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Preface

M ention business strategy to most managers, and this con-
jures up images of an army of high-priced MBA consul-
tants with fancy charts and PowerPoint presentations. Strategic
planning meetings, often cloistered in far-away places, generate
binders full of grand schemes and sometimes little else. At
some companies, strategy is shrouded in mystery, discussed in
hushed tones, and left as the exclusive domain of top manage-
ment. This book is about changing these images of what strate-
gy is, what it should be, and how strategy should be developed.

First and foremost, strategy is the way we decide to achieve
our long-term objectives. Strategy answers the question “How do
we best accomplish our goals?” Strategy is therefore about deci-
sions and actions that will contribute to your business success.
But where do the good, new strategic ideas come from? The
answer is that good business ideas can come from anyone in the
organization. Exceptional companies want all their employees to
be engaged in searching for, and implementing, innovative ways
to improve the business. The main purpose of this book is to
provide a resource for all managers to assist them in contributing
to the formulation of strategy for their companies.

Strategy development involves three principal questions:

® Where is the business today?
* Where do we want the business to go?
* How are we dgoing to get there?

Throughout this book, you’ll find concepts, tools, insights,
and examples of business strategy in the making. From setting
and communicating goals, evaluating current performance,

ix
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X Preface

exploring the business environment, knowing your customers,
and creating strategic choices through implementing new ideas,
the goal is to arm readers with the capability to make a differ-
ence for the better in their own organization. If you are passion-
ate about your business, this book strives to provide to you a
guide to understand and add to the strategic decision making of
the company.

Many companies deal with strategy once a year at a strate-
gic planning retreat. Truly successful companies recognize that
strategy development is continuous, and iterative. Continuous
because things change; interest rates move up and down, tech-
nology changes, and customers’ needs vary. Strategy is iterative
because competitors, suppliers, and customers act in response
to our strategic decisions. So we need to anticipate these
responses, or react to them. By preparing all managers to think
strategically, the organization is in a much better position to
sustain a successful operation.

Sports analogies are used often in business, and also in this
book. One of the best images | know for business strategy in
action is the sight of a University of Wisconsin varsity eight-
crew boat on Lake Mendota in Madison. The power of a boat is
not determined by the strength of any individual rower, but
rather in the power of every oar working together in unison,
committed to the leadership of the coxswain. So too in busi-
ness, the more each manager works in concert with the strate-
gic direction of the company, the more successful the company
will be in reaching its goals. Furthermore, I firmly believe, and
experience bears this out, that as each manager contributes to
defining the strategy of the organization, the easier, and better,
strategy can be implemented and communicated throughout
the organization.

In the final analysis, excellent business ideas are the fuel for
the long-term success of a company. By giving all managers
the factors, process, and tools of strategy, we hope that they will
develop, and execute, more and better business ideas to the
benefit of all stakeholders.
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Special Features

The idea behind the books in the Briefcase Books Series is to
give you practical information written in a friendly, person-to-
person style. The chapters are relatively short, deal with tacti-
cal issues, and include lots of examples. They also feature
numerous sidebars designed to give you different types of spe-
cific information. Here’s a description of the boxes you’ll find in

this book.
m These boxes do just what their name implies: give you
' tips and tactics for using the ideas in this book to
mart intelligently undertake strategy development and
anaging implementation.

These boxes provide warnings for where things could
go wrong when you're thinking about strategy and
what might work for your organization.

These boxes give you how-to and insider hints for
effective strategic planning.

Every subject has some special jargon, including stra-
tegy development. These boxes provide definitions of
these terms.

It’s always useful to have examples that show how the
principles in the book are applied. These boxes give
you the specifics from a variety of companies, large and
small.

This icon identifies boxes where you’ll find specific
procedures you can follow to take advantage of the
book’s advice.

How can you make sure you won’t make a mistake
when planning your strategy? You can’t completely, but
these boxes will give you practical advice on how to
minimize the possibility of an error.
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Xhat Is
Business Strategy?

rior to the Green Bay Packers-Chicago Bears game, the

Packers coach is asked about his feelings about the game.

“We have a good game plan and our players, coaches, and
support staff are prepared and ready. | couldn’t be more confi-
dent of victory!”

On the other side of the field, the Bears coach says virtually
the same thing.

Then the game begins. Play after play, the coaches adjust
their game plans to reflect the circumstances. They keep using
plays that gain yardage, they keep going with defensive forma-
tions and tactics that prove effective, they exploit any weak-
nesses they find in the other team, they react to injuries or field
conditions, they make decisions based on the score and field
position and the clock.

In the end, the team whose coach best understands the
strengths and weaknesses of both teams and then strategizes
for all the possibilities and whose players execute the strategies
best will usually win. Then, after the game, both teams must
begin again to prepare for the next opponent.

Copyright 2004 by The McGraw-Hill Companies, Inc. Click Here for Terms of Use.



2 Manager’s Guide to Strategy

The Game of Business

Business competition is very similar to sports. In business,
teams of individuals face each other in competition for employ-
ees, customers, product innovations, and profits—among other
goals. The major difference between sports and business is the
relevant time frame. (Imagine if teams in the National Football
League had to play each other every day, from nine to five, with
the lunch hour replacing halftime!)

As in sports, business organizations that win consistently
excel at preparation, planning, and execution. They know their
situation, know where they want to go, and determine how best
to go there. Maybe more importantly, these organizations have
their finger on the pulse of the markets, customers, technolo-
gies, and other innovations that may change the rules of the
game and the factors that lead to success. And these dominant

companies are willing to
Trem ' J

adjust their game plans
qarm\ Strategy A detailed plan

accordingly.
for achieving success, the St ltg y is the busi
bundle of decisions and rategy 1s the busi-

activities that we choose to achieve ness word for game plan.

our long-term goals. Strategy is the
path we choose. Every organization
has to figure out what it wants to
achieve and then how it is going to
make it happen, with its products, cus-
tomers, and operations.

All businesses have strate-
gies, either planned or
unplanned. This book
explores how to find the
best strategy for your busi-
ness and how to use strat-
egy to drive successful

business results, that is, achieve your long-term goals.

The Power of Business

The essence of business can be depicted in a simple diagram

(Figure 1-1).

This diagram suggests that a business is a flow model, a
going concern. First, there’s the business idea that motivates us

to begin a business.
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Assets

People
Property
Relationships

Income

T

Figure 1-1. A simple model of business

Let’s say we decide to use our grandmother’s recipes to
open a restaurant. We figure that since we all loved Grandma'’s
cooking, others would too. In order to realize and deliver the
promise of the business idea, we must use a package of assets:
people, property, and relationships. We’ll need a location,
tables, chairs, china, silverware, and a lot of restaurant equip-
ment and supplies. We’ll need cooks, waiters and waitresses,
dishwashers, and other employees. We’ll need a liquor license,
public health certificates, and accounts with food suppliers of
meat, produce, and so forth. These assets must then generate
income, which is used to refuel the assets (buy more food and
pay the staff) and invest in new ideas to keep the business
going. Let’s examine each component of the model.

It all begins with a business idea. Now, a business idea is
more than just an idea. A business idea has two defining char-
acteristics.

First, a good business idea meets an unmet need in the
market. The product or service that we offer must satisfy a cus-
tomer’s unmet need. This may mean a brand-new product or
service or it may mean finding a way to provide a product or a
service at a lower price than is currently available. In the case of
our restaurant, the unmet need may be as simple as providing a
good place for authentic Italian food. Certainly, there are other
restaurants, and other Italian restaurants, but our idea is to
package the food, wine list, and ambiance in a way that will be
attractive to patrons.
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Second, a good business idea drives transactions. Whatever
product we offer to customers, they must be willing to exchange
their money for our product or service. The test of a good busi-
ness idea is whether people will give up their cash to get our
products or services in enough numbers to keep operations
going. Our ltalian restaurant idea, when communicated to the
public (by advertising and/or word of mouth), must create a
demand for hungry people to select our establishment for lunch
or dinner. The ultimate test is whether our business idea will
meet the unmet needs of
the market in a way that
customers will return,

Business Idea
There are a lot of ideas

around, but they aren’t all
business ideas. A business idea has
two defining characteristics: it meets
an unmet need and it drives transac-
tions. In a way, both can be summed
up in the simple question, Do enough
people want what you'd be offering
enough to pay enough for it? Evalu-
ating those three “enoughs” is crucial.

again and again—and sat-
isfy our business need to
generate income.

Once we have a busi-
ness idea, we must assem-
ble the assets to construct
our business. Usually we
need money, financial capi-
tal. Also we need employ-

ees, human capital. Finally, we need relationships: with suppliers,
the government, customers, distributors, and others to make the
business work. Linking the business idea with the right asset mix
is what creates the power of a business and it’s that link that’s our
business strategy. So, while we start with Grandma’s recipes, in
putting together our plan, we must make many decisions and
undertake many activities. That is, we must construct our strate-
gy. The location, the market we target (families, upscale diners,
college students, and so forth), the décor we select, the pricing of
our entrées, our wine list, the training and performance of the wait
staff, the quality of the foodstuffs, and the preparation of the
food—all will play a role in our success.

These strategic decisions we make in building our organiza-
tion and business model are endless. The link between our busi-
ness idea and the assets we select is our business strategy. It
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doesn’t matter whether we are operating a small restaurant or a
giant telecom, automobile, or chemical company; this coordina-
tion between the business idea and the asset mix we select is

the power of our business.

The result of our idea-asset connection is the income the
business generates. The lifeblood of a business is the cash flow,
which is used to replenish the assets and develop new ideas to
keep the business going. If an asset does not contribute to gen-
erating income, we should get rid of it! If, for example, we gener-
ally have unused tables in the dining room and yet the cocktail
lounge is crowded, we should consider reconfiguring the assets:

fewer dining tables, more
space in the bar! Later on
we will discuss how we can
develop strategies based
on the efficient and optimal
use of our assets.

The cash flow that our
business generates is the
source of keeping the busi-
ness going, investing in
new ideas and new assets,
and reaching our financial
goals. We can consider
revenue and income and
profit: all of these terms
reflect the activity of the
business. But, at the end of

Key
Cash flow The amount of [7er
money we have left over at

the end of a period in our

checking account, not in accounting

terms, but in cash.

Revenue The total amount of
money that comes into our business
from sales for a particular period of
time.

Income Our revenue minus the
cost of the goods and/or services we
have sold for the period.

Profit The difference between rev-

enue and costs for the period. Also
known as net income.

the day, the most important consideration to the business owner

is cash flow.

The Basics of Strategy

So, business strategy is our selection of ideas and assets to
meet our long-term goals. Of course, we must begin with
goals—What do we want to accomplish by operating this busi-
ness? There are many reasons for going into business; we’ll dis-
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cuss the critical steps in setting goals in Chapter 2. For now,
let’s just think about what “strategy” means.
We can break down strategy into three components:

® Create the strategy—What should we do?

¢ Implement the strategy—How do we do it?

e Evaluate the strategy—How well are we doing in meeting
our long-term goals?

Formulating a business strategy is a complex task even for
the smallest of organizations. Furthermore, whether you're the
manager of a small group in an organization or the CEO of a
large company, you’ll be working with strategic issues.

Creating the business strategy begins with the business idea.
In the case of our ltalian restaurant, our business idea is authen-
tic Italian cooking, based upon Grandma'’s recipes. But as we
know, the idea is not enough.

We cannot raise capital simply by presenting samples of
Grandma’s cooking to the loan committee down at the bank.
Rather, we must present a comprehensive plan to our lenders
that details the complete picture of our restaurant, so that the
bank may judge whether we’ll be able to acquire the assets we
need and generate enough income to completely repay our debt.

We also won'’t be able to hire good cooks without fully
explaining how our ideas for the business will provide a good
place to work now and into the future. If these people cannot see
a viable business in our idea, they’re not likely to commit to
working to prepare the foods that will turn our recipes into rev-
enues. Also, without a good idea of what we want our restaurant
to be, we won’t be able to inspire our waiters and waitresses to
provide the service that will make our restaurant a special experi-
ence that will delight our customers and keep attracting business.

So formulating a strategy requires us to develop a complete
picture of the business in operation, even before we implement
our plan. The development of this vision of the business
requires that we address a series of questions that will lead to a
successful strategy.



\Xhat Is Business Strategy? 7

An Overview of Strategy Development

Since strategy is the bundle of decisions and activities that we
choose to reach our long-term objectives and since we must
picture our entire business before we actually start turning our
ideas into business strategies, we have a lot of thinking to do.
Can we structure this strategic thinking process? Yes, as a start
we should address the following questions. As we do, we will
begin to see our strategy emerge.

