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The first step in transforming strategy from a hopeful statement about the future into an operational reality is
to allocate resources to innovation and new product development (NPD) programs in a portfolio. Resource

allocation and NPD portfolio decisions often span multiple levels of the organization’s hierarchy, leading to
questions about how much authority to bestow on managers and how to structure incentives for NPD. In this
study, we explore how funding authority and incentives affect a manager’s allocation of resources between
existing product improvement (relatively incremental projects) and new product development (more radical
projects). Funding may be either fixed or variable depending on the extent to which the manager has the
authority to use revenue derived from existing product sales to fund NPD efforts. We find that the use of vari-
able funding drives higher effort toward improving existing products and developing new products. However,
variable funding has a subtle side effect: it induces the manager to focus on existing product improvement to
a greater degree than new product development, and the relative balance in the NPD portfolio shifts toward
incremental innovation. In addition, we highlight a substitution effect between explicit incentives (compensation
parameters) and implicit incentives (career concerns). Explicit incentives are reduced as career concerns become
more salient.
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1. Introduction
The question of which innovation programs to pur-
sue is critical to a firm’s success and is often cited
as a key competitive dimension (Roussel et al. 1991,
Wheelwright and Clark 1992, Cooper et al. 1998).
Indeed, the first step in transforming strategy from
a hopeful statement about the future into an oper-
ational reality is to allocate resources to innovation
and new product development (NPD) programs in a
portfolio. Determining an appropriate level of funding
for innovation programs is difficult, particularly when
programs conflict in terms of rewards, risks, and
resource requirements. Success then requires a diffi-
cult balancing act: short-term benefits accrued through
incremental improvements to existing products ver-
sus long-term benefits achieved through radical,
new-to-the-market, or new-to-the-world products and
services (Tushman and O’Reilly 1996).
Further complicating matters is the fact that strategy

formulation and resource allocation typically occur
in a top-down manner within the firm (Loch and
Tapper 2002, Anderson and Joglekar 2005, Kavadias

and Chao 2008). Strategies outlined by senior execu-
tives define the operating environment for subordi-
nate levels of decision making. Consider the following
example, typical of any large corporation: Senior exec-
utives set broad goals regarding corporate strategy
(e.g., five years from today, 50% of revenue will come
from new products; over the next year, costs must
be reduced by 5%). Managers are responsible for
transforming that strategy into a reality. To do so,
they make decisions with respect to broad programs
within the portfolio (e.g., halt next-generation tech-
nological development and embark on manufacturing
process improvements).
A rich history of scholarship considers the resource

allocation problem and the incentive issues created
by organizational hierarchies. Practice has evolved,
however, to incorporate various rules not often con-
sidered by these research streams.1 These rules often

1 We use the term “rule” to mean an explicit or understood regula-
tion or principle that governs conduct within the firm. The concept
is related to that of a routine, practice, protocol, convention, mech-
anism, or norm, depending on the academic heritage of the reader.
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