(390.5) (0.2024)
Firm performance 0.8740 0.5594%**
(248.6) (0.1593)
Social proximity (6)
Same type -0.007 -7.517
(812.1) (29.70)
Destination log likeli- 75.51 -67.06
hood (Max log L)
Log likelihood test 184.15%** 76.62%%*
(base-line)(d.f)) (13) (13)
Observed cases 59 36

*p < 0.1;%*p < 0.05;* ** p < 0.01 All significance test are two-tailed. Standard er-
rors in parenthesis.

As seen in Table 9, the adoption of both Index and SRI funds are
negatively related to the Number of analysts variable (both coeffi-
cients are negative and significant). This finding provides some confi-
dence in the value of an institutional interpretation of the effects of
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the number of analysts variable as the economic prediction was not
supported.

Another economic argument could still be made that the Num-
ber of analysts variable actually picks up a firm-size effect, which
leads to the observed negative sign of the coefficient. Index and SRI
funds could, from an economic perspective, be seen as not ‘controver-
sial’ but merely extreme niche products with a limited market potential.
Tt could then be argued that only small firms would be interested in
adopting these, and that the negative relation between number of ana-
lysts and adoption actually reflects this. However, including firm mar-
ket-share in the analysis, which is arguably a better estimate of firm size
than the number of analysts employed, should control for this alterna-
tive interpretation. After looking into plausible alternative interpreta-
tions of the estimated coefficient signs for the Number of analysts
variable, it seems that an institutional interpretation is the most persua-
sive.

Hypotheses 4a and 4b received only partial support in the analy-
sis. Specifically, only hypothesis 4a, predicting that the direction of dif-
fusion over time should be from larger to smaller firms was supported.
This finding is in line with standard economic diffusion theory (c.f.
Mansfield, 1961). Finding that the diffusion of Mixed assets funds is
positively influenced by earlier adoptions by socially proximate firms
(hypothesis 5a) is also in line with predictions using strategic group
theory (Caves and Porter, 1977; Porac et al. 1995). Competitive actions
of group members are thought to be attended to more closely than the
actions of out of group firms. However, strategic group theory does
not predict, as does an institutional approach, that adoptions of con-
troversial products by socially proximate firms are na significantly in-
fluential in the adoption decision of a focal firm, and that the suscepti-
bility influence instead operates through professional network contacts.
The support for hypothesis 5b is therefore another result of the first
analysis that 1s difficult to explain in a satisfactory manner using a
purely economic theory framework.

5.2.3 Onrganizational politics as an alternatice (?) view
Another alternative interpretation of the empirical findings is the or-
ganization-political view (c.f. Pettigrew, 1973; Pfeffer, 1981; March,

1994). The main argument would be that if security analysts are im-
portant actors in the mutual fund firm (as argued in chapter three), a
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collectively held professional dislike of Index and SRI funds would ex-
plain the negative relationship between likelihood of adoption and
number of analysts employed. Arguably, this explanation is not exactly
an alternative to the above institutional interpretation. On the contrary
it may actually be a complementary explanation, but at a different level
of analysis. Institutionalized ideas are often politically contentious
(March and Olsen, 1989) and the process of institutionalization has
been argued by several influential authors to be political in its nature
(Fligstein, 1996; Mizruchi and Fein, 1999). As argued in chapter three,
security analysts may have good reason to (collectively as a profession)
be negatively inclined towards the adoption of index funds as it chal-
lenges the idea of active management and the value of their profes-
sional contribution. Also SR/ funds may be looked upon with some
professional skepticism as some alternative analysis techniques are
used. Firms with more security analysts would, according to this line of
argument, be less likely adopters of both index and SRI funds than
smaller firms where internal resistance would be less. However, to
claim that the observed outcome of the analysis is a result of success-
ful political maneuvering by security analysts would demand a more
process-oriented set of data than that available in the present disserta-
tion. It is, for example, not obvious why a solid opposition to a par-
ticular mutual fund category would be more likely to form in a larger
analyst collective (where more individuals would need to agree) than in
a smaller analyst collective (which is what the empirical analysis would
suggest). The interpretation has rather strong face validity though, as
interviews with firms that have adopted Index or SRI products often
point to ‘internal analyst resistance’ as a leading reason why they do not
expect the larger firms to imitate them.

The first analysis thus provides support for the idea of adding an
institutional dimension to the analysis of the product introduction be-
havior of firms, in particular when understanding the use of actions
that deviate from norms in an industry context. The next section as-
sesses the robustness of these findings by introducing additional insti-
tutional variables.

5.2.4 Testing the institutional model further
Judging from the first analysis there is some predictive value from in-

troducing institutional variables together with economic variables.
While an economic model provides strong predictions for how a prod-
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uct category that is in line with norms of how to compete diffuses
across an industry, an institutional view adds an understanding of how
controversial products spread through the same community. This
finding is, however, based on the support of two institutional hypothe-
ses. One specific institutional ‘marker’ variable (Number of analysts)
correctly predicts a difference in the way SRI/Index and Mixed assets
products diffuse, and the diffusion channel of SRI/Index funds is in
line with predictions. To assess the ‘robustness’ of this institutional in-
terpretation, this section re-estimates model 1 with the introduction of
two additional variables with clear institutional predictions. The aim is
to see if these additional variables can add further predictive power to
the model. One of the variables is an indicator of when firms should
be more susceptible to the adoption of controversial funds, whereas
the other variable predicts which firms should be more susceptible to
earlier adoptions of non-controversial products.

5.2.4.1 Media attention and the diffusion of new ideas

The first variable is a measure of the public discourse surrounding the
mutual funds - the Media attention on a fund category. This variable
is constructed to measure media attention in relation to how well the
fund has succeeded (as measured by average size of fund, see section
4.4.3.1). Economic and institutional theories differ in terms of predic-
tions about the effects of media attention. An economic prediction is
that the number of articles written about a product category should be
positively related to introduction behavior of both product categories -
controversial as well as non-controversial funds. The reason is simply
that it is good publicity (provided that it is not only negative) and that it
provides additional information to firms about earlier adoptions. An
institutional prediction, on the other hand, is that media attention
should primarily influence the adoption of the product category lack-
ing in normative legitimacy (fdex and SRI), whereas adoption of the
other product category (Mixed asset) would not be as strongly (if at all)
influenced. The reasoning is that firms can draw on different types of
sources of legitimacy to justify their actions. If a practice is cognitively
legitimate within the adoption community, the need is not so great to
rely on an external source of legitimacy, such as media coverage, as
when a practice lacks in legitimacy (c.f. Elsbach, 1994; Ruef and Scott,
1998). Over time, however, external legitimacy in the form of public
attention may lead to a greater cognitive legitimacy within the adoption
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community (Hirsch, 1986; Greenwood et. al., 2002). As the theorized
influence of the media attention variable is on how sensitive firms are
to the information of earlier adoptions, the variable is included in the
susceptibility vector of the model. The results of a re-estimation of the

first model, including the Media attention variable are presented in
Table 10.
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Table 10 - Analysis including media attention to a fund type

Model 3 (media attention included)

Index/SRI Mixed assets
Propensity ()
Intercept -0.8294** 0.04716
(0.4724) (0.49)
Prior adoption Q.71%%* 0.5854***
(0.101) (0.0786)
Length last spell -25.16* -22.54**
(13.84) (9.825)
Firm age 0.1002** -0.2624%%*
(0.0315) (0.0666)
Firm size 1.711%%* 0.6139%*
(0.29) (0.2769)
Resource Availability 0.2373%** 0.5367%**
(0.0553) 0.177)
Number of analysts -13.81%%* 1.451%%*
(1.955) (0.497)
Average fund-size 0.4086™* 0.3417**
(0.2044) ©.133)
Susceptibility(B)
Intercept -5.967*** -7 461+
(0.3739) (0.5038)
Average fund-size 0.0028 0.4358***
(0.0691) (0.0422)
Number of analysts 0.2253** 0.052
(0.1087) (0.1389)
Firm performance 0.56*** -0.0346
(0.0269) (0.199)
Media attention 0.2671%%* 0.0268
(0.0269) (0.0763)
Social proximity (3)
Same type 0.3974 2.334%%*
(1.085) (0.6538)
Destination log likeli- -51.2 9.9
hood (Max log L)
Log likelihood test 276.51%** 418+*+
d.f) (14) (149
Model log likelihood -41.3
Log lik. Test (base-line, 694.52+*
d.f) (28)
Log likelihood test 76.65%**
(Model 1, d.f) 2

*p < 0.1;%¥p < 0.05;* ** p < 0.01 All significance test are two-tailed. Standard er-

rors in parenthesis.
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The result of the analysis supports an institutional prediction, as
the Media attention coefficient is positive and significant for the In-
dex/SRI fund adoption and non-significant for the adoption of Mixed
assets funds. The model-fit also improves significantly (x2 = 76, with 2
degrees of freedom) as compared to model 1 with the inclusion of the
Media attention variable.

The substantive effect of the Media attention variable, that ar-
ticles written precede adoption of Index/SRI funds but lag adoptions
of Mixed assets funds, can also be illustrated from the data. Plotting the
number of articles, lagged by one year, against the adoption pattern of
each of the product categories (Figure 36) a clear pattern, supportive
of an institutional interpretation, emerges. Adoptions of Mixed asset
funds preceded media attention, while adoption of imdex and SRI funds
followed closely on media attention.
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Figure 36 - Media attention and adoptions

5.2.4.2 Involvement in a professional industry association

Another test of the predictive power of an institutional perspective is
to investigate what a close association with the organization of the
analyst profession - the Swedish Security Anabysts organization (SFF)
means in terms of susceptibility to the introduction of a controversial
or non-controversial product. From an institutional perspective, a firm
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that is deeply involved in the workings of the SFF should be more
likely to be interested in appearing legitimate. An indicator of the de-
gree to which a firm is involved in SFF is whether or not an employee
of the firm has been the chairperson of the association (there is a sys-
tem rotating the position of the chairperson among the constituent
firms)#8. Having a chairperson employed is thus predicted negatively
related to the sensitivity to earlier adoptions of an Index/SRI product,
but positively related to the sensitivity to earlier adoptions of a Mixed
assets product. There is no directly intuitive economic alternative inter-
pretation of this variable though. Results from re-estimating the model
including the variable SFF Chairperson are shown in Table 11.