\X¥’hat Is Our Business Idea?

This question forces us to decide what business we are in. This
is very obvious for a new business, but it can be tricky for exist-
ing businesses. Organizations act and react and sometimes find

that their business idea becomes diluted or too ambiguous to

describe. As a result, managers and employees lose the focus

on the founding principles that made the business successful.
Wal-Mart is an example of a company that does

not lose focus and is true
to its business idea. For
Wal-Mart the business idea
is low prices, “Always!” for
a galaxy of products that
most people need or want.
Every aspect of the Wal-
Mart operation is dedicated
to delivering low prices to
its customers. Wal-Mart
extracts cost savings in the
products it stocks by being
tough on suppliers and
executing a sophisticated,
high-technology supply
chain. Corporate overhead
is kept very low.

Finding Our

Business Idea
The key to understanding
our business idea is to understand
the customers’ unmet need that
we're trying to address. People are
looking for solutions to the problems
they face; our business should
attempt to solve their problems.

A key point to keep in mind is that
people don’t buy products or services.
They buy the benefits they get from
the products or services. So, what
benefits are we providing that meet
their needs and solve their problems?

M?iwefgitng

Sam’s Clubs provide another low-price option through bulk
purchasing and selling. Customers may not have all the brand
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\Xal-Mart
Wal-Mart began with the
idea of solving the prob-
lems of more rural areas that were
not served by large retailers and
where incomes could not support
high price points. Over time, as its
success was proven, stores were
moved into suburban and more urban
areas, where Wal-Mart has met the
needs of the same type of customers,
those looking for one-stop shopping
and very low prices for good-quality

choices, but the selection
of goods is offered at lower
prices than for comparable
goods sold elsewhere.

Sears, on the other
hand, is a retailer that has
not enjoyed the growth or
financial success of Wal-
Mart. If we explore the
history of Sears, the com-
pany has bounced around
with its own brands

merchandise.

(Kenmore and Craftsman,
for example) and with
national brands. It once tried to move up-market, seeking high-
er-income customers, and confused its clientele with higher-
price point goods. Sears has at different times been a catalog
merchant and discontinued its use of the catalog. For a while,
Sears emphasized “The Softer Side of Sears,” seeking to pro-
mote its clothing and housewares lines and de-emphasizing the
successful hardware and appliance lines. In 2002, Sears
acquired Lands’ End, a mail-order retailer of traditional cloth-
ing, placing some Lands’ End goods in Sears stores and selling
the goods through direct mail catalogs and the Internet. The
casual observer of Sears might ask, “What is the business idea
of the company?” There doesn’t seem to be a clear answer.

If we compare the results of Sears and Wal-Mart, we find a
striking comparison. Founded in 1906, Sears had revenues of
$41.1 billion in 2001. Wal-Mart, started in 1969, had 2001 rev-
enues of $193.3 billion, almost five times the Sears sales results.

Answering that basic question—What business are we in?—
also leads us to consider what businesses and markets we
should not be in. Sometimes it is important to say “no” to a
business idea, if it does not fit our plan. We should select the
best business ideas and then focus on the decisions and activi-
ties that support those ideas.
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Strategy Must Be Fluid rerenidl
The comparison of Sears and Wal-Mart should be viewed I\ I\
with caution. Strategy development is continuous and
iterative. That means we can’t stay with a failing strategy; we must try
and adapt to changing markets and competition. As its markets
changed, Sears should have made adjustments; however, Sears lost focus
on its core business and core markets. The comparison of Sears and
Wal-Mart points out the value of knowing and following a good busi-
ness idea and building strategies and practices to support that idea.

\What Is Our Business Purpose?

Philosophers often address the question, why do we exist?
Answers usually lead to religious or secular big picture notions.
Businesses need practical answers to the question, why do we
exist? The answer is our long-term objectives.

Clearly, every business has financial objectives, because
every business is based upon a capital investment, which
should produce an expected rate of return to the owners. Yet,
businesses typically aspire to be more than just an engine for
returns to shareholders. Customer satisfaction, contributions to
the community, and a good place to work for employees are
frequently important components of long-term objectives.

Some firms provide a broader notion of their business pur-
pose as a dguide to their strategy development. Here’s how Ben
and Jerry’s Ice Cream, for example, expresses its purpose:
“Ben & Jerry’s is founded on and dedicated to a sustainable
corporate concept of linked prosperity. Our mission consists of
three interrelated parts.” It then defines its product mission, eco-
nomic mission, and social mission. Its product mission is “To
make, distribute & sell the finest quality all natural ice cream &
euphoric concoctions with a continued commitment to incorpo-
rating wholesome, natural ingredients and promoting business
practices that respect the Earth and the Environment.” Its eco-
nomic mission is “To operate the Company on a sustainable
financial basis of profitable growth, increasing value for our
stakeholders & expanding opportunities for development and
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career growth for our employees.” Finally, its social mission is
“To operate the company in a way that actively recognizes the
central role that business plays in society by initiating innova-
tive ways to improve the quality of life locally, nationally &
internationally.”

Other companies have a broad, but simple business pur-
pose. Merck, the large pharmaceutical company, lists among its
company values “Our business is preserving and improving
human life.” The American Red Cross states that it “will provide
relief to victims of disasters and help people prevent, prepare
for, and respond to emergencies.” For the BMW Group, “The
BMW brand means ground-breaking innovations and fascinating
design.”

The business purpose should guide the decisions and activi-
ties of the organization to create a consistent, successful, and
meaningful reality. In order to achieve successful results, busi-
nesses must communicate why it’s important that they exist
and what it is that they stand for.

What Is Our Advantage?

Most businesses must compete with others in trying to meet
unmet consumer needs. In order to be successful at attracting
customers and keeping them, our business must have an
advantage over the others. In the case of our new ltalian restau-
rant, we believe that Grandma’s recipes for authentic Italian
food will be the advantage we have over other, more generic
[talian restaurants in our area. If our advantage is meaningful for
consumers, it should differentiate us from the others and lead to
a successful business.

Differentiation of our product, service, or business model
highlights our competitive advantage. 7 UP, the soft drink, for
years differentiated itself from the soft drink leaders through its
campaign, “The Un-Cola.” Since 1960, Avis Rent A Car System
has been proclaiming, “We try harder” to provide superior cus-
tomer service, because it was Number 2. In the same industry,
Enterprise Rent-A-Car has succeeded by targeting car rentals
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Your Advantage Must Be Important
to the Customer

In honing our advantage, it’s critical to understand what
drives customer behavior. We may think that real, authentic Italian
cooking is important to people dining in Italian restaurants, but other
factors may be more important. For instance, convenient access and
parking, a safe neighborhood location, speed of service, and price may
each be more important than the authenticity of the recipes and will
overpower our advantage. Patrons may be willing to sacrifice some fla-
vor for one of these other factors.

It pays to understand the nature of the customers you’re trying to
reach by doing some market research. For a good demonstration of
this principle applied to starting an Italian restaurant, | recommend see-
ing the movie Big Night, which is the story of two brothers who open
an ltalian restaurant. One brother is focused on the authenticity of the
cuisine, while the other brother is concerned with customer satisfac-
tion. It’s an entertaining and instructive look at defining the business.

M%Wz%;ritng

away from airports (as loaners during car repair, for example)
with its line, “Pick Enterprise. We'll pick you up.”

Your advantage must target unmet needs of customers.
These examples suggest that companies can look to areas in
which other companies fail to completely satisfy an important
customer need and then create a business idea to satisfy that
need and make it their advantage. Of course, if such an
approach is successful, competitors will respond and copy the
advantage, leading to a new cycle of innovation in the product
or service that is being offered. This is what makes a market
economy great. Through the competition of firms, consumers
benefit by getting better and better products and services.
Innovation is rewarded. Progress is ensured.

\¥ho Are Our Customers?

If we attempt to satisfy an unmet need, we must know who has
that need, since all customers are not the same. Gillette and
Norelco compete for men who shave. Gillette meets the needs of
those who use cream and a razor; Norelco targets those who
prefer an electric shaver. Neither company focuses on men with
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1I’¢<Ll' M\ Market segmentation
The task of dividing the
total market into groups
that share common properties. Many
products have multiplied to recognize
various market segments and prefer-
ences.

beards (though Norelco
has a product for those
customers called the
“Personal Groomer Beard
Trimmer”). This simple
case describes the need
that all businesses have for
market segmentation.

Few businesses try to serve the entire market for their prod-
uct or service. And even if they do, they usually find ways to
structure the organization to serve each market segment. In the

Splitting Jeans
Do you remember when
there was only one style of
blue jeans? Today there’s a prolifera-
tion—stonewashed, baggy-fit, low-rise,
boot-cut, and original Levis, among
others. Each of these products is
offered to appeal to a segment of the
pants-buying public.

automobile industry,
General Motors tries to
cover the entire market,
but its division into
Chevrolet, Pontiac,
Oldsmobile, Buick,
Cadillac, and Saturn
attempts to match operat-
ing units with different

market segments.
(However, in 2004, GM is
dropping the Oldsmobile brand. Its products are not differentiat-
ed enough in the current market for this division to survive.)

As we develop our plan for strategy, we must consider for
which market segments our business idea is viable, so the idea
will drive transactions. Pricing considerations are a dominant
factor in market segment analysis.

Going back to our Italian restaurant idea, if Grandma'’s recipes
require that we charge S24 for a plate of spaghetti to break even,
regardless of how good it might taste, few patrons would be will-
ing to pay that much for spaghetti and our business idea would
fail to drive the necessary transactions to sustain the business.

With the wide availability of travel services on the Internet,
travel agents have had to adjust from serving a broad segment
to a narrow one. As travel agents had their commissions cut to
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General Motors Adds and Drops Brands
GM led the way in understanding the various segments of
the car buying public. When Henry Ford would only sell
black cars, GM came out with colors and its branding strategy. Over
time, though, tastes and segments change. GM added the Saturn brand
to introduce a car to compete with imports, attract female buyers, and
change the buying process through the no-hassle pricing policy. Further-
more, GM is phasing out the Oldsmobile brand, reasoning that it had
lost its differentiation with Chevy and even Buick; and by eliminating
the brand the firm could save costs and not lose customers. Similarly,
DaimlerChrysler dropped the Plymouth brand after the 2001 model
year, ending 73 years of production, as it was no longer worth it to dif-
ferentiate between Plymouth and Dodge.

zero by the airlines, they now charge clients a service fee ($15-
$30 per ticket) for reserving and issuing airline tickets. Since
customers can go online and get tickets from the airlines directly
or from providers like Travelocity or Orbitz, without paying a
service fee, travel agents must segment the market and sell to
those who are not willing or able to use the computer to secure
airline tickets. As a result of these significant changes, the mar-
ket for travel agent services has shrunk considerably. The con-
temporary travel agent must identify only those clients who are
willing to pay extra for their services, rather than those who are
willing and able to go online and serve themselves.

Market segmentation is a key component in building a suc-
cessful strategy. In order to do segmentation, significant market
and customer understanding and analysis are necessary.

\X¥’hat Is Our Product?

Our product is the benefits that we deliver to our customers. In
the classic and popular TV show Cheers, the location was a tav-
ern, but this bar delivered more than just drinks and pub food.
As the theme song said, “Sometimes you want to go where
everybody knows your name, and they’re always glad you
came.” In a way, Starbucks has borrowed the Cheers model in
building its business.
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Starbucks is in the coffee business, but its stores deliver the
same benefits as the Cheers bar: a comfortable place to get
good coffee and share it with the same people regularly, read
the paper, or just chat with friends. The product is a bundle of
benefits surrounding a relatively expensive (compared with
McDonald’s) cup of coffee. Starbucks sells the experience as
much as the coffee. And the experience rationalizes the higher
price.

When customers buy a product or a service, they go
through six phases:

purchase
delivery

use
supplements
maintenance
disposal

Purchase involves recognition of needs, searching for alter-
natives, deciding, and buying. If the product is not consumed
immediately at purchase (like a pint of beer) or carried away
(like groceries), the customer must consider delivery options.
Some products are easy to use; for others training or experience
is necessary. Many products require supplements to make them
work. As products are used, sometimes maintenance and repair
can be a concern. Finally, if anything remains of a product after
use, the question of disposal may arise.

In the process of developing our product strategy, we must
not only consider the benefits delivered to the users to meet
their unmet needs. We might also consider which of the six
areas of the product use cycle we are also going to serve. Here
are some examples.

While most furniture stores either provide delivery or sub-
contract it to a third party, lkea, the Swedish furniture giant,
does not. lkea sells knockdown furniture that is disassembled
into smaller packages that the buyer can take directly and then
assemble at home. Home Depot, as another example, rents
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pickup trucks on-site for customers to take large items or quan-
tities of supplies to their location.

Volkswagen initiated the bundling of service with the car and
included all routine maintenance (oil changes and the like) with
the sale of a new car. Other manufacturers have since followed
this practice. Indeed, the parts and service departments at all
automobile dealerships are there to supply supplements and
maintenance. In many case, these departments bring in more
money than car sales. Car dealers also provide disposal of cars,
through taking them in as trades on the purchase of new cars.

Many computer vendors offer and sell training classes, so
customers can use hardware and software efficiently. Camera
stores sell instruction on photography and film development
(and now digital enhancement) so that customers can use cam-
eras better and realize more benefits from them and from the
vendors.

Deciding on our product is more complex than first meets
the eye. On the other hand, this product complexity can lead
innovative companies to new and successful strategies.

How Do We Reach the Market?

The heart of any business idea is in completing the transaction.
That’s when the customer receives your product or service in
exchange for money. The environment in which that transaction
occurs is called the distribution channel.

One significant strategic decision we must make is the
choice of distribution chan-

. . Key
nel. Channels vary in their [ pictribution channel Tarm
operation, cost, and effec- | The way in which we reach
tiveness to reach particular | our customers to deliver
market segments. For retail | our product or service.

products and services,
business-to-consumer (B2C), channels include the following:

e company-owned retail stores
¢ franchised retail stores
® department stores
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e direct mail
¢ the Internet

In business-to-business (B2B) circumstances, channels

include the following:

* manufacturer representatives

e direct sales
¢ the Internet

Let’s look at these various channels for computer sales.

Before Hewlett-Packard and Compaq merged in 2002, the
companies competed in outlets like Best Buy, CompUSA, and
Circuit City. For HP and Compaq, the channel of choice was
department (big box) stores. Neither company owned any
stores. The retail stores would order computers, stock them in
inventory, and then deliver them to customers. That was the

environment for transactions.

Michael Dell founded Dell Computer in 1984 with a different
distribution model. Dell decided that there was significant
advantage in building the computers to order, eliminating the
retail stores altogether, and relying on a direct-to-consumer
sales approach, using telephone and Internet channels.
Customers would call Dell, design the features that they needed

and wanted in a computer, pay, and then receive

Insurance
If we sell automobile insur-
ance, we might do so
through any of several distribution
channels. We might use an independ-
ent agent, like Fireman’s Fund.We
might use our network of exclusive
agents, like State Farm Insurance.We
might use direct mail, like GEICO.
Finally, we might choose to go directly
to the consumer, through telephone
or Internet sales, like Progressive or
GEICO.

delivery at their doorstep a
few days later. The Dell
model has shown to have
many strengths and has
made Dell the 800-pound
gorilla of the computer
business. By going directly
to the customer, Dell elim-
inated the costs of the
retailer. More importantly,
by building the computers
to order, Dell kept its
inventory of parts low;
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since computer component prices usually fall over time, a bet-
ter cost structure was created. But Dell also received the cus-
tomers’ money in advance of delivering the machine, so the
cash cycle for the company was positive. The customers also
explicitly paid for delivery through a third party, such as UPS.
Finally, because of low inventories, Dell got the newest tech-
nologies to the market before HP and Compagq, which had
older-technology computers sitting in inventory:.

In summary, Dell created a new business model for com-
puter sales by switching from the traditional distribution chan-
nel. Dell offered customers a custom computer with the latest
technology at a very competitive price. It also created a lower
cost structure and a better cash flow. As a result, Dell achieved
the dominant position in the industry. Then, of course, Gateway
copied the Dell model, but it added distribution through its own
stores. Both Compaq and HP began direct sales channels, in
addition to the big box stores. Finally, IBM withdrew from the
retail store channel and now relies on direct sales.

The point of all this is that strategically Dell figured out how
to add more value for customers, not just by lowering prices,
but also by using technology to go the customer directly and
eliminating costs from the old way of doing business.

Another significant example of channel management has
occurred in the travel business. As little as five years ago, travel
agents sold virtually all of the airline tickets in the market.
Travel agents—independent manufacturers’ representatives—
would shop all of the airlines’ reservation systems and meet the
customers’ requirements for schedule, price, and/or class of
service. The airlines paid the agents a commission based upon
the price of the ticket, usually 10%. The travelers never saw the
fee paid to the agent as a cost to them.

Things changed as the airlines grew their frequent flyer pro-
grams. More and more customers wanted a specific airline,
rather than other features, so that they would earn points toward
free travel. As the airline brands, through their frequent flyer
programs, grew stronger; the airlines realized that they could
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Take a Look at eBay
One of the true bright spots of the dotcom world is eBay,
an online auction site for almost any kind of product. eBay
provides the technological platform and the “rules of the game” to
facilitate transactions between buyer and seller, who may be located
anywhere in the world.

Go to www.ebay.com and look around. Think about all the reasons
why you might not use this site—and then see how eBay overcomes
these barriers. A big barrier in Web business is trust, so eBay provides
seller ratings. Another barrier is not being able to see the product, so
pictures and three-dimensional videos abound on the site. Explore the
wide variety and quality of products offered. See how companies are
using Ebay as a channel alternative.You may be looking at the channel
of choice for the future!

sell directly, without travel agents. Over time, the airlines
capped commissions, then cut them to 5%, and ultimately elim-
inated them entirely. These changes forced travel agents to
charge an explicit fee for their services. Additionally, Internet
options, like Orbitz (created by the major airlines), permit cus-
tomers to replicate what travel agents can do, but without pay-
ing the fee. Rather, the customer pays by spending the time
making the reservation and by bearing the risk of errors.

As with computer sales, the travel example demonstrates
major changes in the way in which business is done, solely by
changing the channel of distribution. Clearly, the Internet creates
new distribution opportunities in many markets. And new strate-
gies will continue to emerge as technologies evolve and offer
new possibilities for selling channels. The current trend is toward
using multiple distribution channels rather than just one. Multiple
channels complicate operations, but may provide better results.

What Trends and New Factors Will Change Our Business?

Have you ever noticed how many manufactured products that
you use are marked “made in China”? Did you know that over
80% of college students do all their financial transactions on the
Internet or through ATMs? What percentage of cars on the road
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are SUVs? Are you aware that 45% of the U.S. adult population
is invested in the stock market directly or through 401(k) and
similar plans? Did you know that the difference between 9% and
6% for a 30-year mortgage for $150,000 is over $S300 per
month? Are you aware that experts predict a serious shortage
of nurses in the U.S. over the next five years?

Here’s the point. The world, markets, populations, tastes,
technology, and economic factors are changing—as they always

have. And to sustain a
successful business, we
must know what the
changes will be and how
they may affect our busi-
ness and then adjust our
strategy. Sometimes
changing events or factors
really do not affect our
business. So it’s important
to know and understand
the things that drive suc-
cess in our markets.
Wayne Gretzky, the
greatest hockey player of
all time, was famous for
saying, “Some people
skate to the puck. I skate

Interest Rates Drive o
the Housing Market \YA%
When interest rates drop,
as they have in the recent few years,
one major impact is on the housing
markets. Homes become more afford-
able as rates lower the monthly pay-
ments.As a result, demand increases
and more houses sell. Those sales
increase the sales of appliances, swim-
ming pools, title insurance, and furni-
ture, among other things. If we are in
a home-related business (Home
Depot, Thomasville Furniture, etc.), a
key driver of our business is the level
and trend in interest rates, so we
watch and understand factors influ-
encing those rates very carefully.

to where the puck is going to be.” Likewise, in developing our
business strategy we must consider where the various changing
trends— economic, legal, demographic, competitive, and
social—will lead and anticipate both the trends and the business

policies we must adopt.

How Shall e Do Business?

In this context, “how” is used in two ways.
First, how do we do business from a business operation
point of view? Are we cost- and efficiency-oriented? Are we
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Boomers—The Biggest Trend

The post-World War |l “baby boom” has been the biggest
trend factor in the U.S. economy since the 1950s. This giant

explosion of population has driven much of the demand for goods and

services as the Baby Boomers have aged. Now those in the leading

edge of the boom, born in the late 1940s, are in their mid-50s.What

trends should we look for?

First, this is the age when health care expenditures for individuals
really increase; expect to see significant increases in the use of medical
services and drugs. Second, Boomers are thinking about retirement, so
one might expect a sharp increase in the demand for second homes in
the Sun Belt. Third, as Boomers retire, a higher demand for income
from investments may change the demand for stocks versus bonds and
other income-generating assets. Regardless of your business, it’s best
to know how the passage of the Baby Boomers affects the demand for
your products or services and the alternatives in the marketplace.

sales- and growth-oriented? Are we customer-focused? Are we
financially driven? Are our employees our most important
asset? It’s a matter of priorities. Call it our philosophy of doing
business or call it our operational strategy. Two companies in
the same industry can have the same objectives, but try to get
there in two very different ways.

For a small business example, take two insurance agencies.
One is managed very tightly; the owner is very frugal, drives a
Toyota, and brown bags his lunch every day. The other agency
is run by an owner who is very extravagant, drives a Lexus, and
eats at the club every lunch. They compete in the same mar-
kets, but operate in very different ways. It's a matter of
priorities. By operating in these different ways, the owners are
defining a part of their strategy. For example, if a buyer is look-
ing for a discounted price, which happens in all markets, the
frugal operator has bigger margins and may be willing to give
up profit for growth, while the extravagant owner has much less
room to move and may be unable to lower the price and must,
therefore, forego the sale. If the trend in the industry required
more discounting in the future, the extravagant owner would be
at a big disadvantage.
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The second way to view the question “How shall we do busi-
ness?” is our style of doing business. Are we aggressive com-
petitors? Or are we willing to ally with our competitors? What
image do we want to project? In this case, it's a matter of values.

Businesses have morals, personalities, habits, and images, just
like the humans who operate them. In fact, businesses usually
acquire the traits of the leaders who started them or who lead
them to be successful. General Electric bears the distinct mark-
ings of Jack Welch, but still seeks the inventiveness of its founder,
Thomas Edison. Microsoft reflects the hard-driving characteristics
of Bill Gates. Enron took on the values of its leadership.

Every business can choose how it will do its business. For
example, an organization can establish a zero-tolerance rule for
integrity. With the recent spate of ethical problems with compa-
nies like Enron, Tyco, WorldCom, Merrill Lynch, and Aldelphia,
a more careful eye is being cast toward the values that a com-
pany espouses and lives. The regulators of publicly traded com-
panies (SEC and the stock exchanges) are adopting new rules
for protecting investors and the integrity of the capital markets.
Even within these guidelines, however, each firm can choose its
own set of values as a matter of strategy:.

A Word About Strategy Implementation
and Evaluation

Developing a strategy is one thing, putting it in action is quite
another. Studies have shown pretty consistently that the three
biggest barriers to strategic success are these:

¢ A failure to communicate the strategy clearly throughout
the organization

¢ Inconsistency between management talk and manage-
ment action

¢ A lack of top management support for strategic initiatives

Something your dad probably told you years ago sums it
up: “Say what you mean and mean what you say.” Easier said
than done, though!
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Implementing a strategy requires leadership and attention to
detail as strategic ideas flow through the entire organization and
become real. Wal-Mart’s strategy of being the low-cost retailer
touches every aspect of the company, including executive pay,
office locations, and other components of overhead.

Evaluating our strategy is a matter of management and
measurement systems. In order to judge whether we’re reach-
ing our long-term objectives, we must measure our results. If
we want high customer satisfaction, we must honestly measure
customer attitudes toward our products and/or processes. If we
want to be number one or two in every product market, we
must accurately measure our market share and that of our
competitors.

The purpose of this book is to provide managers at every
level the knowledge, skills, experiences, and tools so their busi-
ness strategies can be more effective. Whether in designing,
implementing, or evaluating and modifying strategies, every
member of the organization plays a significant part. Just as
every player on the Green Bay Packers and the Chicago Bears
must know the game plan and execute his role according to
that plan, in business every manager can contribute to the exe-
cution of a successful strategy.

Manager’'s Checklist for Chapter 1

(1 Businesses consist of ideas and assets that generate
income. The power of a business is derived from the quality
of the ideas and the asset mix used to execute the idea.

[ Strategy is the decisions and actions we take to achieve
our long-term goals.

(1 Strategy development involves the process of evaluating
our business situation and envisioning the future.