88 To adjust for the increased probability that a firm with more ana]f'sts should have a
chairperson, the dummy variable is divided by number of analysts employed (see section
4.3.11n chapter 4).
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Table 11 - Analysis with SFF Chairperson

Model 4 (SFF Chairperson included)
Index / SRI Mixed assets
Propensity (o)
Intercept -0.6544 0.0846
(0.4359) (0.478)
Prior adoption 0.6351%** 0.5859%**
(0.0818) (0.0757)
Length last spell -31.35* -22.76**
(16.18) (10.14)
Firm age 0.0803%* -0.261%**
(0.0302) (0.062)
Firm size 1.527%** 0.6089**
(0.2687) (0.2579)
Resource availability 0.2629%** -0.53**
(0.0505) (0.1679)
Number of analysts -13.28%+* 1.423%*
(2.244) (0.4688)
Average fund-size 0.4734** 0.3345%*
(0.179) (0.1307)
Susceptibility(B)
Intercept -5.35%** -7.622%%*
(0.2578) (0.4866)
Average fund-size 0.0327 0.4458++*
(0.056) (0.0416)
Number of analysts 0.278** 0.1606
(0.1276) (0.1389)
Firm performance 0.4477%** 0.0117
(0.120) (0.2028)
SFF chairperson 0.2984 0.7218#**
(0.2096) (0.218)
Social proximity (5)
Same type -0.7732 2.1
(1.060) (0.6338)
Destination log likeli- -86.88 13.806
hood (Max log L)
Log likelihood test 205.15%** 425.81%+*
dt) (14) (14)
Model log likelihood -73.07
Log lik. test (base-line) 630.96***
d.f) (28)
Log likelihood test 13.09**
(Model 1, d.f) 2

*p < 0.1;%*p < 0.05;* ** p < 0.01 All significance test are two-tailed. Standard er-
rors in parenthesis.
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The institutional hypothesis about how firms that are closely in-
volved in the SFF are influenced by earlier adoptions receives only
partial supportt in this analysis. A firm that employs a person who has
at any point in time chaired the SFF is, as predicted, more likely to be
influenced by another firm to introduce a Mixed assets product as the
coefficient of SFF chairperson is positive and significant. Involve-
ment in SFE on the other hand, has no significant effect on the likeli-
hood of being influenced by the adoption of a Index/SRI fund, as the
SFF chairperson variable is positive, but insignificant for this fund
category. The increase in model-fit from introducing this variable is
more modest than the increase from adding the Media attention vari-
able, but it is still a significant improvement over the first model.

To sum up, additional analyses indicate the value of institutional
variables in predicting when earlier adoptions of controversial products
are more likely to be imitated (when there is high media attention). In-
stitutional variables also predict that firms that are heavily involved in
the work of one of the professional associations of the industry are
more likely to be influenced by eatlier adoptions of legitimate products,
but not by illegitimate product adoptions. These findings indicate that
an institutional interpretation of firm product introduction behavior is
plausible also using other institutional variables, thus indicating some
robustness in the idea of using institutional variables in conjunction
with economic variables.

5.2.5 What do the analyses show?

The findings from the first three analyses provide support for the hy-
potheses forwarded in chapter three. A summary of the hypotheses,
the predicted and the actual signs are provided in Table 12.

The ‘base-case’ model reads as:

Intercept

+ a0 Prior Adoption

+ al Length last spell

+ a2 Firm age
Propensity + a3 Firm Size

+ a4 Resource availability
+ a5 Number of analysts
+ a6 Average fund size

r.y= +
nJ( ) Intercept
+ B0 Average fund size . )
+ B1 Number of analysts X Z(Base line adoptions (U)
+ B2 Firm performance p
Contagion +

Intercept
+ B0 Average fund size
+ B1 Number of analysts X Z(SOSocial]y proximate

+ B2 Firm performance B adoptions )
.
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Table 12 - Predicted signs and outcomes

CHAPTER FIVE

sonal/professional networks
(drawing on moral legiti-
macy).

cant forj=1

Hypothesis Predicted sign Observed sign | Support
The introduction of

products

1: The size of amutual fund | &3 >0forj=12 | a3>0forj= Yes
firm is positively related to | Vst

the speed of adoption of

product innovations

2a: Mixed asset funds are in- a5>0forj=1 a5 >0 for Yes
troduced by central firms j=1%%

2b: Index and SRI funds are a5<0forj=2 a5 <0 forj= Yes
introduced by marginal 2%

firms.

3 The size of earlier mutual | a6>0forj=12 | a6>0forj= | Yes
funds with the same invest- P Qe

ment objective is positively

related to adoption speed.

The diffusion of products

through the industry

4a: Mixed asset funds spread Correlation Size / Correlation Yes
from central to marginal entry order > 0 Size / entry

actors (faster diffusion) order > 0**

4b: Index, SRI funds spread Correlation Size / Correlation No
from marginal to central entry order < 0 Size / entry

actors (slower diffusion) order > 0**

5a: Mixed asset funds diffuse 8>0andpO>0 | 86>0andP0> | Yes
through local market con- forj=2 0 forj = 2%%*

tacts and through cohesive

firm-level networks (drawing

on cognitive legitimacy)

5b: Index, SRI funds spread | 1> Oand S notsig- | 1> 0**and | Yes
through per- nificant for j = 1 3 not signifi-

j1 = Mixed assets fund; )2 = Index/SRI fund. *p < 0.1;**p < 0.05;* ** p < 0.01

5.2.5.1 Interpreting the findings
An intuitive understanding of the results in the first analysis is as fol-
lows. Mixed asset funds are more likely to be introduced by young firms
with a large market share, employing many security analysts and when
the resources in the market are shrinking The adoption hazard is
greater when the product has been shown to be successful. Mixed assets
products spread primarily through market contacts with similar firms.
Observing a firm with a similar corporate parentage adopting a new
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product, which also performs well, is likely to trigger adoption by the
focal firm. In essence, this is the standard diffusion story as told from
an economic perspective where firms chase profits and care about the
actions of other firms in their competitive group.

Index and SRI funds, on the other hand, are more likely to be in-
troduced by firms with a large market share, employing few security
analysts and in times of market growth. The adoption hazard is greater
when the product has been shown to be successful with earlier adopt-
ers. Index and SRI products then spread through the community pri-
marily through personal networks (of security analysts), rather than
through market contacts. The understanding of how these products
spread is different from the standard economic story, but in line with
an institutional perspective.

With respect to the difference observed in the first analysis of
the diffusion rates of the different products (Figure 32), an interpreta-
tion of the underlying mechanisms can now be attempted. The differ-
ence in speed of diffusion can be understood as a combined effect of
differences in who is likely to introduce the new product category and
differences in the chammds by which they subsequently diffuse. In-
dex/SRI products spread mainly through professional networks, rather
than by seeing other firms adopting. The observation that it is mainly
firms with few analysts that #roduce an Index/SRI product provides an
explanation for the slow diffusion relative to the Mixed asset fund.
Firms that are the most likely to introduce the product are those with
the fewest links to the analyst community, and thus the firms that are
the least likely to influence other firms to adopt. Mixed asset products,
on the other hand, spread primarily among firms that perceive each
other as similar and have contacts in the market. When a product
shows promise (through an increase in the average fund size) other
firms are influenced to adopt. As suggested by Davis and Greve
(1997), a market contact diffusion channel is most often faster than a
personal network channel, which may depend on actual contact, and
not only knowledge about the actions of another actor.

Using an institutional perspective in conjunction with an eco-
nomic perspective provides an understanding of the different mecha-
nisms driving the diffusion process, and hence provides an explanation
for the differences observed in Figure 32. While an economic perspec-
tive captures the basic ‘driver’ of product diffusion (firms looking for
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profits), an institutional perspective adds the dimension of how ideas
taken for granted about how products are profitable shape the actual
behavior of firms. When the innovation in question is in line with ex-
isting norms, firm behavior is well captured by the economic model. In
the case where a product diverges from norms of how firms should
compete, however, some firms behave as if they care about aspects of
how legitimate their actions seem to other actors. To test the robust-
ness of the institutional predictions, the first analysis was expanded by
additional analyses. These analyses generated continued empirical sup-
port for the idea that firms look not only to the profitability of adop-
tion, but firms are also institutionally biased in the product introduc-
tion opportunities they perceive.

The main support for an institutional argument is the differences
in coefficient estimates of the institutional variables observed across
the controversial and non-controversial product categories. The last
question to be addressed in this chapter is whether or not these ob-
served differences in the coefficients of specific variables are strong
enough to influence the diffusion process for a product category as a
whole.

5.2.6 Constraimts and effects on the diffusion process

Given that institutional variables do pick up an institutional influence
on the competitive behavior of firms, it still remains to be seen
whether these effects are strong enough to account for the difference
in the aggregate diffusion pattern of the two product categories. Ob-
serving that the estimated coefficients of individual variables differ in
their sign across the two product classes does not necessarily mean that
these observed differences influence the aggregate diffusion patterns
of the products. Not all differences in coefficient estimates will be sig-
nificant enough to influence a diffusion process. An important ques-
tion is therefore whether or not the observed differences in the institu-
tional ‘marker’ variable are strong enough to influence the observed
difference in diffusion patterns between the product categories.
Constraining the estimated coefficients to be equal across both
the outcomes and the comparing the change in model fit from letting
the constraints go, one by one, will test what (if any) individual vari-
ables are influential enough to affect the diffusion process. Coefficients
that provide the greatest gain in model fit when released have the
strongest influence on driving differences in the diffusion processes of
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the two product categories (Greve, 1998). In a re-analysis of model 1,
all coefficients except the intercepts are constrained to be equal across
the two product categories (Table 13).
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Table 13 - Analysis using coefficient constraints

Model 5 (a constrained model)

Constrained estimates 2 value of no constraint
d.L1)
Propensity (o)
Intercept (Index & -0.5629 -1.405°%**
SRI/Mixed assets) (0.2649) (0.338)
Prior adoption 0.5369*** 12.95
(0.0337)
Length last spell -16.65%* 7.59
(7.535)
Firm age -0.0681°+** 5.44
(0.0189)
Firm size 0.4003*** 7.99
(0.0925)
Resource availability 0.1038** 0.03
(0.0359)
Number of analysts -2.08*** 37.16
(0.3401)
Average fund-size 0.3345%** 44.22
(0.0605)
Susceptibility(B)
Intercept -8.550%**F  .7.419%*
(05646)  (0.493)
Average fund-size 0.3083*** 22.02
(0.0313)
Number of analysts 0.4402°** 4.59
(0.0959)
Firm performance 0.2546** 6.13
(0.0949)
Social proximity (5)
Same type 2,263 0.30
(0.6359)
Model log likelihood -131.76
Log likelihood test 513.6***
(base-line) (d.f) (15)
Log likelihood test 104.27%%*
(model 1) (d.£) (11)

*p < 0.1;**p < 0.05;* ** p < 0.01 All significance test are two-tailed. Standard er-
rors in parenthesis. a) Note that the test against model 1 is reversed - it tests whether or
not model 1 has a better fit than model 5.
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As can be seen, the coefficient of the Number of analysts vari-
able has the second highest %2 - improvement value, much higher than
the average coefficient estimate. Relaxing the equality constraint on the
security analyst variable thus provides a significant improvement in
model fit. The largest negative effect on model-fit of constraining a
variable coefficient across the two product categories is from the Aver-
age fund size variable. There are thus clear differences in how per-
ceived profitability drives the two diffusion processes. Other coeffi-
cients, such as market growth, on the other hand, may be constrained
to equality without any significant loss of model fit. These results indi-
cate that the institutional variable has the statistical significance to in-
fluence the different diffusion patterns that the two product categories
display. Another finding, intriguing from an economic theory point of
view, is that perceived profitability affects the diffusion processes in a
significantly different way across the two product categories. Why does
the influence of the profitability from adoption variable seem to differ
across the adoption of these two product categories? At the time of
writing there is no clear theoretical interpretation of this finding, We
might speculate though that because some of the other variables differ
in their effect on the diffusion mechanisms, the relative influence of
perceived profitability differs across the product categories. This is,
however, mere speculation.