(1 In order to develop a successful strategy, we consider all
aspects of our business—the competition, our advantage,
our customers, our suppliers, our business model, our val-
ues, and the external environment.
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[ Strategy is not fixed but fluid. Strategic management is
continuous and iterative.

(1 Your strategy has the best chance to be successful if it's
communicated clearly and your decisions and actions are
consistent with your objectives.



Goal Setting:
The First Step
In Strategy

Lewis Carroll, author of Alice in Wonderland, is famous for
the following interchange between Alice and the Cheshire
Cat in that whimsical book:

“Cheshire Puss,” she began, rather timidly, as she did not
at all know whether it would like the name: however, it
only grinned a little wider. “Come, it’s pleased so far,”
thought Alice, and she went on. “Would you tell me,
please, which way [ ought to go from here?”

“That depends a good deal on where you want to get to,”
said the Cat.

“l don’t much care where—,” said Alice.
“Then it doesn’t matter which way you dgo,” said the Cat.

“—so long as | get somewhere,” Alice added as an expla-
nation.

“Oh, you're sure to do that,” said the Cat, “if you only
walk long enough.”

24

Copyright 2004 by The McGraw-Hill Companies, Inc. Click Here for Terms of Use.



Goal Setting: The First Step in Strategy 25

If you don’t know where you want to go, then it doesn’t mat-
ter which way you go. The lesson for Alice is also true in
designing a business strategy. In order to plan an approach to
being successful, you must define success! So strategy begins
with a goal, a target for the long haul. In this chapter we explore
corporate goal setting and its role in strategy development.

Corporate Goals

Read any financial or business textbook and you will find that
the objective of a business is to maximize the value of the firm
to the shareholders. Like trickle-down economics, this approach
suggests that if companies create value for the shareholders,
every constituency (employees, customers, regulators, etc.) will
be happy. Based upon Adam Smith’s famous invisible hand
concept, maximizing shareholder wealth is said to benefit all of
the stakeholders associated with the business. Of course, once
again the time factor comes into play. The shareholder value
creation system works if value is maximized in the long term.
But what is the long term?

Most companies make financial decisions, particularly invest-
ment decisions, using the value maximizing standard. The dis-
counted net present value method of evaluating investment
options, using discounted cash flows, is clearly the best example.

g ABE
Strategic Time azé\‘\Nl:
Time is a critical factor in making business decisions.VWe _Q;.’\
create a vision of the company some 20 years out. Our =~

strategic plans usually consider a three- to five-year time horizon.
Almost every company has operating plans for the current year. And
publicly traded companies often make important decisions for the
next quarter.

In strategy, we must match our time frame to the markets we serve
and to the rate of change in those markets. Kmart, Enron and Arthur
Andersen each faced important strategic decisions that would play out
in months, rather than years. For these companies, the Rolling Stones
were wrong: time is not always on our side.
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11’2% Discounted cash flows The preferred method for evalu-
ating investment decisions. This analytical tool compares the
present value of the investment amount to the present

value of the future cash flows from the investment discounted at a

risk-adjusted rate of return. In theory, and in many managers’ eyes, the

net present value—the difference between investment and discounted
cash flows—represents the increase in value of the company from
making the investment.

Yet, most businesses need more than that and more explicit
goal-setting language to develop an overall business strategy.
Strategic objectives that define what businesses we will oper-
ate, how we will conduct business, and in which markets we
will compete usually are detailed. Furthermore, companies now
are very conscious about the values that they stand for in con-
ducting their activities—particularly after disclosures about com-
panies like Enron, WorldCom, Aldelphia, and others. Finally,
management often thinks about special issues like how the com-
pany treats employees and customers, its attitude toward the
environment, and concerns for social responsibility issues like
diversity, community involvement, and charitable giving.

So ask a corporation where it is going and you will likely
hear about some clear, long-term objectives. But you will also
be told of a package of ideals regarding other factors:

The company’s purpose in being

Specific issues

Constituencies

The values of importance that, taken together, project a
“vision” of the company in the future

“The Vision Thing”

President George Bush said in 1987 that he didn’t believe in “the
vision thing.” His son, President George W. Bush, having faced
9/11, a slowing economy, and the war on terrorism, expressed
just the opposite opinion and said that creating a vision for the
future for the U.S. was critical for success in policy development.
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. _ Key
Business p.eople exhibit [ vision A package of ideals [7erm,
the same ambivalence and beliefs regarding the

about creating a corporate | organization’s purpose and

vision. Much of the nega- values that project an image of what
tive perception about mis- | the business will be in the future.An
sion/vision statements organization’s vision truly attempts to

project a picture of the company 20

revolves around the reality i
or so years out into the future.

that for many organizations

vision statements remain

just that: statements, some words on a page. But successful
organizations make their concept of the future of the organiza-
tion real, by testing every decision against the achievement of
the vision goals and creating an environment in which strategy
is more clearly understood and implemented throughout the
organization. In recent studies, firms with formalized, articulated
visions earned twice the return on equity as those firms without
documented approaches. Such studies imply that there can be
real shareholder value in creating a structured vision.

What does a company’s vision look like? Take Starbucks,
the coffee house on every corner. Let’s look at what this suc-
cessful company says about itself.

First, it has an overriding objective: “To establish Starbucks
as the most recognized and respected brand in the world.” A
very lofty and bold goal! And it explains why Starbucks stores
are everywhere. Notice that the company wants to achieve both
brand recognition and respect, globally. So Starbucks wants to
be known, but importantly it wants to be known for a certain set
of operating principles that leads to respect. Interbrand, a global
branding consulting company, in its 2002 survey to find the
global “Brand of the Year,” found that Starbucks finished in
fourth place, behind Google.com, Apple Computer, and Coca-
Cola. It looks like Starbucks is well on its way to achieving its
goal! Its strategy is working.

Starbucks vision does not end with its objective, however.
The “picture” of the Starbucks organization is clarified by its
mission statement and guiding principles:
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Mission: Establish Starbucks as the premier purveyor of
the finest coffee in the world while maintaining our
uncompromising principles while we grow.

Principles:

1. Provide a great work environment and treat each other
with respect and dignity.

2. Embrace diversity as an essential component in the
way we do business.

3. Apply the highest standards of excellence to the pur-
chasing, roasting, and fresh delivery of our coffee.

4. Develop enthusiastically satisfied customers all of the
time.

5. Contribute positively to our communities and our envi-
ronment.

6. Recognize that profitability is essential to our future
success.

The goal, mission, and principles or values provide a clear
blueprint for the direction and operation of the company. While
there’s still room for a variety of strategies within the Starbucks
operation, some elements of its strategy become very clear sim-
ply through the understanding of the company’s vision. Rapid

expansion of its retail operations, for example, is a nat-

Look at Starbucks

Smart Write down the Starbucks vision and then visit a couple of
Managing Starbucks stores. Stay a little while and look around. Can
you see the vision in action? Do you see diversity,a commitment to
customer satisfaction, and community involvement? Make notes on
each of the components of the vision package and observe what ele-
ments of the strategy become apparent. For example, what happens if
a customer’s order is prepared incorrectly or takes longer than it
should? Is it consistent between stores?

After your visits, ask yourself what Starbucks management might be
doing to implement the strategy to achieve the corporate vision. Try
to put yourself in their shoes: it will give you good ideas for imple-
menting your own strategy.
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Don't Cling to Your Mission rerenidl
What happens if your mission no longer works? You \ \
change it.
That’s what Microsoft did in 2002, as a computer on every desk and
in every home was no longer as ambitious a mission as it was some
25 years earlier. So here’s the new one.

To reflect our role as an industry leader and to focus our efforts
on the opportunities ahead, we have embraced a new corporate
mission: to enable people and businesses throughout the world
to realize their full potential.

That mission may seem very general in scope, but it’s focused
through the vision statement, which remains “Empowering people
through great software—any time, any place, and on any device.”

ural result of these positions. Emphasis on quality, customer sat-
isfaction, and profitability clearly will lead to operational and
strategic decisions that can be seen throughout the organization.

Sometimes a company’s vision can be even more concise.
Bill Gates and Paul Allen founded Microsoft in 1975 with a
vision of “a computer on every desk and in every home.” In
1975, personal computers were a novelty; today their vision is
almost reality. And of course, Microsoft is now the dominant
software company in the PC world. Part of Microsoft’s success
is directly related to their ability to see the future and then cre-
ate business ideas and assets to meet the technology demands
of customers.

Constructing a Corporate Vision

In many ways, a company’s vision is closely related to the
business idea. If we found a business without a clear vision,
where would we start to articulate this important concept?
Three components are really necessary to create a powerful
corporate vision.

The first component is big, long-term goals. Remember
Starbuck’s goal? Objectives truly communicate to everyone
what are the most important drivers of the organization’s busi-
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ness. By stating, for example, that we want to be “number one
or number two in every market” (as GE does), we communicate
that size, dominance, and market power are essential to our suc-
cess. Consequently, the company will likely decide not to com-
pete in products or markets in which the field is already crowded
with strong players or possibly consider a strategy of acquiring
competitors. That’s an example of how strategy follows goals.

The second component of vision is defining a company’s
purpose. Many firms call this their mission statement. In order to
communicate effectively to the capital markets, labor markets,
and customers, companies must know what they are about—
their core purpose.

For 3M, commonly known for Scotch® Tape and Post-it®
Notes, the core purpose is innovation. “Ingenuity with a pur-
pose to see customers succeed” tells the story of a company
that’s focused on solving customer problems with creativity:.
Ingenuity and creativity are both people skills and require sig-
nificant efforts in research and development investments. With
this kind of a purpose, 3M must have a strategic approach to
hiring the right kinds of people and investing in research and
development.

For Nike, the core purpose is clearly stated as “To bring
inspiration and innovation to every athlete in the world.”
Further, Nike makes a point to define an athlete broadly: “If you
have a body, you are an athlete.”

So for Nike, like Starbucks, product excellence (innovation,
brand recognition) is not enough. Nike and Starbucks want to
provide more direction in the way that they conduct their busi-
ness. For Starbucks this yields respect, for Nike inspiration.

The final component of vision is this notion of values—how
the company wants to act and the principles it believes in. If
you go to almost any company’s home page, you will find a
section dealing with Mission and Values issues, usually linked
in the About Us section. Like the other components of the
vision package, the corporate values can be concise or
detailed.
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Three Essentials for a Vision gx\‘-
A powerful vision requires three things: ,s;}‘\
* goals—long-term objectives that will concentrate the &~

efforts of every person in the company

* purpose or mission statement—a compelling reason for the company
to be in business

* values—principles that will guide the company as it fulfills its pur-
pose and progresses toward its goals

As Burt Nanus says in his book, Visionary Leadership: Creating a
Compelling Sense of Direction for Your Organization:

Vision is where tomorrow begins, for it expresses what you and
others who share the vision will be working hard to create. Since
most people don’t take the time to think systematically about the
future, those who do—and who base their strategies and actions
on their visions—have inordinate power to shape the future.

Mission Statements

There’s no universal format for mission statements. Each firm
must find a way to communicate its vision in its own design. Yet
when we begin to think about putting our vision down in writing,
it’s sometimes difficult to find all the pieces.

Most firms consider six areas of their business to include in
their mission statement:

® products or services

® customers

* markets

¢ employees

¢ philosophy of doing business
¢ achievement

As we will see, some firms incorporate all these into their
vision and some select among them. Our firm should consider
each and then make choices to communicate its message to
the constituencies.

Products and Services

One would say it’s easy to think about our purpose as an
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organization in terms of the products or services that we deliver.
Yet, this thought has tripped up many a successful business.
How many times have we read of the failure of the railroads to
think of themselves in the transportation business, rather than
the rail business? If IBM had thought of itself as a typewriter
company, it would have missed the whole personal computer
revolution. We go back to the business model and think of our
products and services not in the context of current sales and
uses or of features, but rather in terms of meeting unmet cus-
tomer needs.

We might think that Intel, the semi-conductor giant, would
have as a mission to manufacture leading-edge microproces-
sors for computer applications. Certainly that’s its main busi-
ness. But no, Intel sees its mission as being “the preeminent
building block supplier to the worldwide Internet economy.”
Note that it doesn’t matter what building blocks are necessary;
Intel will produce them for the world, to fuel Internet commercial
activity. Intel simply wants Internet-oriented businesses to see it
as the supplier of choice and the problem solver for creating
and sustaining e-business infrastructure.

In building our mission, then, we must not think in terms of
products and services. Rather, we must answer the question,
“What is our business?” in terms of meeting customers unmet
needs as they evolve in strategic time.