To see the effect of individual variables on the estimated hazard
rate of adoption it is useful to inspect the anti-logs of the estimated
coefficients. In a log-linear model (such as the heterogeneous diffusion
model) the anti-log provides information about the mutsplier effect for a
unit change in the variable - i.e. the change in the hazard rate by one
unit change in the variable (Tuma, 1993). The interpretation of the
multiplier with respect to the heterogeneous diffusion model is a little
less straightforward than with ordinary log-linear models. Recall that in
the heterogeneous diffusion model the total hazard rate of an adoption
event is the sum of the propensity and the corntagion effects. The multiplier
of a particular variable is therefore understood as multiplying either the
propensity or the contagion part of the sum. A multiplier of the pro-
pensity effect shows how the variable influences part of the hazard of
adoption for the focal firm, whereas the contagion effect is a multipli-
cation of the effect of observing one more adoption in the community
on the hazard of adoption of the focal firm.




196 CHAPTER FIVE

Based on the anti-log values, the multiplier effects of each of the
variables on either the propensity or the contagion part of the hazard

rate are given in Table 14.

Table 14 - Multiplier effect of variables

Unit Index/SRI  Mixed asset
fund fund
Propensity multiplier effect
of:
Prior adoption ~ Number of 1.718%** 1.795%**
adoptions (0.0802) (0.1411)
Length last spell Months 51.046%4 16,7411 %%%
(6.199) (16.4619)
Age  Firmyears 0.967 Q.77%**
(0.041) (0.0511)
Firmsize  Ln(market 1.768** 1.84*
share) % * 100 (0.3594) (0.507)
Resource availability ~Market size in 1.204%+* 0.586***
100 Mill SEK /  (0.0548) (0.103)
firm
Number of analysts Personyears/  0.0106*** 4.24
10 (0.0251) 2.1)
Average fund-size  SEK 100 Mil- 1.393%* 1.406**
lion (0.1681) (0.1877)
Multiplier effect of earlier
adoptions of:
Average fund-size  SEK 100 Mil- 0.968 1.548%**
lion (0.0877) (0.0651)
Number of analysts Person years / 1.779** 1.055
10 (0.389) (0.1469)
Firm performance ~ Change in 1.611%** 0.9662
In(marketshare)  (0.2089) (0.1914)
from last year
Same type firm 1.052 1.018***

*p < 0.1;**p < 0.05;* ** p < 0.01 All significance test are two-tailed. Standard er-

rors in parentheses.

With respect to the propensity and the susceptibility influences,
the effect of Number of analysts on the total adoption hazard for
Index/SRI funds seems to work in opposite directions. Adding one ex-
tra security analyst to the staff multiplies the firm adoption propensity
(to adopt without seeing earlier adoptions) of the hazard by 0.1 (a

8 0.01 (the anti-log value) * 10 (the unit of the number of analysts variable scaled to
10 persons).
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tenth of what it would be without that extra security analyst). On the
other hand, one more security analyst on the staff multiplied the effect
of all previously observed Idex/SRI adoptions (contagion effect) by
almost 18 times.

For Mixed assets adoptions the main driving variable is how prof-
itable a new product seems. An increase in the average fund size by
SEK 100 million (@ 1980 value) increased the susceptibility part of the
hazard of a firm by 1.4. The social proximity effect is, in comparison,
rather modest where an adoption by a socially proximate firm multi-
plied the effect of earlier adoptions only by about 2 per cent as com-
pared to the adoption by a non-proximate firm. With respect to both
product categories, every 100 million (in 1980 SEK value) added by the
average fund in that category in the market multiplied the propensity
part of the hazard rate of adoption by about 1.8 (almost doubling it).

In general, the multiplier effects provides the same impression of
what variables that really matter in shaping the diffusion processes of
the two products as model 5 does (the constrained analysis). The
Number of analysts and the Average fund size most clearly influ-
ence the diffusion processes of both the Index/SRI and the Mixed assets
products. While the other variables provide value in the model, the way
these two variables influence the adoption of Idex/SRI and Mixed as-
sets products together explain much of the observed difference in the
diffusion rates.

The closing two chapters of the dissertation expand further on
the findings of this analysis. Chapter six relates the quantitative insights
to two case studies of firms adopting controversial products. Chapter
seven then relates the quantitative as well as qualitative findings to ex-
isting theory on competition and the spread of new ideas.
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5.3 Appendix I - Integrated hazard rates for three equity
based mutual fund categories

An argument could be made that the difference in speed of diffusion
between Mixed asset funds and SRI and Fadex funds is less due to the il-
legitimacy of the adoption of the latter category than the unusual fast
adoption of the former. Estimating a non-parametric integrated hazard
rate (Nelson-Aalen®) for first adoption of three different categories of
equity-based mutual funds (Regional, Industry and Mixed assets) shows
that the adoption of Mixed asset funds has not been exceptionally fast
relative to other mutual funds. As far as equity-based mutual funds go
the adoption of Mixed assets funds has in fact been relatively slow as
seen in Figure 37.
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Figure 37 - Integrated hazard rate of three equity-based mutual funds

As argued in the text, the difference in the speed of adoption
between Mixed asset funds and Iudex and SRI funds is thus not likely to

% See Tuma and Hannan (1984) for details. The integrated hazard rate was estimated
using Rate 3.0.
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constitute an artifact of Mixed asset funds spreading at an abnormally
fast rate.




CHAPTER SIX

Controversial Products as a Strategy:
Two Case Studies

THE FINDINGS OF CHAPTER FIVE, on the one hand provide sup-
port for an economic model where firms adopt new products based
primarily on their perceived relative advantage or profitability. An in-
stitutional perspective, however, adds the nuance that some innova-
tions, not considered in line with norms of how firms should compete,
were adopted based on different criteria and more slowly. The institu-
tional interpretation also suggested that firms that were less embedded
in the institutional setting were more likely to break with these norms
and introduce ‘illegitimate’ products. An important question not ad-
dressed in the quantitative analysis is why any firm would want to
adopt a product that is considered with a greater skepticism than the
‘normal’ product? A common opinion is that it is a ‘safer bet’ to stay
with the crowd (Rao et. al., 2001), and a central tenet in institutional
theory suggests firms are penalized in economic ways for diverging
from established norms (Zuckerman, 1999).

Theory and earlier studies suggest two main mechanisms that
may induce firms to diverge from existing norms (refer discussion sec-
tion 2.4.2.2, chapter two). The first mechanism is related to the increase
in relative costs of a resource that often follows with the institutionali-
zation (and therefore increased demand for) a practice (Oliver, 1991;
Leblebici et. al, 1991). The second suggested mechanism is the de-
crease in likelihood of imitation (and therefore less intense competi-
tion) that follows the adoption of an illegitimate practice (McMillan et.
al,, 1985; Oliver, 1997). The substantive findings of the quantitative
analysis of chapter five indicate that an institutionally embedded firm is
less likely to adopt an ‘illegitimate’ product (such as an fndex or SRI
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fund), which seems to provide some support for the latter mechanism.
Firms that are aware of this may seek a ‘protected niche’ through the
adoption of an illegitimate product. Discussions in chapter three on
the historical development of the market also indicate that the resource
cost for using analysts have increased rapidly during the period of ob-
servation (see section 3.5.2.1, chapter three), lending some face validity
to the former mechanism.

This chapter presents the case studies of two firms for which the
adoption of Index or SRI funds was a central feature of their strategy.
The cases illustrate the workings of both mechanisms for breaking
with institutional norms as discussed above. Both cases draw on the
interviews with the senior managers of these firms (in 1999), as well as
other public sources.

6.1 Betting on being average: an index fund strategy

Erik Penser Fondler entered the Swedish market for mutual funds in 1994.
It is part of a larger corporate group, which also incorporates Erik Pen-
ser Fondkommission a medium sized stock brokerage firm. From the start,
Penser Fonder decided to market only index funds. As the CEO Ulf
Houlst expressed it:

“We said that we can not start the same funds as the large banks because we
do not have the same distribution network as they do. So we said Iudex,
partly because we like the concept and partly because we figured that we
would not have to bire a number of fundmanagers... .”

Mr. Houlst describes two main drivers for their choice of prod-
uct strategy — mainly the need to find a less crowded niche, but also an
advantage of being able to minimize costs of operation. They were
also impressed by the, at the time, strong performance of the index
funds in the US. All of these considerations pointed to the advantage
of marketing index funds. Penser Fonder was not first in the Swedish
market to sell index funds though. Handelsbanken Fonder introduced an
index fund already in the early 1970%. Handelshanken, however, mar-
keted their indexfund as any other actively managed fund in their port-
folio, charging the same management fee for the index fund as for
other actively managed funds.
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Penser Fonder differentiated their index offering as compared to
Handelsbanken by their pricing strategy as well as in the technical con-
struction of the fund. Firstly they priced their index funds more ag-
gressively, at a 0.5 per cent management fee, whereas Handelsbanken at
the time charged a management fee of 1.4 per cent’!. Secondly, they
registered their index funds as national funds (‘nationella fonder’), pro-
viding greater latitude in the investment choices made by their fund?,
but limiting their active sales efforts outside Sweden. These two points
differentiated the Penser Index product from the index fund offered by
Handelsbanken and their index fund could replicate the Swedish index in
a closer way than earlier index funds.

Even though Penser Fonder and Handelsbanken Fonder sold, in ef-
fect, identical products at very different prices, customers did not flock
to the Penser Fonder Index funds. A Swedish index fund replicates the
general development of the Swedish stock market, regardless of who
manages it. The difference is that when Handelsbanken manages the
fund, the management fee is 0.9 per cent of the assets, whereas if Pen-
ser Fonder manages it, the management fee is 0.5 per cent. The luke-
warm customer response is curious from an economic perspective, but
understandable from a regulatory perspective. One reason for customer
immobility is the tax structure. As expressed by Mr. Houlst:

“... .capital gams taxation... It is an important reason for consamer irmo-
bility. Another issue is, of course, that people have mary other links with
their banks. You bave loans, perhaps a firm. People have a relationship with
their bank. Then there is tradition, Uad used this bank and so will I’
Money is not very fluid. We have noticed that.”

As discussed in chapter three, the present tax system serves to
lock in funds already invested in mutual funds as changing from one
fund to another may incur a 30 per cent capital gains tax. This effect
was mentioned by most of the executives and also pointed out as a
major impediment to competition in the market by a Government re-
port on the future of the financial markets in Sweden (Dennis, 2000).

91 Subsequently after some media attention, Handelsbanken reduced their fee to 0.9
per cent.

92 A ‘national fund’ is less restricted as to how heavily they are allowed to weight a
particular asset (where a ‘normal’ mutual fund is limited to holding less than 10 per cent of
1ts assets in one equity).




TWO CASE STUDIES 203

One of the arguments for choosing to enter the index product
niche was the wish to avoid direct competition with larger firms. Mr.
Houlst reasoned that the risk of larger firms introducing a large num-
ber of index funds is limited, primarily due to the potential for internal
conflicts:

“I would not like to run a mutual fund firm that sells both managed and
index funds.... I would not want to have a managed Swedish broad obyectice
fund and a similar index. funds. Because then I bave... as it looks today, I
charge 1.5 per cent for the managed fund, and 0.5,0.6 [per cent] for the in-
dex fund. And I know that [after a while], the index fund performs bet-
ter... How can I keep my price up on the managed fund? How can I moti-
ey customers to buy it?”

However, imitation of the index concept was not seen as only
negative though. As the idea of index investment was relatively new
among consumers, Mr. Houlst saw possible positive marketing exter-
nalities.

“... I am bappy the more firms propagate for the mdex [concept]. It is
good.... I mean, this is the alternattve to traditional management... Basically
1 feel that it [rmitation] is good, We do rot bave the strength 1o spread the
index concept on our own.

But all imitation was not seen with equal joy. Larger firms start-
ing index funds were seen as potentially threatening.

“... there is a clear risk that large foreign firms ertter when the PPM?3 allow
index products. We then have to rely on the Penser name being appreciated.
We have a good, strong brand, which is not very cammon. And also the
feeling that the money inested stays in Sweden.”

6.1.1 Has the index niche strategy workeds

By the year 2000, three other firms had introduced index funds in the

Swedish market - all of them small firms and relatively new entrants.

Penser Fonder has retained its position as the second largest actor (after
Handelsbanken) in the product niche for index funds, and their main

93 The new pension system, see discussion in section 3.3.3.2.
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hope for the future has been the introduction of the Prenigpension sys-
tem PPM (the new pension system, see the discussion in section
3.3.3.2, chapter three). While the bet that few other large firms would
enter the index niche seems to have been correct, there is also the
question of whether the index niche is an attractive niche to be in at all.

At the time of writing this case study the figures of the first and
second PPM investment rounds show that Pewser Fonder took a 0.4 per
cent market share in both of these investment rounds, which places
them in the lower half of the list of firms participating in the PPM.
Penser Fonder attracted about half the market share of another firm that
entered the market in 1996, but which focused on the niche of Sodally
Responsible Irvestment — KPA. There are several different possible expla-
nations for the difference in success rate in the new pension system
though. Firstly, the Premie Pension authority (Prenigpensions myndigheten)
only allowed Penser Fonder to enter its Swedish index fund, not their for-
eign index funds. As the Swedish stock market plummeted shortly after
the first PPS selection fund, Swedish index funds have not been very
attractive investment vehicles to most investors. Secondly, KPA - being
the mutual fund subsidiary of a communal workers’ union - had a
‘captive’ customer base to roll out their products to. It is thus difficult
to attribute the difference in the success rates of these two firms to a
difference in the attractiveness of these two niches. What 1s clear,
though, is that the most successful independent entrant, judging from
the PPM figures, is Didner & Gerge. This is a small (two-man) firm that
offers only one actively managed fund, but they took a market share of
4.7 per cent, ahead of several of the large banks that have traditionally
held the market in a strong grip. Didner & Gerge has shown a very
strong asset management record, and they have received much media
attention as the ‘David’ against the ‘Goliath’s’ of the mutual fund in-
dustry.

So, while entering the index niche has meant limited competition
from other large actors, customer interest in this niche has also been
limited, leading to modest growth prospects (in terms of market share).
While the limited interest from large actors provides relief from com-
petition, it also probably bounds consumer awareness of the product
niche due to smaller marketing externalities.

The next case study is of a firm that made the entry into the
niche of Socially Responsible funds central to its strategy.
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6.2 Salvation through Socially Responsible Investment

The second case relates the story of one of the first independent firms
active in the mutual fund market. The firms had to change competitive
niche in the early 1990’s and became synonymous with socially respon-
sible investment in Sweden - Banw Fonder.

Banco Fonder was established in 1975 as the common fund man-
agement firm of Prounsbankerna — a confederation of six local banks.
Bancwo Fonder provided the fund management services, and the local
‘province’ banks distributed these to their customers. The arrangement
meant that Banw had little direct contact with the end customer, and
therefore was rather unknown to the average consumer. By the end of
the 1980, most of the Provmshankerna had been acquired by larger ac-
tors and the distribution channel of Banw disappeared. As the CEQ,
Mrs. Kajsa Lindstahl recalls:

“I had been the managing director for a couple of years, this was m 1988-
89 and [ wanited to showthat it was possible to survive on fund management
onby [without having to be a banky]... .How does one find a niche so that
conswners find us instead of the banks? Where are the customers who are
wnsaatsmougbtolookoneextmmaebqﬁrer})eydaooseaﬁmdmest

. The third [consideration] was that at beart I an a bumanist ... I
donotlz/eethetal/eof vaw capitalisn’ and want 1o show that money is a
tool. Sweden is permeated by charity orgarizations, a lot of people are mem:-
bers of these organizations, and they are activemenbers. If you set up funds
where they can access the stock market and stmultaneously support their or-
ganization, perbaps we could, in addition to their bank savings, induce them
to savemoney to support for example, Amnesty orSave the Children. If
you. cooperate with these organizations, you can find the distribution charmels
50 that you can by-pass the banks and veadh the socially conscious indsvidu-

ﬂls. »

One of the main arguments for entering the niche of SR/ was
thus the perceived lack of competitors in the niche, as well as the pos-
sibility of targeting a customer group that would be ‘conscious’ enough
to break away from the dominance of the large banks. The central idea
was to start ‘charity funds’ (Ideella fonder). These are ‘normal’ mutual
funds, but they pledge a certain percentage of the assets under man-
agement to some charitable cause. A novel feature of the Banw charity
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funds was that every fund was tied to several non-governmental or-
ganizations, or charities (such as Anwmesty International). The investor
could then choose what particular organization would receive a part of
their gains from the mutual fund. By connecting a number of charty
organizations to the fund, Bancw Fonder counted on interesting the char-
ity organizations in informing their members about the Bauw funds.
Initially the main skepticism to the idea of combining the world of
business with the world of charity organizations came not from within
the business community, but rather from the charity organizations. The
idea of working together with ‘speculative interests’ such as a mutual
fund management firm seemed strange to some.

From charity funds came the idea and incentives to launch the
first Socially Responsible Investment (SRI) fund in 1994. While Banwo
Fonder was not the first firm in Sweden to launch an ethical mutual
fund®4, it was the first firm to make it central to its product market
strategy. The management of an ethical fund includes applying an ethi-
cal selection criterion to the firms the fund manager is allowed to in-
vest in. For investments in ethical Swedish firms, Banw has the compe-
tence to do ethical screening ‘in-house’, but for the selection of foreign
firms as ethically sound they rely on cooperation with an external advi-
sor. For the management of their environmental fund, they cooperate
with an environmental organization -~ The Natural Step (Det Naturliga
Steget), which provides the environmental screening of firms to invest
in. This concept has since been expanded and Banco now (by 2000) of-
fers several different SRI funds and they are collaborating with Gldad
Risk Managenent Servies in London for ethical screening of interna-
tional firms. Banw Foruder is also working on becoming more ‘proactive’,
so that the use of negative selection lists can be developed into a more
positive stance of supporting socially responsible business practices.

Banco Fonder was first imitated by Wasz Fonder (a subsidiary to an
insurance firm) and then, in 1996, KPA entered as the second firm that
had SRI as the main strategic focus. With respect to the effects of small
imitators, Mrs. Lindstdhl reasons in much the same way that Mr. Houlst
of Penser Fonder did - imitation is good in the sense that it helps pro-
mote the concept, but bad when the large firms enter.

94 Robur started the Swedish Church mutual fund in 1980, which did not invest in al-
cohol, tobacco or weapons.
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“... We feel the competition keenly. It is natural that when the large dragons
enter, it is SEB and Skandia and Wasa who also do this, it increases com-
petition. At the same time it is also good that move ethical funds are started
so that the media and customers understand that there is not just one ethical
concept.... .1t is good when there is a debate [around the product].

6.2.1 Did the SRI niche strategy succeed?

From 1990 to 2000 few larger actors have entered the SRI product
niche, and Banw Fonder has held a dominating market share in the niche.
Mrs. Lindstdhl attributed the main reason for the lack of larger firm
entry to the skepticism in the concept of SRI in the industry. However,
competition from other small actors is growing tougher. In the PPM
(Premiepensions Myndighet) investment round in 2000, Bano gained a
market share of 0.77 per cent - as much as the main competitor KPA
did. However, in the investment round in 2001, KPA increased their
market share to 1 per cent, while Banw reduced their market share to
about 0.65 per cent. While it seems that the SR niche has been secure
from the larger firms, there is still competition from other smaller
firms. It is, however, very uncertain to judge the success or failure of
entering the SRI product niche from the numbers of the PPM market
shares. Industry analysts have suggested that the PPM selection was
not as much a mutual fund selection process as a pension selection
process. That is, the investors that invested their money were investing
in pensions. A possible consequence was that mutual fund firms that
were perceived as ‘pension firms’, rather than ‘mutual fund firms’ were
more likely to be selected by the investors. Looking at the distribution
of market shares from the first PPM selection round, this explanation
seems to hold some face validity as the major gainers were the insur-
ance firms and the, formerly, pure-play pension firms.

Focusing on the SRI product niche seems to have been relatively
more successful than focusing on the index niche, judging from figures
from the PPM investment rounds. It is however still a far cry from the
success of Didner & Gerge who are active in the much larger (and more
competitive) product niche for actively managed Sweden funds.

6.3 Better to be a big fish in a small pond or vice versa?

The two cases from the mutual fund industry show evidence, at least in
the form of ex-post rationalization by managers, of both of the
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mechanisms described in chapter two as to why firms would choose to
break with existing norms. Managers of both firms explained their en-
try into the niches of Fudex funds and SRI by the need to avoid direct
competition with the larger firms. Only the firm entering into the Index
niche claimed to do so for cost-saving reasons, but both firms thought
their moves would be unlikely to be imitated by other larger firms due
to what they termed as ‘internal resistance’ in the larger firms. The case
studies thus provide some face validity and an illustration of an institu-
tional interpretation of the main findings of the quantitative analysis of
chapter five.

Both firms in the case studies seem to have bet on it being better
for a new entrant to aim for a relatively un-crowded niche, which may
lack in legitimacy and size, than to enter the fray and compete with the
larger firms for the established and larger niches. The managers who
broke with norms as their core strategy, claimed that they had done so
for the very reason of avoiding head-on competition, and they thought
that their main protection against the larger firms was that they did not
consider their chosen product niche as ‘proper’. However, they were at
the same time concerned that the product niche should not be too
small - that it would be difficult for them as lone advocates for a new
product niche to gain consumer awareness. They saw the need for help
in ‘breaking the ice’ with consumers with respect to the new product
category. In essence their dilemma reflected that of being a small fish
in a large pond or a big fish in a small pond. Ideally for a small firm to
succeed, the product niche entered should be low on competition
(‘outrageous’ in the eyes of the competitors) while at the same time at-
tractive for consumers to invest in.

Looking at the average size of a mutual fund over the first four
years after introduction by a small firm provides some interesting fig-
ures for speculating about such a trade-off. These figures, it must be
emphasized, are a very rough cut at estimating how well small firms
fare in their efforts to enter different product niches. There are sam-
pling issues as well as the period - specific issues. To control for the
time that a mutual fund has existed (which is normally positively related
to its size), the sample includes only the first four years of the mutual
fund, and only funds that have existed 4 years or longer (by the year
2000). To control for obvious differences in sales and distribution net-
works, only firms that are not owned by banks or insurance firms were
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sampled, leaving a modest sample of 12 firms for which data was avail-
able. A more troublesome issue is the period specific difference in
growth of the underlying assets. For example, the regional funds, in-
cluding Russia funds (part of the region fund category), performed
very well during this particular period (the end of the 1990%) and firms
that may have sold even moderate amounts of fund shares would still
control large funds, mainly as an effect of the positive development of
stocks in Russia. Despite these measurement shortcomings the figures
provide a rough estimate of the average fund size over the first four
years of the mutual fund for each of these product categories. The
numbers provide an indication of the expected fund size that a small
firm entering a new product into each of these different product cate-
gories would achieve.
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Figure 38 - Average fund size (over first four years) for small firms

Entering the Global fund segment gave the highest average fund
size after the initial four years. Small firms entering the large ‘bread-
and-butter’ product niche (Swedish equity funds) were approximately
as successful an entry as entering an industry or hedge fund niche.
Similarly, firms entering the /ndex or SRI niches fared approximately as
well as firms entering most of the other more established product
niches. An exception is the Mixed assets niche, where the average size
was significantly less than for the other funds. This figure must be
treated with skepticism as there was only one firm in the data set that
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had entered this product niche by 1996 (allowing for four years of
data), although several entered by 1998. While treated as rough esti-
mates, these figures suggest that for the average small firm, choice of
product market niche does not matter greatly for the expected value of
niche entry.