Customers

But which customers are we trying to serve by meeting their
unmet needs? Our mission should give the firm and its con-
stituents some indication of the profile of our target customer.
Many insurance companies use independent agents to sell
their products. These agents are independent businesses and
usually can offer the retail buyer of insurance the choice of a
number of companies to meet their specific needs. For these
insurers, then, there are really two customers. First, they have
to compete with other insurance companies for the agent. Then
they must service the policyholder, with claims and administra-
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What's in a Name?
What happens if you decide to change your segment? That’s
what happened to AARP recently.

The organization that began in 1958 as the American Association of
Retired Persons changed its name in 1998 to AARP and began actively
targeting people as young as age 50:“dedicated to addressing the
needs and interests of persons 50 and older.” That’s because more
than half of its members were still working, because nearly a third of
its members were under age 60, and because an AARP study showed
that 80% of Baby Boomers said that they planned to continue working
after the official retirement age.

tive activities. Many of these companies clearly state in their
mission statements that the customer is the agent. By doing so,
they clarify that the agent’s needs for access to coverage,
speedy underwriting, commission income, and administrative
ease are the issues that will drive the company.

Other organizations also need to clarify who their customers
are. Hospitals, for example, surely must care for patients, but
referring physicians and doctors who use their operating rooms
are also customers. Some firms need to make clear that they
serve a particular segment, like women (Avon or Oxygen) or the
elderly (AARP). In every case, organizations must think about
their business model and the people they will and will not serve.

Markets

Where will we compete? When a firm considers its markets, it
generally looks to answer this question. Are we a regional,
national, North American, or global? Will we compete for com-
mercial business only or also for government business? Are we
retail or wholesale? Each of these questions comes up on a
daily basis in the context of conducting our business; our articu-
lated vision and mission should clarify for the organization how
we will react.

As we saw earlier, Intel will serve the worldwide need for
Internet infrastructure and components. Our [talian restaurant,
on the other hand, will serve our neighborhood, town, or com-
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Mission Statements Are \Written
Smart on Paper, Not Stone
Managing While our core purpose and values may not change, opportu-
nities and results, good and bad, can have a dramatic effect on our mis-
sion. Both success and failure breed opportunities to review our mission
and revise it. Most companies start small, serving well-defined customers
and limited markets.As their business and brand grows, they should
consider opportunities to expand the original concept of the business.

munity. Yet we will have to decide whether our restaurant will
get into the catering business in addition to serving customers
at our location. And undoubtedly, as we succeed, we will face
the issue of opening other locations.

Employees. “Our employees are our most valuable asset.” A
cliché? All organizations need to deliver their promise, their
goods, and their services through their employees. Yet, some
places are considered great to work at, while others are consis-
tently fighting to find and keep employees. Can a mission state-
ment make a difference? The obvious answer is found in that
old adage, “Actions speak louder than words.” Yet, it's precisely
the words we choose in our mission that will guide our actions.
Every year in January, Fortune magazine features a special
report, “100 Best Companies to Work For.” In 2003, Edward

Expanding on Burgers and Custard
Culver’s began as a family business in 1984 in Sauk City,
Wisconsin. They served fast food, including the

ButterBurger® and real cream custard to tourists bound for the
Wisconsin River and the resorts at Wisconsin Dells. Over time, their
success led to opening more company stores and later to creating fran-
chise opportunities. The Culver family frequently revised aspects of
their mission regarding the scope of their business, although they
steadfastly maintained other aspects relating to cleanliness, quality, a
varied menu, and the ingredients associated with their custard and
burgers.Today Culver’s has 200 restaurants in the upper Midwest and
Texas and an active franchising business, none of which they contem-
plated when opening their first store.
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Jones, the investment house, repeated as the number-one
employer. Companies are ranked on their investment in
employee training, job growth, cash and non-cash compensa-
tion, and a number of other factors related to the worker experi-
ence. Two-thirds of their score, however, is determined by an
employee survey of the work life and culture of the organiza-
tion. In Edward Jones’s case, two important factors are that the
company is employee-owned and the firm spends 3.8% of its
payroll on education, which represents about 146 hours of train-
ing per employee per year.

Firms that score high on lists such as the Fortune report
clearly are managed with employees’ interests in their vision
and mission. When you look at the Edward Jones story, you will
see that the company explicitly states:

At Edward Jones, our employees are our most valuable
investment in the future. That’s why they:

* Receive attractive salaries and unique career opportunities.

¢ Do meaningful work that is constantly changing and
evolving.

¢ Enjoy successful careers without sacrificing their personal
lives.

¢ Enjoy limitless opportunities for professional growth.

¢ Work in an environment of professional respect.

At a company like this, the employees’ welfare is not an
afterthought, but a major part of the organization’s strategy.

Philosophy of Doing Business. Philosophy of doing business is
not esoteric. It's simply

a
about the organization’s Business philosophy A 15.:-21
priorities, its values, and its | statement of the organiza-
style in the marketplace. tion’s priorities, its values,
Philosophy can evolve and its style in the marketplace.The

from the founders or from | Philosophy defines the approach that
the marketplace in which a company takes in its operations and
the firm competes sets the general guidelines for doing

Philosophy can also LIRSS
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emanate from the current leaders. In any event, philosophy of
doing business sets the tone and the attitude of the organization
and its people, particularly if it is articulated clearly and acted
upon regularly.

Most companies try to communicate which values are
important. Some energy companies are more environmentally
responsible than others. Some automobile companies are more
safety conscious than others. Some companies are very active
in their communities, while others are relatively silent. Some
firms believe in promotion from within; others take a “hire the
best” approach. Some companies punish unethical and unsa-
vory behavior with speed and severity, yet others tolerate vari-
ous levels of dalliance.

AFLAC, the insurance company with a duck spokesperson,
makes no bones about its marketing style in its mission.
AFLAC states its mission as “To combine aggressive strategic
marketing with quality products and services at affordable
prices to provide the best insurance value for consumers.”
AFLAC is telling the world that it is not laid-back, but rather a
more in-your-face seller of insurance products. Compare
AFLAC with Northwestern Mutual Life, “The Quiet Company”!

At CDW, the large computer seller in Chicago, the philoso-
phy of doing business is very clear: “CDW'’s founding principles
are organized into the ‘Circle of Service’ philosophy, where
‘everything revolves around the customer.’ As the framework for
our business model, the Circle of Service keeps everyone at
CDW focused on our customers.” CDW sells over $4 billion in
computers to small and medium-sized businesses and ranks
13th on the Fortune survey.

Without that guidance at the organizational level, a compa-
ny’s philosophy of doing business is left to the individuals
engaged in the business activities. So, to most companies, it’s
important to communicate the values and behaviors that are the
most important in the vision of the company. Of course, these
value standards must be lived and managed consistently and
regularly throughout the company for them to really acquire
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meaning. For example, Whole Foods Market, the organic grocer,
states, “We pledge to donate at least 5% of our annual net profits
to not-for-profit or educational organizations.”

Achievement. By “achievement” we mean that the organization
must be clear about the specific goals and results it wants to
obtain. It is these goals and measures that will define for every
employee, investor, vendor, and regulator what “success”
means for the company. These goals give direction for decision-
making and guide performance and behaviors. The clearer our
articulation of these goals and metrics is, the more able our
company will be to remain focused on those activities that lead
to good results.

“Achievement” can mean profit and its related goals.
Employee or customer satisfaction may be the key result an
organization may look for. Brand or market dominance could be
the goal. Other firms may seek more altruistic objectives.
Whatever the case, companies need to specify the desired
results and manage to them. Goal formulation options will be
detailed further later in this chapter.

Putting It All Together

So what does a mission statement look like? For Adobe, the pub-
lishing software company, all the elements that we’'ve discussed
come together, as follows, in its mission statement and values:

Adobe’s Mission

To be the premier provider of award-winning software solutions for

network publishing, including Web, print, video, wireless, and broadband

applications, in the company’s addressed market segments while:

* Achieving and maintaining an above-average return on investment
for shareholders measured in terms of return on equity, earnings
per share, revenue growth, and operating profit.

* Maintaining or achieving the number one or two position in
addressed market segments in terms of market share, customer sat-
isfaction, revenue generation, product margin, product functionality,
and technology leadership.

* Treating all employees with respect and rewarding both group and
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individual performance that exceeds commitments and expectations.
* Being a good corporate citizen in the local and national locations
where the company produces, sells, and services its products.

Values and Beliefs
* Conduct business on the highest ethical basis.
* Thrive on innovation.
* Treat people as you would like to be treated.
* For our customers
— Deliver the best and most innovative products.
— License technology on a fair and impartial basis.
— Maintain total confidentiality about each customer’s business.
— Provide the highest level of service.
* For our employees
— Hire the best and treat them well.
— Provide a first-class working environment.
— Offer the opportunity to participate in the ownership and eco-
nomic success of the company.
* For our shareholders
— Provide a superior return through growth and careful husbanding
of our resources.
* For our community
— Support charitable causes and public-benefit programs.
— Provide a good example of progressive employment and business
practices.

Don’t these words paint a vibrant picture of this company?
That is a vision. We can see clearly what’s important and meas-
ured and how the company’s philosophy operates with its vari-
ous constituencies. Adobe sums up its business idea with this
catchy vision, “Publish anything, anywhere, on any device.”
And by the way, Adobe ranked fifth on the Fortune “100 Best
Companies to Work For” survey in 2003.

\Xhat Can We Learn from Adobe’s Vision?
Here are a few observations about the Adobe mission and values
statements that should help you construct your own vision.
First, it emphasizes product excellence and innovation. Adobe clearly
wants “award-winning” products seen as the best in the industry.
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Second, the company references often the concept of “addressed
market segments.” This implies that the company knows which seg-
ments it wants to service and which it does not want to attack.

Third, Adobe places achievement first in its mission: goals drive
strategy.

Notice that, importantly, Adobe specifies the measures it will use
to define success. Return on equity, earnings per share, revenue
growth, and operating profit are very important. Market leadership
(number one or two) in share, satisfaction, and the other measures
mean that the company strives to dominate its competition.

On the other hand, we might question whether Adobe has too
many metrics in its list, so that it’s not apparent which are most
important. Only management can clarify that situation.

Fourth, notice how important employee satisfaction and workplace
ideals are to this company. Since software development is so much a
people-driven business, getting and keeping smart developers is critical
to success; the company knows it and believes in it.

Fifth, customers get innovation, fair treatment, excellent service, and
privacy. Fair licensing does not necessarily mean, however, low prices;
for market dominance, innovation, and great service, customers must
pay and generate an above-average return to Adobe shareholders.

Finally, the company wants to be seen as a good citizen, in all its
markets. If you're going to be the “big dog” (number one or two),
Adobe thinks that it’s good practice to also give back to those mar-
kets, visibly.

Organizational Goals That Make Sense

If we need goals to influence behavior and develop strategy,
how do we choose which goals are best for our company? Let’s
begin with the most fundamental goal for a business: maximize
the value of the firm to the shareholders.

Creating value, then, is the ultimate business goal. Each
company, however, must decide how explicitly it's going to cre-
ate value for the various groups in its sphere of influence. Some
companies limit the business objective to creating value for
shareholders. The assumption here is that we cannot create
value for the owners unless we are also creating value for the
customers and others. In a competitive marketplace, we need
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»flid;";l’l Value The worth of something, as compared with its cost.
This is a critical term in business management: firms create
value for customers, shareholders, employees, and communi-

ties. For customers, it's when our product or service delivers something
more than its price. For shareholders, it's when returns on investment
exceed comparable investments. For employees, it'’s when the total bene-
fits of a job (pay, benefits, satisfaction, self-worth) exceed the time, expert-
ise, and effort that they invest. For communities, it’s when the economic
benefits (taxes, economic activity) and other benefits (philanthropy, good
schools, and image) of the firm exceed the costs of having the company as
a neighbor (traffic congestion, political influence, and pollution).

not explicitly be concerned about employees or customers or
anyone else, since we would not be able to deliver value for
shareholders unless we took reasonable care of the other
groups. Firms that are managed for shareholders only can be
called financially driven.

In their book, Value Based Management, John D. Martin and
J. William Petty make the case for the shareholder value maxi-
mization principle as follows:

Managers create shareholder value by identifying and
undertaking investments that earn returns greater than the
firm’s cost of raising money. When they do this, there is an
added benefit to society. Competition among firms for
funds to finance their investment attracts capital to the best
projects, and the entire economy benefits. This is Adam
Smith’s invisible hand at work in the capital markets.