The next, and final, chapter discusses the findings of this disser-
tation in relation to earlier empirical studies and the theoretical under-
standing of how firms compete.




CHAPTER SEVEN

Discussion and Conclusions

HOwW DO ECONOMIC INCENTIVES and institutionalized norms of
appropriate firm behavior influence the ways firms choose to compete?
The initial example of the Swedish hilsoben mdustry where firms, al-
though seeing other industry members flounder and fail, refused to
change in ways incompatible with traditional norms illustrates some of
the main considerations investigated in this dissertation. Do concerns
of profitability or appropriateness guide organizational and strategic
change - or do both? In contrast to the slumbering (dying?), economi-
cally peripheral, Swedish hilsoben industry, the empirical focus of the
dissertation is on competitive firm behavior in the very ‘gut’ of the
market economy - the financial sector. Using the product market be-
havior of mutual fund firms as a proxy of competitive firm behavior,
the interaction of competitive norms and economic incentives on
competitive behavior is investigated. Diffusion theories from an eco-
nomic, a sociological and an institutional organization perspective form
the theoretical framework for addressing the competitive product mar-
ket behavior of these firms. The economic diffusion model, where dif-
ferences in perceived product profitability is thought to guide diffusion,
is contrasted with a sociological and an institutional perspective, where
social position of earlier adopters as well as the cultural understanding
of the diffusing product is also seen to matter.

A retrospective, qualitative, historical study of the development
of the mutual fund market in Sweden provides an understanding of
how the market for mutual funds was constructed. Norms of com-
peting congealed among firms over time as a result of regulative ac-
tions, societal change, the professionalization of security analysts and
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the individual firm’s strategic choices. Salient norms of competitive be-
havior include the value of ‘active asset management’ as the main sell-
ing argument of mutual funds and the concomitant importance of se-
curity analysts in the industry. This historical understanding of the
competitive context and the norms held about how to compete is then
used to frame specific hypotheses about how different new product
categories are expected to diffuse through the industry, and about what
firms are expected to be leaders and laggards respectively. In particular,
the product introduction behavior of firms with respect to the adop-
tion of Mixed asset funds, Index funds and Sodially Responsitle Frvestment
funds are investigated over the competitively most turbulent decade
from 1989 to 2000. Firms that embody the existing competitive norms
of active asset management are hypothesized to be particularly unlikely
to adopt products that break with these norms, as predicted by an in-
stitutional model of diffusion. On the other hand, these firms are
thought to be likely early adopters of products that are in line with
competitive norms, following the economic diffusion model. Other
firms, that for various reasons do not espouse the values of active
management, are hypothesized to be relatively more likely to adopt
products that break with existing norms. Firms are thus hypothesized
to introduce new products according to perceived profitability, and also
according to what is seen as appropriate in relation to how they see the
competitive norms in the industry. Such ‘product controversiality ef-
fects’ are hypothesized to be influential even when relative efficiency of
the product in question is controlled for.

The hypotheses are tested quantitatively using longitudinal event-
history data and a diffusion model that allows for firm-level heteroge-
neity in adoption behavior. Results indicate support for the hypothe-
sized differences in firm-level likelthood of adoption of differently ‘e-
gitimate’ products, predicted by their institutional embeddedness. Mixed
asset funds are more likely to be adopted by firms that espouse the
norm of active management and employ many security analysts. Rela-
tive performance of the product is also strongly influential in the
adoption decision. Conversely, Index and Socially Responsible Ireestment
funds are more likely to be adopted by firms that do not exhibit the
signs of espousing the norms of active management. The spread of

these product categories through the adoption communities also seems
to follow from different mechanisms. While Mixed asset funds diffuse
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through market contacts among similar firms, driven by perceived
product performance, Jndex and SRI funds diffuse on the basis of pro-
fessional network contacts with earlier adopting firms. The findings
support the economic diffusion model, where the product in question
conforms to competitive norms, and the sociological diffusion models
where the product deviates from prevalent competitive norms.

The main quantitative empirical finding is the negative relation
between the number of security analysts employed and the likelihood
of adopting either an Index or a SRI mutual fund. Conversely, the
number of analysts employed was found to be positively related to the
likelihood of adopting a Mixed assets mutual fund. The negative relation
between the likelihood of adopting hudex funds and the number of
analysts employed has several possible alternative explanations. Firstly,
if the number of security analysts is a proxy of firm size, index funds
may be less likely to be adopted by large firms as they may cause a rela-
tively larger substitution effect than for smaller firms. The substitution
(or cannibalization) effect takes place where customers shift invest-
ments from actively managed (at a higher management fee level) to in-
dex funds (at a lower fee). Larger firms, that employ more analysts,
would then be relatively more reluctant to introduce index funds
smaller firms would be. There are two problems with such an inter-
pretation though. Firstly, firm size (as measured by market share) is in-
cluded in the analysis and should capture any ‘firm-size’ specific effects.
Secondly, if the negative relationship is a ‘cannibalization’ effect, there
should be such an effect for the SRI funds as they command at least as
high management fees as other actively managed funds. As shown in
section 5.2.2, however, the negative relationship between likelihood of
adoption and the number of analysts employed holds for SRI funds
too. The finding that both an actively managed (SRJ) and a passively
managed (lndex) fund relate in the same way to the number of analysts
employed provides some support for an institutional interpretation.
The negative relationship can be interpreted to stem from a shared
‘breaking of norms’ rather than the specific features of the individual
products.

Another alternative explanation would be a ‘competence’ inter-
pretation of the negative relationship between analysts and the likeli-
hood of Index and SRI fund adoptions. An economic (resource-based)
argument would be that firms with money invested in a strong security
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analyst resource base (many analysts) would rationally be less likely to
adopt a product (fndex funds) that does not make use of this resource
base, but at the same time utilizes the distribution channels. Again,
while this argument has face validity with respect to the adoption of
index funds, it 1s difficult to see why SRI funds show the same negative
relationship as fudex funds. A possibility would be that SR/ fund man-
agement places totally different competence demands on the analysts,
so that a ‘normal’ analyst is useless with respect to the management of
a SRI fund. There 15, however, a well-functioning market for SR/
screening services, where a specialized firm? provides lists to SR/ fund
managers of firms that are not ‘sanctioned’ to invest in from an envi-
ronmental, or ethical point of view. The fund manager then chooses
from a more restricted ‘universe’ of possible investments for the fund,
and the competence required from the fund manager remains the
same. Most of the firms that have adopted SR/ funds in the Swedish
mutual fund industry use one or more screening firms in this fashion.

Related to the competence view, and even more so with an in-
stitutional view, is a third alternative interpretation - the organization-
political view. If security analysts are important actors in the mutual
fund firm, as is argued in chapter three, their collectively held profes-
sional likes and dislikes of fund categories may play an important role
in the actual product market behavior of the firm. This explanation is
arguably not an alternative to the above institutional interpretation as
much as it is a complementary explanation at a different level of analy-
sis. As argued in chapter three, security analysts may have good reason
to dislike the adoption of index funds as it challenges their professional
role. Also SRI funds may be looked upon with some professional
skepticism as it embodies a belief that social responsibility is a sign of a
successful firm. Smaller firms where internal resistance would be less
might, according to this line of argument, be more likely adopters.
Lack of process-level data in this dissertation, however, renders it im-
possible to claim that the observed outcome of the analysis is a result
of political maneuvering by security analysts.

Case studies of two firms that have adopted Index and SR/ funds
then allow further interpretation of the quantitative findings. Managers
of these firms claim that entering these product niches was a conscious

% For example, in Sweden Caring Company or Det Naturliga Steget provide such
services.
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strategic decision primarily to escape head-on competition with the
larger firms in the industry. Their assumption for why these particular
products would provide a sheltered niche was the umallingness of the
larger firms to imitate them, rather than the low profitability or the dif-
ficulty of imitation (as is suggested in most strategic management theo-
nies). Another issue from the cases, however, is that new products in
this market gain from marketing externalities - meaning that some
imitation is beneficial to the innovator. In the end, the main strategic
issue faced by these firms seems to be whether it is better to be a large
fish in a small pond, or vice versa. Rough empirical evidence however
indicates that there is little difference to a small firm whether it enters a
legitimate (large) or an ﬂlegmmate (smaller) pond.

These fmdmgs are interesting both from an empirical as well as a
theoretical point of view. At an empirical level, the findings contribute
to the vast field of diffusion studies as well as to the considerably
smaller field of how industry-wide norms influence a firm’s behavior.
Theoretically, the findings are interesting mainly from the point of
view of theories of competition and competitive behavior, such as the
issue of barriers to imitation in the strategic management literature,
theories of change in institutional organization theory and ideas of
product niche establishment in organizational ecology.

7.1 The empirical contribution - dealing with a ‘pro-
innovation bias’ in diffusion studies and an out-of-
sample study of how societal norms influence firm be-
havior

7.1.1 The (diffssion) path less traveled

At one level, this dissertation reports on just another diffusion study -
one in a very long line (c.f. Rogers, 1995; Strang and Soule, 1998). A
novel feature of this study is that it investigates the spread of innova-
tions of differing legitimacy in an adoption community, While several
earlier studies have investigated the diffusion of ‘controversial’ innova-
tions (c.f. Leblebici et. al, 1991; Davis and Greve, 1997) such studies
have typically not predicted differences in diffusion patterns as a func-
tion of divergence from norms but rather recorded these as interesting
empirical outcomes. Additionally these studies have focused on the dif-
fusion of practices and ideas for which the relative efficiency is difficult
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to judge, thus providing limited insight into how innovation content
matters in relation to concerns about efficiency. Three features of the
research design of this particular diffusion study thus set it apart from
earlier diffusion studies. Firstly the dissertation employed a multi-
innovation design, following the diffusion of several innovations
through a single adoption community. Secondly, the innovations were
not selected on their ‘economic impact’ or salience; instead one of the
product categories investigated was widely considered controversial to
adopt by many actors in the industry. Thirdly, the relative efficiency of
the product innovations studied were easily observed for the adopting
firms. These features represent ‘the road less traveled’ by most diffu-
sion researchers, and in this case, the road that made all the difference.

7.1.1.1 A study of multiple innovations

As suggested by Strang and Soule (1998) much can be learnt about dif-
fusion processes by studying the spread of multiple competing innova-
tions through a single adoption community. Firstly, product innova-
tions are most often not adopted in a competitive vacuum but the in-
troduction of related products may play a role (c.f. Burton, 1994). Sec-
ondly, and more important to the aim of this dissertation, when inves-
tigating differences in adoption behavior across firms theorized as out-
comes of, for example, legitimization processes, it is essential to have
variation in the degree of legitimacy of the different innovations
adopted. Had this been a single-innovation analysis, or if all mutual
fund products had been conflated to a single category, the quantitative
results would have been strongly supportive of the standard economic
framework. The product introduction behavior of firms in the mutual
fund industry would have been understood to follow tightly on profit
perceptions as predicted by standard economic theory®. Distinguish-
ing, in the analysis, between a set of products that break with and one
that conforms to existing norms of how firms should compete in the
market for mutual funds provides a richer picture of the diffusion pro-
cess.