Firms that are financially focused look to returns on equity,
the stock price, and the factors that influence stock price, like
earnings and earnings growth. In their goal statements, profit
and return-related measures dominate. Other firms take a dif-
ferent approach.

At CDW, everything revolves around the customer.
Companies like CDW are customer-focused and believe that
value to all the relevant groups will be enhanced if the customers
benefit. The focus is on the business idea, the transaction, the
unmet needs that the company is satisfying. Customer-focused
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firms will look to goals like market share, customer satisfaction,
repeat customers, and revenue growth measures.

Since neither the shareholders nor the customers actually
conduct any of the business for the company, some firms are
employee-focused. These organizations believe that all value is
created by the employees and through the employees. For
these firms, goals relate to employee satisfaction, retention,
education, and well-being. Service businesses and knowledge
businesses tend to be more employee-focused, since the link
between the business and value creation lies directly with the
employees. Edward Jones is an employee-centered company.

Each organization needs to plainly articulate to everyone
what its priorities are with respect to goals and measures of
success. As we have seen, firms differ dramatically in their
emphases, but ultimately a company must set its priorities rela-
tive to its business idea, its markets, its philosophy of doing
business, and its purpose. Whatever our choice, however, our
goals must be clear and well communicated and they must
make a difference in daily decision-making. It’s critical that
decision makers know the relative importance of value creation
to owners, customers, employees, and community, so that the
vision of the firm can be attained. Just like Alice in Wonderland,
Yogi Berra realized the vital importance of goal setting when he
said, “You've got to be careful if you don’t know where you're
going, 'cause you might not get there.”

Manager’'s Checklist for Chapter 2
(1 We cannot even begin to think of strategy until we have
objectives.

A corporate vision is a picture of the organization in 10-20
years.

EI
(1 Vision is composed of goals, purpose, and values.
l:l

Goals need to be prioritized based on our business, mar-
kets, and how value is created. We must clearly state our
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priorities for all constituencies of the organization. We must
clearly state our measures of success.

[(d Our mission statement captures our organization’s purpose.
We should consider products, customers, markets, philoso-
phy of doing business, and achievement in this important
document.

(1 Firms with formal acknowledgment of their vision do better
than those without such a written statement. Of course, suc-
cessful firms actually live their vision in their actions.

(1 Companies tend to be financially driven, customer-focused,
or employee-focused. Successful firms choose among these
and communicate how trade-offs are decided when there
are conflicts.
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A Strategy
Road Map

nyone who has watched the first 20 minutes of Steven

Spielberg’s film, Saving Private Ryan, is awestruck by the
courage and grit of the men who stormed the beaches at
Normandy on D-Day. The D-Day invasion was the critical battle
of the war in Europe during World War Il. But the victory was
not won because the Allies sent thousands of men onto the
beach June 6, 1944.

Winning that battle required extreme bravery by the thou-
sands of troops, but also a comprehensive and coordinated plan
of attack that would maximize the probability of a successful
outcome.

In his book, D-Day, Stephen Ambrose described the details
of that battle plan, called Overlord. That plan took more than
two years for Eisenhower and his staff to develop and included
sending paratroops behind enemy lines before the invasion; pre-
cise naval and air bombardments; wave after wave of invading
infantry, armor, and artillery; the destruction of German trans-
portation and communication capabilities; and hundreds of
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other activities, timed exactly, focused on achieving the objec-
tive of establishing a position from which the Allies could retake
the Nazi-occupied territory in Europe. The ultimate objective
was to take Berlin and oust Hitler.

How are such complex and important strategies developed?
Is there a process that managers can follow to construct plans
for business success to maximize the probability of a successful
outcome? Yes. In this chapter we’ll detail the steps of that
process for constructing successful business strategies.

\Where Is Strategy Born?

If we have a good business idea and some goals, we can begin
to craft a strategy for our business. Unfortunately, because we
have many decisions to make, it can be difficult to find a start-
ing point. Figure 3-1 outlines a model for the strategic process,
that is, a road map for building a strategy, which will serve as a
guide to our discussion in this chapter.

Strategy development is focused on the answers to three
important questions, which are framed at the bottom of the dia-
gram.

First, Where are we now? Whether we're a start-up company
with new products, services, or business ideas or a multi-national
corporation in business for a century, the starting place is an in-
depth assessment of the current situation and a thoughtful
review of important trends that influence our business. The
objective is to determine really fundamental questions about
customers, markets, regulation, competition, and economic
activity, now and in the future. In this analysis, it's important how
comprehensive and analytical our research is, but also our suc-
cess depends on how good our answers are, particularly regard-
ing the most important aspects of our business.

The second question in formulating strategy is Where
should we go? These are our business ideas. In framing the
answers to this question, our objective is to develop a number
of strategic alternatives and select the best choice. Of course,
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Figure 3-1. The process for developing strategy

our options will be based on our current situation, our goals,
and our analysis of the alternatives that make sense. For exam-
ple, if our objective is to increase revenue, our strategic alterna-
tives may be to lower prices in order to increase volumes,
increase distribution channels (adding Internet distribution, for
example), or add geographies or customer segments. The
process proposed here is that each alternative is identified and
then analyzed and ultimately a decision is reached about the
selected strategies.
The final question is How do we get there? This question is

critical to address in detail.

Let’s suppose, for example, that in our example above, we
choose to add a customer segment in order to increase rev-
enue. In this step of the process, we need to implement a whole
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series of actions in order to reach our revenue targets. In this
case, we would be attempting to reach a new segment about
which we may know little.

One place to start would be market research into the unmet
needs that we would be satisfying. But, importantly, we would
have to redesign or reposition our products/services to meet the
new customer wants and needs. Second, we would have to
understand distribution and then take action to reach the new
segment. Further, many other actions would be needed to effec-
tively market and service our products in a new segment. Of
course, we must do all of this in a way that does not cannibalize
our current customers. The implementation step may also call
for organizational or structural changes and certainly will require
new management systems, including assessment mechanisms
to evaluate the new strategic direction.

It’s naive to think of these three questions and processes as
independent, however. A key to a successful strategic initiative
is to integrate these assessments, choices, and actions in order
to reach the ultimate corporate objectives. Remember: the
objective is to determine a strategy that will be successful. In
the remainder of this chapter, we will explore each of these
three questions and the methods by which we can answer them.

Evaluating Current Performance

The first step in strategy formulation is to assess the current
performance of the organization. In most organizations, current
performance is checked very regularly, but, in general, monthly
(weekly or daily) reports are used to modify operational activi-
ties. For example, if sales were down relative to expectations for
two months, prices might be lowered to promote more activity.

In a strategic review, performance analysis takes on a differ-
ent meaning. In this context, performance evaluation is consid-
ered in a bigger time frame and with respect to the major goals
and strategic initiatives of the organization.

For example, in a strategic review we might find that the
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Gap Analysis
With 2:30 left in the game, the Denver Broncos were
down 9 points to the Cleveland Browns. “All we need is a
touchdown and a field goal, boys—no problem,” John Elway, the
Denver quarterback, calmly told his teammates in the huddle. That was
a gap analysis.

This tool simply compares our current performance level and the
desired performance level and then determines what that performance
differential means. If our return on sales is at 6% and we expect to be
able to deliver 8%, the difference is obviously 2%. Gap analysis then
explores what key factors are driving the shortfall and what levels of
performance are required to fill the gap.We might find that the missing
2%, for example, is principally driven by weak receivables performance
and so we will shore up our credit policy, factor the receivables to con-
vert them to cash, and outsource collections more aggressively. Gap
analysis finds the link between performance deficiencies and the factors
under our control that can be adjusted to fill the gap.

trend in sales is up significantly over the last two years, even
though the current experience in sales is down. We might rea-
son that the overall sales are on target because of our strategic
plan to renovate all of our stores and that recent experience is a
matter of economic conditions that will be corrected by pricing
adjustments. Of course, we would base our conclusions on the
data available in these matters. For example, we would com-
pare carefully the sales trends at renovated stores and older,
unchanged stores to determine whether that initiative is indeed
driving more business.

Performance should always be measured relative to some-
thing else. We may compare ourselves with historical measures,
our goals, our competitors, and our customers’ expectations.
The measures we select to evaluate our performance will
depend on our objectives.

For example, suppose we have revenue objectives that are
consistent with our long-term vision for the organization. If rev-
enue is growing each year (historical comparison) at moderate
rates, we may be satisfied, particularly if we’'ve reached the rev-
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Keys to the Vault

Smart There is an old adage in business, “measure what you man-
Managing age.” Finding the right metrics for our firm, given its situation
in the marketplace, is absolutely critical to our success.VWe must balance
between being too comprehensive (too many things to measure) and
too precise (too few).You'll find that if you select the correct measure-
ment tools and make them known (communicate them) and important
(link part of personal objectives to compensation), results will follow.

In order to find the right measures, though, we must look at the
real drivers of our business. If, for example, we are a low-margin busi-
ness and our goal is to produce a certain profit level or rate of return,
we probably must look closely at our important costs of doing busi-
ness and benchmark them against the best in the business. If our goals
are sales-oriented, we might look to sales (units and revenue) per
sales expenditures. Even further, we might look to sales per salesper-
son and support staff or sales per market segment.

enue targets (goals) in our plan. However, if our closest com-
petitors, either the ones we’re concerned with or maybe the
ones that Wall Street uses as our peer group, have double the
growth of our firm, then we may not be creating enough value
for customers or shareholders. Also, as our revenue grows, we
must inquire about our level of customer satisfaction, which
may be a key reason why we’re losing share to our competitors.

Once we determine the level of our current performance, it’s
important to make the right comparisons. Ideally we would like
to have best practices standards for each metric that we’ve cho-
sen. These are the best performance results for companies like
ours. For example, we might find one company that has the best
level of return on equity and another company that shows the
best level of return on sales. Obviously, these constitute the opti-
mal levels of performance across our list of important criteria.

In summary, our assessment of our current performance
should follow some logical steps:

1. Know our goals and current strategy.
2. Determine the critical, key drivers of our business goal
achievement.
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Benchmarking
When we want to compare ourselves with competitors
and strategic peers, how do we do it? Many sources of
information are available to find comparable metrics.

For publicly traded companies, Web sites like
www.sec.gov/edgar.shtml provide access to SEC documents like 10-Qs
and 10-Ks.These corporate financial reports provide a wealth of infor-
mation. 10-Qs and 10-Ks also include a section called “Management’s
Discussion and Analysis of Financial Condition and Results of
Operations,” which assesses the results for the year or quarter. A
careful reading of this material will often yield valuable information
about the company and its operations.

Another good source of data is financial analysts’ reports on the
company and the industry. Most large brokerage houses provide
reports on companies that they follow. These reports also track key
non-financial information that’s important to the future value of the
businesses.

Trade associations also provide limited information about the com-
panies in their industry.

Finally, there are benchmarking firms that specialize in producing
comparative data; in fact, often the large accounting and consulting
shops have a benchmarking practice.

Regardless of the source, be sure to check the composition of
ratios and measures that are used, so that accurate comparisons can
be made with your company formula for the same item.

3. Identify the correct measure of each of the key drivers.
4. Determine the levels of our performance on each of the
measures, compared with
¢ QOur historical performance over time
¢ Our objectives
¢ Our key competitors
e QOur customers’ expectations
¢ Best practices in the business
5. Synthesize these findings into an assessment of our cur-
rent situation through gap analysis and a critical review of
our activities, in each area, that have led to our results.
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[ CAUTION: /) -
Apply Common Sense to Best Practices
I\ I\ It’s important to remember that a company’s perform-
ance is directly related to its strategy. In using best prac-
tices, it's common for these metrics to become targets—and this is
not necessarily a good thing. One company may be the leader in an
important measure, such as speed to market for new products. In
comparing our company with the leader, however, we must also con-
sider the factors that led to its superior results. The company with the
best speed to market may believe in a first-mover advantage and so
may have invested heavily in research and the new product develop-
ment process. Therefore, its performance level probably cannot be a
target for our company, if we don’t share that first-to-market strategy
and our levels of investment are not comparable. If our strategy is
directed at a specific market segment or sales through enhanced
branding, we could not duplicate that speed-to-market experience.
On the other hand, this kind of explanatory evaluation of perform-
ance levels should not be an excuse to dismiss benchmarking. We may
still determine that our speed to market can be improved significantly
and we should use these facts that we uncover through analysis to
assess how we might bridge the gap between our performance and
our strategic success.