7.1.1.2 Pro-innovation bias and differences between an economic and
sociological diffusion model

As discussed in chapter two, few diffusion studies stay clear of the

‘pro-innovation bias’ that comes from studying the diffusion of inno-

% See results in Appendix I to this chapter.
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vations that have, ex post, proved to diffuse successfully. This study
dealt explicitly with the pro-innovation bias by including not only inno-
vations that had diffused well, but also those that had (in the same time
period and in the same adoption community) not diffused equally well.
This inclusion, while not directly providing new theoretical insights
into the field of diffusion research, provided an opportunity to show
the potential complementarity of the economic and sociological fields
of diffusion research. The findings suggest that the economic diffusion
model predicted the diffusion of the legitimate product (Mixed assets
funds) well. This is not an entirely surprising finding since a common
empirical strategy of diffusion economists has long been to sample
‘economically significant’ innovations, i.e. innovations that have dif-
fused widely. Such innovations are not likely to have been controversial
with the adoption communities and consequently variables that denote
institutional embeddedness would be of little predictive value. Includ-
ing institutional variables, on the other hand, provided improved pre-
dictive power in particular with respect to the diffusion of innovations
that were considered controversial in the industry setting. Hence, the
suggestion of chapter two that the apparently divergent findings of the
sociological and the economic diffusion fields can actually be seen as
complementary to a degree seems to be supported. Diffusion research-
ers could thus use the more parsimonious economic diffusion model
when investigating the spread of innovations which conform with ex-
isting norms. When investigating the spread of controversial innova-
tions, on the other hand, an institutional diffusion model needs to be
used.

7.1.1.3 Concerns of efficiency and appropriateness

The dissertation also contributes by simultaneously investigating the
content and relative efficiency effects of innovations. Most earlier em-
pirical studies of content effects of innovations have focused on inno-
vations for which the relative efficiency is difficult to judge such as or-
ganizational practices (c.f. Kraatz and Zajac, 1996; Davis and Greve,
1997). In contrast, this dissertation investigates the spread of new
products, for which sales figures are available within a couple of
months of introduction, providing adopters (and potential adopters)
with a clear picture of the relative efficiency of the innovations. This
feature allows for investigating whether or not concerns of appropri-
ateness are significant when firms also can take efficiency considera-
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tions into account. The findings of this dissertation indicate that con-
cerns of appropriateness are significant, even when controlling for the
relative efficiency of the product innovations. The Number of ana-
lysts employed variable added significant predictive value to the model
together with the proxy variable for relative efficiency (Average fund
size). In fact, looking at the multiplier effects of the different variables
in the model (see Table 14 page 196) both the legitimacy’ and the ‘effi-
ciency’ variables come across as the most influential vanables in the
model.

7.1.2 The influence of society-wide norms on the campetitive bebavior of firms
The dissertation also makes an empirical contribution, by providing an
‘out-of-sample’ study, to the nascent empirical literature on how soci-
ety- and industry-wide norms influence firm behavior (Haveman and
Rao, 1997; Thornton and Ocasio, 1999; Lounsbury, 2001; Ogbonna
and Harnis, 2002). While Haveman and Rao (1997) investigate the ef-
fect of societal change on the organizational forms of thrifts in Cali-
fornia, Thornton and Ocasio (1999) show that sources of executive
powers in organizations differ across historical contexts. Related to the
present study, Lounsbury (2001) studies the influence of a change in
the professional status of security analysts on the product introduction
strategies of mutual fund firms in the US. The dissertation contributes
to this literature by providing an out-of-sample empirical support for
the main contention ~ that society- and industry-level norms influence
firm behavior. Chapter three details the historical context into which
product adoptions have taken place and these hypotheses are investi-
gated in the quantitative study. All earlier studies in this field have been
in the institutional context of the US., whereas this study deals with a
European institutional context. Furthermore, earlier studies have all
been deeply rooted in the sociological tradition, whereas the present
study also offers an explicit economic perspective on the findings.

7.2 The theoretical contribution - institutions influenced
by competition and competition influenced by institu-
tions

A finding in the analyses above is that the standard economic diffusion
model explains imitation behavior well (a central part of competitive
behavior) when the innovation in question is in line with existing com-
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petitive norms in the industry. Where the innovation contradicts such
norms, however, the inclusion of institutional variables improves the
explanatory power of the model significantly. This finding has implica-
tions for understanding influences on and the effects of economic in-
centives and norms on the competitive behavior of firms.
7.2.1 Institutional theory and dhivers of mstitutional change
Competition may provide direct as well as indirect incentives for firms
to adhere to as well as break with institutionalized ideas of how to act.
From an institutional theory perspective, the notion of an organiza-
tional field is central, and a key proposition is that in most organiza-
tional fields the actions and forms of organizations become increas-
ingly homogeneous over time. Resource competition along with regu-
latory, cognitive and normative mimetic processes are seen as key driv-
ers behind the increasing homogeneity in fields (DiMaggio and Powell,
1983). Given that even institutionalized settings, such as old industries,
do change over time an important question is how change occurs in an
institutionalized field (c.f. Leblebici et. al., 1991; Greenwood and Hin-
ings, 1996). Apart from providing incentives for homogeneity, compe-
tition has been shown to induce firms to change in ways inconsistent
with prevailing norms by pressurizing some firms (that are not doing
so well) to adopt less common practices to mitigate the effects of
competition (Kraatz and Zajac, 1996). Greve (1996) shows another ef-
fect of competition on change and i1somorphism in a field. He finds
that patterns of imitation of competitive positions follow social struc-
tures and competitive interaction which, under widespread imitation,
lead to an increased heterogeneity in an organizational field. The argu-
ment is that while firms behave as predicted by a theory of isomor-
phism (they imitate ‘significant others’), their ‘role models’, or the firms
they are most likely to imitate, are not those they share the local market
with. This is because firms are more likely to notice the actions of
other firms that they have a social connection to, and are also less likely
to take actions that would increase competition in the local market. The
result is that while firms do imitate the actions of other firms, they of-
ten imitate ideas and practices from other markets so as to minimize
negative competitive effects and local organizational fields become
more heterogeneous through competition.

In the mutual fund industry in Sweden, the value of ‘active man-
agement’ is a norm of competition institutionalized during the 1990’s.




220 CHAPTER SEVEN

The institutionalization of this idea can be seen partly as an effect of
increased competition for consumers during the 1990%. Some firms
broke with this norm, however, and introduced frdex and SRI funds
and employed fewer analysts. What firms chose to defy the norms? Ac-
cording to the findings of Kraatz and Zajac (1996), the competitively
disadvantaged firms would be more likely candidates to introduce a
controversial product. Quantitative analysis of firms in the Swedish
mutual fund industry however provides limited support for such an ex-
planation?”. The case studies, on the other hand, provide examples of
firms that defied the norms as part of a calculated strategy. One strat-
egy was to reduce costs associated with complying with institutional-
ized norms (expensive analysts), in line with earlier findings by Leble-
bici et. al., (1991). Another strategy was to seek out a niche that would
be secure from the largest firms, in line with the findings of Kraatz and
Zajac (1996). The firms that did this, however, were not ‘failing’ firms
in the sense that they had recently lost market shares. In fact, firms that
were doing well (had recently gained market shares) were shown in the
quantitative analysis as more likely to be influenced by the adoption of
a controversial product (see Table 7). These findings indicate that firms
may have direct and indirect competitive incentives to break with
norms. A direct incentive was that some firms chose a controversial
fund to avoid directly competing with larger and more powerful firms.
This choice was ‘forward-looking” because the firms had not already
had lost market shares, but they wanted to avoid losing market shares.
An indirect competitive effect was that due to competition for re-
sources (security analysts) the cost of that resource increased suffi-
ciently to induce some firms to adopt index funds, where the costly re-
source of security analysts are not needed. Both of these incentives to
break with norms provided a greater heterogeneity in the collective
product market offering of the industry - there was a wider variety of
funds on offer by the end of 1999 than by the end of 1989 (see Figure
2 on page 53).

The findings of the dissertation thus provide some support to
findings of the (relatively few) earlier empirical studies that directly re-
late competition to institutional change (c.f. Dacin, 1997; D’Aunno et.
al.,, 2000). Competition drives institutional change in a direct (threat of
lost market shares) and in an indirect way (increased resource cost). In

97 See results in appendix II to this chapter.
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addition, the dissertation also relates the findings in the opposite way -
the next section discusses how institutionalized norms influence the
way firms compete. Observed differences in how notions which are
taken-for-granted as to how to compete shape the product adoption,
and thus imitative, behavior of firms. This finding has implications for
theories of a firm’s competitive behavior. Two such theories are those
of strategic management and organizational ecology.

7.2.2  Strategic management theory

From the point of view of strategic management theory, the finding
that firms imitate new products partly dependent on how they perceive
the legitimacy the product, takes issue with the central assumption of
keen firm imitation behavior (c.f. Macmillan et. al,, 1985; Rumelt,
1995). Economic diffusion literature (from which the assumption of
keen imitation behavior has been adopted) is, as argued in chapter two,
empirically weak on the study of innovations that have been seen as
controversial in the adoption community. Instead, the focus has been
on innovations already successfully diffused. As found in this disserta-
tion, such innovations diffuse in line with the predictions of the eco-
nomic model, providing further support for entrenched ideas about the
competitive behavior of firms. The solid empirical finding in industrial
organization economics of firms as keen imitators evokes an imagery
of firms ready to descend on a successful innovation like a pack of
hungry wolves (c.f. Barney, 1991; Peteraf, 1993). The persistence of
this notion has led a number of thinkers in the field of strategic man-
agement to speculate about the extra-ordinary qualities an innovation
must possess to generate sustainable advantage to an innovator. Ideas
have centered around either the impossibility of competing firms to
imitate due to patents, the complexity of an innovation (c.f. ‘Levin et
al. 1987; Reed and DeFillippi, 1990; Porter, 1996; Rivkin, 2001), or the
poor profitability to firms of imitation due to the lack of complemen-
tary resources (Wernerfelt, 1984; Teece, 1987a; Barney, 1991). The ar-
gument has been that as firms are keen imitators, a profitable innova-
tion that can be imitated will be imitated very quickly.

Other authors have, however, voiced concern about the neo-
classical view of the firm, arguing that there is a lack of social richness
in such a view of the firm (Nelson, 1991; Barney and Zajac, 1994;
Dacin et al. 1999). Recognizing that imitation takes place in an organ-
izational context, several authors have also speculated about strategic
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imitation behavior as partly influenced by organizational issues such as
internal politics, uncertainty and organizational “frictions’ (MacMillan et
al. 1985; Schoemaker, 1990; Rumelt, 1995). Other authors have sug-
gested alternative impediments to imitation behavior based in the com-
petitive context of the firm (Miller and Chen, 1994b) as well as in the
institutional environment of the firm (Oliver, 1997).