Environmental Analysis

If nothing ever changed in our world and markets, then we could
rely on adjustments to current performance to map future strategy.
But that’s not the case. So we use an analysis of our environment
(and the next step, an analysis of our industry) to get a better
picture of the business circumstances that we’ll face in the
future—the place where our new strategies will be implemented.

Environmental analysis consists of looking at the factors
within the social, economic, political, regulatory, and technolog-
ical climates that affect our business, both today and in the
future. The purpose is to understand how trends and/or changes
in these various factors will influence and affect our operations.
Most business enterprises are linked with these kinds of factors
to one degree or another, and therefore, a careful analysis will
assist in the planning for future strategic development.
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. Ke
Social Factors Environmental analysis TGJ'IZI
One of the most important | A methodical examination

social factors to consider is | of the factors within the

the impact of demographic social, economic, political, regulatory,
trends on our business. and technological contexts in which a

. business operates.
Demographics are charac- P

teristics of the population,
such as age, gender, race, ethnicity, income, education, loca-
tion, and occupation.

Here’s a simple example of how demographics can help us
formulate strategy. Consider a toy company like Mattel. Mattel’s
business is driven by birth rates and the growth (positive or
negative) of the population in the youth age brackets, like 6-10
years or 11-13 years. Mattel’s principal toy, the Barbie doll, is
largely attractive to girls aged 7-12, so this is an important
demographic factor for the company to consider.

Demographic issues influence many, if not all, businesses.
As discussed briefly earlier in the book, the Baby Boomers
(born between 1946 and 1956) have a great impact on all eco-
nomic activity. As the first Baby Boomers age toward 60 years,
their power in the marketplace is felt in any area in which their
buying habits are affected. For example, the Sunbelt can expect
a surge in second or retirement home purchases. Drug compa-
nies, both over-the-counter and prescription, clearly are expect-
ing more business.

Gender is another significant factor. Women have been deci-
sion makers in health care and family-related purchases for a
long time. As women have entered the workforce in greater
numbers, their influence in financial matters has also increased
significantly; marketers from financial services companies have
noticed and responded to this influence. Car manufacturers have
also begun to cater to women as decision makers; in fact, GM’s
Saturn Division designed some of its practices to be attractive to
female buyers. Lowe’s and Home Depot are in intense competi-
tion in the market for home and garden products. According to
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Sources of Demographic Information
Demographic information can be found in a number of
sources. A popular and easy to use resource is the
Statistical Abstract of the United States. This book is published annually by
the Bureau of the Census and can be found in most libraries. The
book provides a wealth of statistical information on demographic and
economic issues, and can be used to prompt further research. Another
valuable demographic resource is the census bureau Web site,
www.census.gov. This site provides not only facts about current demo-
graphics, but also trends for the future.

the popular and finance press, Lowe’s stores are more attractive
to women, so they’ve gained in market share.

As these examples demonstrate, understanding how demo-
graphic trends shape future markets and the demand for our
products is quite important. We should analyze the demographic
categories that are most influential to our business. For some
businesses, the growing Hispanic populations provide new
opportunities; for others, the rise of the African-American middle
class has been noteworthy. Whatever the case, understanding
demographic trends is important to developing strategic plans.

Economic Factors

At the heart of strategic planning is the understanding of what
economic circumstances our organization will face in the future.
While the factors will vary from business to business, every
company will need to understand the business cycle. The U.S.
economy moves in waves between economic growth and reces-
sion. Knowing where we are in the cycle and where we are
going is critical to business decision-making. Interest rates,
unemployment rates, and factors such as energy costs and
health care costs all contribute to the economic picture at any
time. And each of these factors is subject to trends.

The easiest example of economic analysis contributing to a
company'’s strategic thinking is that, as interest rates rise, hous-
ing activity falls. So, for example, when interest rates are rising,
a furniture store might think twice about expanding its show-
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Sources of Economic Information
When looking at economic data there are lots of
resources that are readily available. One source that is
particularly useful is the Department of Commerce’s Veb page,
www.stat-usa.gov. On this one site, the federal government provides
up-to-date information on the following topics: consumer and produc-
er prices, GDP growth, housing, employment, retail and other sales
data, interest rates, foreign currency exchange rates, and country
research. This site is a powerhouse for economic analysis.

room. Also, look at what rising oil prices in the 1970s did for
the small car market in the U.S.

Over the last few iterations of the business cycle an interest-
ing phenomenon has occurred in the U.S. economy, that is,
cycles by regions. New England, for example, might experience
a longer deeper recession than other parts of the country. The
Southwest might not experience much of a recession at all.
Obviously, given this experience our exposure to different geo-
graphical regions would impact our planning.

Geography also plays a part in the dynamics of global busi-
nesses. For example, Japan has experienced a 10-year eco-
nomic down period, including deflation. The impact of
exchange rates, prices of goods, and import-export activity will
all play an important role in determining the strategic direction
of our company. As a result, a good look at current and poten-
tial foreign economic conditions and trends can prove to be
extremely valuable.

Economic analysis is like getting a weather report before we
go off to play golf. What should we wear? Should we bring the
umbrella? Will the wind be strong and in our face all day—or at
our backs? We will still need to do the detailed analysis of our
own markets, but understanding the economic conditions will
prepare our strategies for the correct circumstances.

Political and Regulatory Factors

One of the great secrets in business is that governmental
changes—legislative, legal, or regulatory—create tremendous
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Sources of Regulatory and
Political Information

Information on legal proposals and judicial rulings is usu-
ally one of the main benefits of affiliating with a trade association. In
most cases, these organizations keep their members apprised about
such issues through newsletters and meetings.

However, it’s not enough to be aware of these proposals and issues.
Your company must have a systematic mechanism for considering the
impact of the proposals, both in the present and for the future.

opportunities for new business ideas. As an example, the federal
government passed a piece of legislation in 1996 called the
Health Insurance Portability and Accountability Act (HIPAA). The
intent of the bill was to alleviate some of the problems associated
with small businesses in the purchase of health insurance. A part
of the bill also addressed the privacy of health information for all
health care institutions: insurers, providers, and service compa-
nies. The privacy component was a small part of the law, and its
implementation was delayed for a few years. Some astute
observers of HIPAA in the health business anticipated the huge
impact on operations and technology that the implementation
would require, and created business units to address the unmet
needs of the health care system, and have reaped the benefits.

The lesson of HIPAA for strategy decision-makers is to stay
current on proposed legislation, rather than merely complain
about potential increased government regulation or interference,
and to look for the business opportunities. Not all governmental
changes will favor growth of businesses; sometimes businesses
will lose value because of new laws or rulings and management
may need to consider reducing or even dropping products or
services. Those who keep current on political and regulatory
factors will be able to make wiser decisions earlier and minimize
the damages.

Technological Factors

Technology is affecting business more and more: no company
can afford to neglect technological factors in its environmental
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analysis. A few examples will be enough to make this point.

A lot of money has been made and lost—maybe mostly
lost—betting on the Internet as a tool of business. However,
there’s no doubt that the Internet has had a serious impact on
how companies conduct their business, now and even more in
the future. Also, what about cell phones, e-mail, and PDAs?
And think about the digitization of documents and pictures. And
not all technology is electronic: consider the materials being
used in common objects all around us—metal alloys, plastics
for everything from beverage containers to car parts, and recy-
cled materials of all sorts. Finally, reflect on the perfection,
application, and growth of the laser, used in CD and DVD play-
ers for music and films and as a substitute for scalpels in eye
surgery and for reading bar codes on virtually everything we
buy. In short, technology changes the status quo, in profound
and dramatic ways.

The music business, for instance, struggles with new technol-
ogy. While CDs replaced albums and tapes, the music business
model is threatened by the digitization of music and the applica-
tions of software that permits transferring songs through comput-
ers. The Web site Napster was shut down by the legal action of
the music industry because Napster completely bypassed the
business system that pays artists and music companies for their
creations. Similar sites have evolved. Technology advances will
probably continue to challenge the music business model, so
firms in the music industry must find new strategies.

Building a strategy requires that we consider how technology
will affect our business: products, services, processes, and
investment. However, technology assessment is difficult. Many
new technologies come to the market for new applications at
great cost and often deliver only a portion of the expected bene-
fits. Firms must balance the promise of new technology with the
investment level and the benefits of competitive advantage that
they may or may not realize with early adoption of the technolo-
gy. Again, these are hard calls to make and require a compre-
hensive approach, across all functional areas, to be successful.
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Industry Analysis

While environmental analysis scans the trends and changes in
economic, social, and other factors, industry analysis looks
specifically at the markets in which a company competes. In
industry analysis, the focus is split between the current state of
these markets and the future. Doing an industry review is an
important component of preparing the groundwork for develop-
ing strategy. Industry analysis is broken down into three compo-
nents: structure, evolution, and competition.

Structure

The first question that we need to address is: what industry?
Companies that share the basic product/market mix define
industries. So, for example, retail sales are differentiated from
business-to-business sales.

Once we know what industry we want to analyze, we begin
with structure issues. These are the following:

* size (revenues and/or units)

e growth rate and trends

¢ number of competitors and market share (concentration)
¢ number, type, and concentration of buyers

¢ distribution channels used

SIC Codes
Standard Industry Classification codes have been used
since the 1930s in the U.S. Each company is assigned a
code that represents the industry grouping that best aligns with its
business. There are | | broad classifications and hundreds of detailed
classifications. The || broad industry groupings are: agricultural, forestry
and fishing; mining; construction; manufacturing; transportation and pub-
lic utilities; wholesale trade; retail trade; finance, insurance and real
estate; services; public administration; and nonclassifiable establish-
ments. These codes, in varying levels of detail, are very useful in organ-
izing companies into industry groupings. For a complete listing of SIC
codes, go to www.wave.net/upg/immigration/sic_index.html.
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The Work Is Already Done—Sort Of

One trick for getting someone else to do your industry analy-

sis is to look to the publicly traded companies in the industry.
In most cases, the large brokerage firms have research analysts who
prepare industry studies on a regular basis. So create the list of all the
public companies that are in your industry; then look them up on
Yahoo! Finance (finance.yahoo.com) or some other site to find which
brokerage houses cover the companies. A phone call to a few of these
analysts should yield a study or two on your industry—already done.
Beware of relying on these research reports as your sole source of
information because they may deal with only a few companies in the
industry. But usually their analysis can be very helpful in creating a pic-

ture of our industry.

* entry and exit barriers

¢ industry profitability and trends
¢ stock market performance of publicly traded companies

The objective of the industry analysis is to get a complete
picture of the activities taking place in the markets that we
serve. Industry analysis gives us a 30,000-foot view of the com-
panies and results of the players in our field.

Industry Evolution

Understanding the history
and trends of an industry,
can help us determine
where the companies and
customers are going.
Through this process, we
can judge how our firm will
lead or react in order to
sustain our position and
achieve success. Again
Wayne Gretsky’s advice is
to go where the puck will
be is mportant. Anticipa-
tion can lead to goals in

\Xhat Is a

Competitor?
Here is a definition of a
competitor that | really like. Karl
Albrecht, in an excellent book called
Corporate Radar, about the analysis
that goes into formulating strategy,
gives the following definition. Albrecht
says that a competitor is “any entity
that offers options to your customers
which can diminish the appeal of the
options you offer.” This great defini-
tion immediately gets you thinking
about any entity and the comparative
appeal of your products.

M.Sawaagritng
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hockey, and attainment of goals in business.

Michael Porter in his book, Competitive Strategy, outlined
five forces affecting industries that can provide a framework for
looking at industry evolution. By exploring each of these items,
we can better find the future of our industry, its competitors, and
customers. The five forces are:

¢ bargaining power of consumers
¢ potential for substitute products

¢ bargaining power of suppliers

* entry of new competitors

¢ rivalry among competitors

Consumer power is rising in most markets because of global
competition and the Internet as a source of product and price
information. As more countries develop around the world, more
competitors are created, which fuels more competition for mar-
ket share. Look at the arrival of Korean companies into U.S.
markets for electronics and cars, for example.

With these new choices, consumers have more power to
leverage prices and product features with existing firms. Add to
the mix the power of the Internet for adding transparency to the
marketplace. This transparency really does make the promise of
competitive markets—perfect information between buyers and
sellers—more of a reality. As a result, consumers possess broader
and deeper knowledge in the market, and knowledge is power.

Substitute products can put our entire company, and indus-
try at risk. To gauge the evolution of our industry, it’s vital that
we monitor the potential for substitute products emerging that
threaten our line. Try to find a typewriter today! There is no bet-
ter example of substitute products, PCs, destroying an industry
that was vibrant just 20 years ago.