The empirical focus of this dissertation explicitly excluded the
questions of impossibility of imitation by selecting an empirical con-
text where there were no patents, and product innovations were techni-
cally simple. Instead, it focused on the influence of institutionalized
ideas on the imitation behavior of firms. The findings support the
theoretical notion of ‘institutional isolating mechanisms’, where some
competitive actions are not imitated due to their perceived illegitimacy
with a large section of firms in an industry (McMillan et al., 1985;
Oliver, 1997). Oliver (1997) argues that the resource acquisition deci-
sion of firms has mainly been assumed to be rational in strategic man-
agement theory. Instead she argues for understanding managerial deci-
sion-making as motivated by economic rationality but constrained by
the institutional context of the organization and thus the decision-
maker. While not investigating the specific resource acquisition deci-
sion of firms, this dissertation is supportive of the general contention
of the value of including both economic and institutional aspects of a
firm’s competitive behavior.

The findings could also be seen from the perspective of earlier
findings of ‘competitive inertia’ affecting a firm’s competitive behavior.
Miller and Chen (1994b) find that firms sometimes display ‘competitive
inertia’ - an abnormal slowness in reacting to the competitive moves of
their peers. They see inertia as based primarily on a lack of firm-level
incentives to act — i.e. firms that had performed well and had a limited
exposure to different markets were most likely to be competitively in-
ert. While the findings of this dissertation can be interpreted in terms
of ‘competitive inertia’ (slowness in imitating), there is a difference in
where the sources of this inertia are thought to come from. Miller and
Chen assume that all competitive actions are equally likely to be im-
plemented by all actors, but that differences in how fast they are actu-
ally implemented depend on the #ucentszes of firms to implement them.
These incentives are primarily seen as stemming from either the per-
formance history of the firm (where poor performance is thought to
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‘spur’ any action) or from the experience base of the firm (where a
wider experience is thought to lead to a wider repertoire of actions).
The argument of this dissertation is that the likelihood of a specific
competitive action being undertaken is dependent bath on the firm and
the focal action. Some products are more controversial in a particular
setting, and some firms are more sensitive to the legitimacy of their
actions. A firm may thus be competitively ’inert’ with respect to one
action, while competitively ‘agile’ with respect to another action. Miller
and Chen do differentiate between the competitive inertia of firms
with respect to ‘tactical’ and ‘strategic’ actions, where strategic actions
are more important moves. The findings of this dissertation, however,
indicate that even when the competitive importance of two actions is
the same (whether tactical or strategic) the level of competitive inertia
of a single firm may still differ. A firm that 1s fast to introduce a Mixed
asset fund is likely to be slow to respond to the introduction of an Indkx
or SRI fund. There is thus asymmetry in the competitive inertia of a
firm, and the drivers of this asymmetry can best be understood as a re-
sult of the firm’s embeddedness in the institutional environment.

7.2.3 Themystery of why service firms innovate

Inspired by the use of the economic diffusion model in strategic man-
agement theory, the innovation-in-services literature (Gershuny and
Miles, 1983; Barras, 1986; Hauknes, 1996; Gallouj and Weinstein, 1997)
has also adopted the idea of the keenly imitating firm. Central to this
notion is the importance of impediments to imitation, as the innovator
will not otherwise have a temporary monopoly and will not be inter-
ested in the gamble of innovation (Teece, 1987). This notion is espe-
cially problematic to apply to a service innovation as such innovations
tend to be process-oriented and therefore poorly understood as to their
profitability, and equally poorly protected from a legal point of view.
Consequently, there has been much debate and research on the issue of
why service firms bother innovating at all, since the intellectual prop-
erty rights as well as the technological barriers to imitation are very low
(Sundbo, 1992; Hauknes, 1996; Molyneux and Shamroukh, 1999). At-
tempts have been made to theoretically argue the case of how service
innovations may still be beneficial to an industry at large (Gadrey et al.
1995), and other authors have expanded the concept of the ‘innovator’
to include the consumer (Gronroos, 1987; Gallouj and Weinstein,
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1997) to explain why service innovations are difficult to imitate and
therefore may still be economically worthwhile to undertake.

The findings of this dissertation suggest that the worries of
service management scholars that the threat of service innovations
being quickly imitated (due to a lack of technical or legal protection)
depresses incentives to innovate may be exaggerated. The point is that
service innovations are more likely to be influenced by norms of ap-
propriateness as they are more difficult to prove/disprove on a techni-
cal basis (c.f. Scott and Meyer, 1983). Therefore, adopting assumptions
of keen imitation behavior based on the findings of an economic dif-
fusion model should be particularly unsuitable for strategizing in a
service industry context. Instead of looking to technical or legal im-
pediments to imitation, the findings of this dissertation suggest that
service management scholars usefully may look to the ‘it’ of the inno-
vation and the institutional environment into which it is introduced.
Service innovations that fit well with institutionalized norms of how to
compete would run the risk of being imitated rapidly, while innova-
tions that are ‘controversial’ may obtain a degree of protection against
imitation from this. Such ideas are in line with earlier non-technical dif-
fusion research on the spread of e.g. Matrix structures and TQM prac-
tices (Burns and Wholey, 1993; Strang and Macy, 2001).

7.2.4  Organizational ecology ~ competitsve intensity and the institutiond fit of
As discussed above, a finding of the dissertation is that competition af-
fects institutionalized ideas of how to compete, which, in turn, affect
competition. The findings of this research are, in a sense, analogous to
the density-dependence model, which is central to organizational ecol-
ogy theories (Singh and Lumsden, 1990). According to this model the
density of firms of a particular organizational form in an industry over
time follows an M-shape, as a result of the competing forces of legiti-
mization of the organizational form and competition for resources
among the organizations (Hannan and Carroll, 1992). For new product
niches a similar logic can be applied. When a new product niche is
opened it suffers legitimacy problems, but as more firms enter it be-
comes a recognized and acceptable product niche to be in. Legitimacy
increases the inflow (and the density) of firms in the niche. After a
while, resource competition among these firms increases more than the
beneficial effects of legitimization, with a corresponding increase in
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firms exiting from the niche and an eventual decrease in density. When
different niches in a market are differently resource-rich, a process of
‘resource partitioning’ may occur whereby larger generalist firms oc-
cupy the central niches and smaller, specialist organizations occupy the
less resource rich peripheral niches (Carroll, 1985).

The findings of this dissertation provide empirical support for
the density-dependence model of how product niches are created and
sustained. However, the findings also point to the implications of in-
stitutional norms of competing as determining the initial level of le-
gitimacy of new product niches (c.f. ‘Baum and Oliver, 1996). The
product niche of Mixed asset funds was quickly seen as a legiumate
product niche to be in. Both the #dex and the SRI product niches, on
the other hand, were slower in gaining legiimacy - arguably due to
their poor match with existing norms of competing. These differences
in the speed of becoming legitimate product niches also led to different
levels of competition in the two niches. All the large actors were in the
Mixed asset product niche within a couple of years, whereas the niche
for index and SRI funds still lacks the participation of all but one large
player. As indicated in the case studies, small firms that lack the re-
sources to compete head-on with larger actors may use this asymmetry
of competitive intensity to gain a foothold in an industry. It is impor-
tant to note that the lack of competition by large firms observed in this
case was not explained by the relative resource scarcity of the niche
(which was controlled for in the analysis). Rather, the findings imply
that a number of firms chose not to enter the product niche due to its
perceived illegitimacy as a competitive action ~ despite the economic
potential of the niche.

7.2.4.1 Aging and competition

A related issue is that of the competitive intensity of a firm and the in-
fluence of organizational aging. Criticizing existing organization eco-
logical assumptions on how firms compete, Barnett (1997) points out
that prevailing assumptions that firms compete as just intensively when
old (and often large) as when young (and often small) lacks support in
organization theory. Instead he suggests a model where firms, as they
grow older and more embedded in the institutional context, loose some
of their ability to compete intensively in a technological sense (due to
organizational inertia) but at the same time they gain power to influ-
ence the institutional context to their advantage. The net effect of age
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on competitive intensity (measured as how bad the firm is for the
health of other firms) is thus dependent on how the environment re-
wards technical or institutional strength in competition®s.

A concern with this argument i1s the likelihood of, empirically,
confounding ‘institutional” incentives to adopt with ‘economic’ as they
would coincide for larger firms - who have ‘constructed’ the environ-
ment to suit them. This dissertation makes a contribution by empiri-
cally separating out institutional and economic incentives respectively
for firms to adopt new product innovations through the use of ‘marker
variables’ grounded in a historical study of the industry. The findings
of this research provide mixed support for the ‘aging’ argument. Old
firms were often keen on introducing Mixed asset funds, and were in
that sense not inert. However, institutionally embedded firms (often
old) were significantly less likely to introduce controversial products,
such as #ndex or SRI funds. Competitive ‘bluntness’ of old firms is thus
different with respect to actions that have, or do not have, legitimacy in
the institutional environment. This finding is in line with the idea be-
hind the views of Barnett (1997), where older organizations hold a
survival edge due to their increased influence over the institutional en-
vironment. The older and larger firms (as argued in chapter three) have
heavily influenced the perceived legitimacy of action, for example of
adopting an #dex fund. It is therefore not surprising to see that ideas
that are perceived as illegitimate are not quickly adopted by the firms
that have deemed them illegitimate.

Further research could focus on the effect, in terms of success-
rates, of small firms in either product category. Is it better when small,
to enter an established legitimate niche that also harbors larger com-
petitors, or should a small firm aim for a smaller but less competitive
niche?

7.3 Concerns of the findings and future research

There are two main concerns for the findings of this research, and they
relate to the issues of the quality of measurements of the quantitative
study and the ability to generalize the results.

%8 See also Henderson (1999) and Serensen and Stuart (2000)
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7.3.1 Ability v generalize the findings

As discussed in chapter three, a trade-off was made in the observation
plan for the quantitative study. The trade-off was between studying
many different organizations in different settings over a short period of
time, or to use a census approach in a single industry over a longer pe-
riod of time. The choice fell on the latter observation plan for a num-
ber of reasons, but the discussion around the choice touched on a
number of drawbacks with a census approach. The first and most ob-
vious drawback is the risk of the study results being entirely idiosyn-
cratic to a single industry and a single population of firms that existed
in a particular time. In a sense, it can be argued that the findings of this
study are entirely specific to the Swedish mutual fund industry during
the period of 1989 - 2000. Firstly, the selection of the mutual funds
industry as opposed to for example the IT industry provided a set of
innovations that were non-technical and cheap (and legal) to imitate.
Naturally, diffusion patterns would look different in an industry where
there were large costs to product adoptions (such as in production in-
dustry), or where innovations are technically complex (c.f. Levin et. al,,
1987). Secondly, the specific time-period investigated was a period of
extremely rapid market growth and turbulence. The industry was ex-
tensively deregulated, the market grew fast and a large number of new
entrants invaded the industry. Investigating the same industry today
would find a different institutional setting, where some of the ‘chau-
vinism’ of all firms wanting to be the ‘best asset managers’ has disap-
peared and the asset management industry is consolidating, The market
is (today) shrinking rapidly (due to a downturn in the stock market) and
many security analysts are taking pay-cuts or are being laid off. Thirdly,
the Swedish mutual fund market is by most comparative standards
small - comprising less than a hundred active firms, who all know each
other rather well. The basic information problem of knowing what the
competition is up to, common to many larger markets, is not a widely
felt problem in this industry.

These limitations relate to the choice of observation plan and
were known at the outset of the study, but alternatives (as discussed in
chapter three) were considered worse. An indication, however, that the
findings may not be totally idiosyncratic to this particular market are
the broad similarities with the findings of a number of similar studies
of the US. market for mutual funds (Lounsbury, 2001; Lounsbury,
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2002; Lounsbury and Leblebici, 2002). In particular, the influence of
an ‘institutional logic’ of how to compete and the role of professional
associations in forming firm-level competitive action are similar across
these two sets of studies.

To sum up these limitations warrant significant care before ex-
tending the results of this dissertation to other industries or institu-
tional contexts, although some earlier empirical studies in the US. do
lean in a similar direction. Future research could utilize a similar re-
search setup in a different industry, perhaps where innovations are
more technical, where profitability is less easy to see or where informa-
tion about competitor actions does not flow as easily.

7.3.2 ProMenatic measures

Another problem, common to quantitative studies and institutional
studies in particular, is operationalizing the variables of ‘institutional
embeddedness’ as well as the ‘controversiality’ of a practice. As dis-
cussed in chapter four, this dissertation follows the approach of earlier
studies in the institutional tradition, where effects of institutions are
theorized and the existence of institutions are then imputed from ob-
served results. There are some obvious limitations with this approach,
and the most important limitation is with respect to the ability to con-
trol for confounding economic variables. There is no way to ‘prove’
that Index or SRI funds really are ‘controversial’, or that some firms
care more or less about whether their actions are seen as legitimate or
not. The chain of evidence in this dissertation is based on the argu-
ment that an institutional explanation fits the observed outcome better
than other, alternative, explanations. While this is a common feature to
most studies in social science, it is a point not discussed commonly
enough. What it means with respect to the findings of this dissertation,
is that the reader must be careful in the reading of the theoretical sec-
tion of this dissertation and satisfy him/herself that the claim of inter-
pretation made in the analysis section really is plausible.

There are also two specific measurement issues, as discussed in
appendices I and II to chapter four (see pages 160, 162) concerning the
variables used in the analysis. Firstly, analyzing SRI and Index funds as
one adoption category showed, in additional analyses, to be warranted
with respect to their diffusion processes, but problematic with respect
to their adoption processes. In other words the underlying adoption
processes of Index and SRI funds would best be modeled separately,
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but due to a lack of data points this could not be done. This means an
increased risk of rejecting a hypothesis regarding the adoption process
when it is in fact true. There were, however, no theoretically surprising
rejections of hypotheses regarding the adoption of Index and SR/
funds indicating that the problems may be limited. Secondly, the co-
variation between the Average fund size and Firm age variables may
have caused some problems in the estimation of the adoption of Mixed
asset funds, as indicated in the additional analysis in appendxx II to
chapter four. Firm age lost it significance, while retaining the correct
sign when Average fund size was dropped, which indicates that they
are not estimated independently. However, the hypothesized effect of
the firm age variable was not central to the argument of the disserta-
tion, so even if there are problems in the estimation of the coefficient,
it should not detract from the main findings of the dissertation.

Future research could continue the effort to explicitly include
both economic and institutional explanatory variables in the analysis,
but enhance the quality of the ‘institutional markers’ used.

7.3.3 Questions surrounding the results

Not only are there questions as to the generalizability and the internal
validity of the research - there were also a couple of new questions
that came out of the findings. The first question that arose from the
quantitative analysis and which could not be satisfactorily answered is
why perceived profitability (Average fund size) had such a different
impact on the diffusion mechanisms of legitimate and illegitimate
product categories (see Table 14 on page 196)? A suggestion from in-
stitutional theory would be that firms would value perceived profitabil-
ity of the product less if it were an illegitimate product, as the ‘illegiti-
macy’ of the product discounts part of the benefit of the profitability.
A rival explanation, also from institutional theory would be that a le-
gitimate product does not need such strong profitability signals to be
adopted as it does not have the ‘barrier’ of illegitimacy to overcome.
Future research could investigate the question more directly, although it
is difficult to say exactly how.

The second outstanding issue relates to questions of competition
and legitimacy of a product niche. Simply phrased, the question is
whether 1t is better to be a small fish in a legitimate large pond or a
large fish in an illegitimate small pond? Is it a good entry strategy to
adopt a controversial innovation, and in that way skirt the most intense
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competition but perhaps end up with a limited market? Or, is it per-
haps better to enter the already legitimate product niche and take on
the larger competitors head on, but compete for a larger market? These
questions could be studied in a longitudinal study of the successes of
new entrants that choose differently legitimate niches.

7.4 Concluding remarks

How do firms compete with each other? The initial example of the
ailing Swedish hilsobern industry suggested that norms of appropriate
firm behavior played a significant role in how firms chose to compete
in that particular industry. Swedish hilsobem did not include meat and
wine on their menus to adopt to changing consumer tastes because it
was not commensurate with the norms of the industry. Firms that did
change were ostricized and even excluded from the industry associa-
tion. Looking at the more competitive mutual fund industry, firms are
still seen to be influenced by norms of what constitutes appropriate
firm competitive behavior - at least when they decide what new prod-
ucts to introduce into the market. When small firms in the Swedish
mutual fund industry adopted #udex or SRI funds, the larger competi-
tors did not follow suit. On the other hand, when small firms entered
the niche of Eastern Europe funds all the large firms entered within a
couple of years.

Investigating how products spread across the firms in the indus-
try, the standard economic diffusion model where perceived profitabil-
ity guides product adoption, predicted the adoption of products that
were not controversial within the industry, such as Mixed assets funds.
The adoption and spread of other products that broke with deeply
held norms about the value of active asset management (such as indbx
or SRI funds) was on the other hand better described by also taking
into account how deeply the focal firm tended to care about these

norms.

This empirical finding has a bearing on the way which firms are
understood to compete with each other. The commonly espoused view
of firms being quick imitators of all innovations that are not protected
by legal or other means, needs to be moderated by an understanding of
two additional questions: how does the innovation (competitive action)
fit with existing industry norms; and what firms embody these industry
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norms (c.f. McMillan et al., 1985; Rumelt, 1995; Oliver, 1997)? While
the idea of fit’ of an innovation within a community is very old within
sociological diffusion research (see for example, Katz et al., 1963), it
has not, for various reasons, commonly been incorporated in economic
diffusion studies.

The dissertation thus makes an empirical contribution by a lon-
gitudinal investigation of competitive product niche entry as guided by
the economic promise of the niche and moderated by whether or not it
is an appropriate niche to enter for the focal firm. From a managerial
point of view, such a nuance in strategic management theory may be
valuable as small firms are seen to have the opportunity of entering a
niche free of larger firms, despite the absence of barriers to imitation
in terms of legal or technical obstacles. The actual use of such a strat-
egy 1s illustrated in the case studies of the dissertation. Furthermore
such behavior of firms leads some firms to exhibit what looks like
asymmetric competitive alertness - firms that are agile competitors
(and quick imitators) with respect to one product category may be
sluggish (inert) competitors with respect to another. This finding thus
extends earlier discussions about competitive inertia (c.f. Miller and
Chen, 1994b) to also include the ‘fit’ of the competitive action with the
appreciation of industry norms by the focal firm.

To conclude the dissertation is a piece of normative advice prof-
fered by one of the asset managers on how to innovate successfully in
the finance industry that sums up some of the main ideas:

“ If you are going to tnnouate, you may as well do it outragausly so that
your competitors canmot followyou because of their intermal politics”

This advice to ‘go wild’ should probably be moderated by the
need to stay out of the range considered ‘outrageousness’ by the cus-
tomers. But the extent to which moderation should be observed is the
topic of another dissertation...
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7.5 Appendix I - Estimating the model with all adoptions
as one category

To emulate a ‘standard’ economic diffusion study all first product
adoptions were coded as an event and model 1 was re-estimated for
this (larger) sample. As can be seen in Table 15 the results are strongly
supportive of standard economic diffusion analysis findings. Young
and large firms innovate when the market shrinks and they prefer to
adopt products that have been proven successful. Note also that the
Number of analysts variable has no significant effect in this model,
apart from in the susceptibility vector. Firms imitate socially proximate
firms and their successful products.




APPENDIX TO CHAPTER SEVEN 233

Table 15 - Model with all product adoptions as one category

Model with all adop-
tions
Propensity ()
Intercept 1.132%0%%
0. 1412)
Prior adoption 0.1309%**
(0.0112)
Length last spell 0.0484**
(0.024)
Firm age -0.048%**
(0.0108)
Resource availability -0.1858***
(0.055)
Firm size 0.1635%**
(0.0486)
Number of analysts 0.1081
(0.11)
Average fund-size 0.1226***
(0.0182)
Susceptibility(B)
Intercept -8.723%*
(0.64)
Average fund-size 0.15%**
(0.0183)
Number of analysts 0.2938%*
(0.1016)
Firm performance 0.2093**
(0.0853)
Social proximity(8)
Same type 1.817**
(0.903)
Model log likelihood 92.41
(Max log L)
Log likelihood test 565.82
(df) (13)

*p < 0.1;%*p < 0.05;* ** p < 0.01 All significance test are two-tailed. Standard er-
rors in parenthesis. (N = 752). Note that for several of the product categories there is

left-censoring of the sample so the coefficient estimates are probably not very reliable.
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7.6 Appendix II - Estimation with ‘recent firm perform-
ance’ variable in both propensity and susceptibility
vectors

This appendix tests support for the suggestion that economically dis-
advantaged firms would be more likely to undertake controversial
adoptions. A Recent firm performance variable is included in both
the propensity and the susceptibility vectors of model 1. If more eco-
nomically disadvantaged firms were more likely to adopt illegitimate
products, the expected sign of the coefficient for this variable would be
negative for controversial product adoptions. As can be seen in Table
16 the inclusion of the Recent firm performance variable has no sig-
nificant effect in the propensity vector where it would be expected to
have a negative effect. The only statistically significant effect of the
variable is in the susceptibility vector for controversial adoption where
the sign of the coefficient is positive (the opposite of what would be
expected). However, the measure of recent firm performance is en-
tirely relative to earlier performance as it is measured as the change (in
percentage) to the market share held by the firm last year.




APPENDIX TO CHAPTER SEVEN

235

Table 16 - Results from including recent performance in propensity vector

Model with recent performance in a and p vectors
Index/SRI Mixed assets
Propensity (o)
Intercept -0.54* 0.0244
(0.319) (0.507)
Prior adoption 0.5492+** 0.594%+%*
(0.0491) (0.0889)
Length last spell -13.45 -22.77%*
(10.05) (10.07)
Firm age -0.0442 -0.2536%**
0.0309) (0.0728)
Resource availability 0.178*** -0.542%%*
(0.0413) (0.1768)
Firm size 0.528*** 0.5737**
(0.1367) (0.316)
Number of analysts -3.811%% 1.451%4*
(1.464) (0.4893)
Average fund-size 0.2929** 0.3258**
(0.1149 (0.1484)
Recent performance 0.442 0.1064
(0.7837) (0.4407)
Susceptibility(B)
Intercept -6.745%** -7 448
(0.8739) (0.4975)
Average fund-size -0.0443 0.4412%**
0.097) (0.0437)
Number of analysts 0.6445%** 0.0487
(0.2142) (0.139)
Firm performance 0.478%** -0.061
0.1367) (0.215)
Social proximity (3)
Same type 0.261 2.334%%*
(1.363) (0.656)
Destination log likelihood -89.255 9.866
(Max log L)
Log likelihood test 200.41%** 417.94+%*
d.f) (14) (14)
Model log likelihood -79.388
Log likelihood test 618.34%%*
against base-line (d.f.) (28)
Log likelihood test 0.47
against Model 1 (d.f.) %]

*p < 0.1;**p < 0.05* ** p < 0.01 All significance test are two-tailed. Standard er-

rors in parenthesis.
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