Supplier power needs to be evaluated. As power intensifies
in the hands of a few suppliers, product differentiation becomes
more difficult, and pricing becomes market share dependent.
Microsoft has become the dominant operating system supplier
to the PC industry. So much so that the Justice Department
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brought its anti-trust unit after some of Microsoft’s practices,
and product strategies. In examining the evolution of our indus-
try, it is important to look at the momentum that suppliers have
in the marketplace. As suppliers consolidate, our risk increases,
particularly if we are a smaller player.

Entry of competitors is a trend factor that is important to
follow. When new competitors enter an industry, they target
either profit or customers. Either way it is bad for the existing
players. Those industries with good profit margins are targets
for potentially all other companies. If the new competitors are
well capitalized, they can win over market share with pricing.
Alternatively, new entrants might be looking to secure a cus-
tomer base through related products or services and get better
results through a larger share of each customer’s wallet. Many
insurance companies are adding banking services (for example,
State Farm) to better secure their clientele from banks, which
are aggressively moving into insurance markets.

Finally, all these factors present themselves as rivalry
among firms in an industry. Some of these are comparable to
those in sports: Pepsi versus Coke, Ford versus GM, Crest ver-
sus Colgate, and many others dominate their industry’s com-
petitive scene. Seeing these trends before they actualize permits
good companies to craft strategies that reflect marketplace real-
ities and preserve good business for themselves.

Competition

The next level of analysis in the market is of competitors. Now
we are getting to a 1,000-foot view of the market, focusing on
individual competitors. The basic questions that we want
answered by this work are the following:

® Who are the key competitors?

* Are there competitors we’re not thinking about because
they’re just beginning to enter our product/market space?

e What are our competitors doing?

¢ Which competitors can we attack? What is the best
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E‘?ﬁﬁé Finding Competitive Information
T3P One of the best places to find out what competitors are plan-
ning is to monitor the employment want ads. Through the

want ads, you can see what investments companies are making. New
locations, expansions, new systems, and new marketing approaches all
can be inferred by the nature of the people that the competitor is
looking to hire. It’s not rocket science, but it’s a good look into your
competitors’ business plans. And it’s free and easy to do. An updated
version of this tactic is to check the “career opportunities” section of
your competitors’ Web sites.

approach?
* Which competitors should we defend against? Where are
we vulnerable?

Competitive analysis is not a one-shot deal. Good compa-
nies constantly and consistently have their collective ears to the
ground using every source of information: sales people, cus-
tomers, suppliers, government agencies (which frequently have
a lot of information, depending upon the type of business),
news reports, and (of course!) the Internet. Good competitive
analysis is good spy work: stealthy, accurate, and timely.

Internal Analysis

We've just outlined the methods and issues associated with a rig-
orous external analysis of the environment and our markets.
More will be detailed on these topics in later chapters. Now we
return to an assessment of our own organization. Remember that
the process began with a performance review, looking at our
company’s results on the dimensions that we determined are
important and linked with our goals. Now we'll look at our com-
pany in terms of structure, resources, and culture. This internal
review, when combined with the other analysis that has been
suggested, will permit us to develop strategies that will allow us
to achieve the identified objectives and recognize the trends and
other important factors both inside and outside the firm.
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Structure

Strategists need to be completely familiar with the organiza-
tional structure. A good look at our activities, processes, and
relationships is useful, particularly as we identify performance
results that need attention. The classic example is the hierar-
chical firm in which cost levels are too high. By reducing
bureaucracy and empowering employees, many firms can real-
ize tremendous efficiencies in operations.

Another good example of the importance of knowing the
structure for executing good strategy is the case in which
divestiture is considered. Later on in this book, we’ll explore
why firms may choose to sell pieces of their operations, but
prior to the sale, structural issues are critical. The principal
structural concern is whether we can separate the operations
from the rest of our firm and at what cost. Selling a particular
business unit seems easy enough, but what if virtually all of the
staff functions of the unit are performed by units elsewhere in
the company and not for sale? Prior to divestiture, we must
ready the entity structurally, as well as financially.

Resources

As we consider developing strategies for the future, we must
consider and evaluate the current resources of the organization
and the resources required by new initiatives. In particular, the
resource evaluation is an examination of the assets of the com-
pany: people, property, and relationships. In a later chapter,
we’ll explain the asset review method of strategy development
that uses our current assets as the key determinant of future
strategy.

In this stage we’re asking basic questions about the avail-
able resources of the company. Here are some examples:

* How good are our people?
— At sales?
— At innovation?
— At operations?
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e How good is our technology?
— At delivering productivity?
— What is our system’s capacity?

* Do we have access to capital?

* Are we delivering value to customers, shareholders, and
employees?

The process for reviewing resources is quite simple. First,
make a list of the important resources that the organization
requires to be successful. Usually this is done by category (peo-
ple, property, relationships). Second, make a list of the key
departments or areas of the organization that are critical to
delivering successful results: sales, R&ED, operations, finance,
engineering—whatever is relevant to the business. Finally, do an

assessment based on
Tz

- results, trends, competi-
qarMm\ SWOT analysis Exami- .
. tors, management judg-
nation of strengths, weak-

nesses, opportunities, and ments, or the facts as we

threats. This review and its results are | S€€ them. This review

a foundation for the formulation of allows us to determine our
strategic alternatives. SWOT is a by- internal strengths and
product of the internal and external weakness, categorized by

reviews that we have been discussing. | the key areas of our busi-

ness (processes, staffing,
investment, management). This analysis leads directly into the
next step of the strategy road map, SWOT analysis.

Culture

Before we move to that next step, there’s one more aspect of
our internal analysis to review: culture. The term “organizational
culture” has become commonly used, maybe even overly used,
but what does it mean?

The dimensions of culture include items like pace, focus,
aggressiveness in competition, community involvement, entre-
preneurship, risk taking, and management style in decision
making. Understanding our culture is important, particularly as
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Culture, Nordstrom Style
We all know a strong culture when we feel it. Walk into a
Nordstrom store. Most of the time you will hear a piano
playing, there will be an ample number of employees to help you, and
the shoe department will knock your socks off. There’s a certain feel
that Nordstrom has cultivated over a long time. The feel of a
Nordstrom store is a customer’s view of culture, but typically such a
feel is the result of building a culture from an employee’s point of
view.As a consequence, customers and employees expect a certain
type and level of service that helps define the Nordstrom shopping
experience.

we develop new strategies and contemplate change. For exam-
ple, if we consider a strategy for growth that includes acquiring
other firms in the industry, recognizing the cultural differences
becomes vitally important to the success of the transaction.
Cultural differences in risk taking and style may be reflected in
pay systems. One firm may base a heavy component of total
compensation on performance measures, while another may
base only a modest amount on such measures. These pay sys-
tems reflect the cultural differences of the organizations and,
therefore, should be weighed heavily in building expectations in
the merged company.

So Where Are We Now?

The strategy road map that we are building is a process to
determine the direction that the organization will take to achieve
its objectives. Our first step is to evaluate where we are now, by
doing the following:

¢ Evaluate current and historical performance, using a vari-
ety of comparison measures.

¢ Do an environmental analysis of economic, social, politi-
cal, and technological facts and trends.

¢ Analyze our industry to uncover the trends and potential
and study our competitors.

* Examine our company’s structure, resources, and culture.
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Assessment Is Ongoing
Many companies that do strategic planning make this exercise
a yearly procedure.These firms may have an off-site meeting,
produce binders filled with analysis, and carefully lay out the strategies
for the next five years and the plans to implement those strategies.
Often, however, those binders are filed on bookshelves, never to be
opened again.

The performance review and external and internal analyses
described here should be ongoing processes. Good companies create
a system in which new information about the environment, the indus-
try, or the company can be updated and assessed on a regular basis in
the context of the strategic plan.

The responsibility for managing the strategic process clearly falls
with top management. As new information about competitor activities
is learned, as regulatory changes unfold, or as economic conditions
change, the managers need to know it, to incorporate the information
into their database and the collective consciousness, and to review
their strategies in light of the information. Good companies make
strategy a regular part of their formal business activities and test what
they know against what they do.

Strategy Formulation

After our analytical review, the next steps involve strategic
thinking. By “strategic thinking” we mean using the information
that we’ve collected to determine an answer to the question,
where should we go? The recommended first step is SWOT
analysis. From there, a number of techniques can be used to
actually develop strategic options.

SWOT Analysis

SWOT is used to map the clear objectives of the organization to
the strengths, weaknesses, opportunities, and threats that we
can see based on our previous comprehensive data assess-
ment. Notice that it's very important when evaluating the
SWOT to always keep in mind the goals of the firm. Without
that guidance, it's very easy for the SWOT result to get off
track.
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SWOT involves three steps, which are applied first to
strengths, second to weaknesses, third to opportunities, and last
to threats:

1. Systematically determine the strengths/weaknesses/
opportunities/threats of our business, in detail, based
upon the facts and trends that we discovered in the strate-
gic analysis portion of the process.

2. Match these strengths/weaknesses/opportunities/threats
to achieving particular elements of the objectives.

3. Rank the strengths/weaknesses/opportunities/threats in
order of importance to achieving our goals.

The most effective SWOT reviews include staff from many
levels of the organization, to gain a well-rounded and grounded
perspective. By compiling these lists of the top SWOT factors,
the company is ready to apply strategic thinking to begin the
process of formulating strategy.

Developing Strategy Options

There are many approaches that we’ll use later in this book to
develop the strategy options. Clearly, the SWOT analysis leads
us to strategies, if we simply take actions to do the following:

Build on our strengths.

Shore up our weaknesses.

Seize worthwhile opportunities.
Defend against business threats.

While this is a good start, we can also use other techniques
to find innovative and successful strategies to reach our goals.
In this pursuit, we’re beginning to address a new question: How
do we get there?

Evaluate Options, Evaluate Results

The final step in the strategy road map is evaluation.
First, we need to evaluate the strategy options to determine
which is or are best. The guiding principle here is the action or
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Do You Want to Improve the Strategic
Smart Planning Process?

Managing Don’t leave those pretty binders with the plans, estimates,
and forecasted results on the shelf. Bring them out regularly and com-
pare the assumptions, time frames, and the pro-forma financials with
the real experience.

This approach of using the past work as a guide, by comparing the
estimated data with the real thing, makes your company a learning
organization.What did we know? What did we assume that went
wrong? What changed? Address all of these questions, not to embar-
rass anyone but to learn and to make the process better the next
time around. Most companies don’t do this, but they should.You can
make your firm better at strategy by keeping track of those five-year
plans and learning from them.

actions with the best chance to achieve the stated goals and
corporate vision.

Mapping out the strategy is not enough, however.
Implementation of the strategy demands that we develop plans
that extend throughout the organization. For example, if our
strategy is to initiate and develop an Internet distribution system,
then we lay out operating plans, timetables, and detailed work
plans down and through the organization. We need to put into
place technology investments, marketing initiatives, and fulfill-
ment operations to make the strategy—the business idea—real.

Once we’ve decided on a course of action, then we must
regularly monitor our progress and monitor the industry, envi-
ronmental, and corporate changes, to determine whether the
results are on track or off.

Good strategies anticipate changes in the environment.
Good managers see the future and find a way to achieve their
goals, through their strategies. Good companies learn from their
experiences, both good and bad. We’ve laid out a road map for
strategy development. Next, we’ll explore each of these areas in
detail.
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Manager’s Checklist for Chapter 3

J

|

Management is a process and so is strategic management.
Follow a systematic process for developing the strategic
decisions of the company.

External analysis looks at the environment and industry in
which we work. Look for both facts and trends and know
which factors truly drive your business.

Assess your competition carefully.

Internal analysis explores the current state of your busi-
ness, including where the performance gaps lie. We also
need to critically look at the operational state of our organ-
ization: resources, personnel, and culture.

Formulate a SWOT report. For each category, rank the
most important items, based on goals, so that as we
develop new strategies, we can have the greatest impact.

Bring a broad range of experiences, functions, and levels
into the discussion of strategic choices. Make sure you can
execute your strategy successfully.

Evaluate choices and results, regularly and critically.



Customer
Analysis

ack Nicholson starred in an interesting movie in 1970 called

Five Easy Pieces. In a classic restaurant scene, Nicholson’s
character is confronted with a culture that is neither customer-
friendly nor accommodating. The dialogue goes like this:

Nicholson: I'd like a plain omelet, no potatoes, tomatoes
instead, a cup of coffee, and wheat toast.

Waitress (pointing to the menu): No substitutions.
Nicholson: What do you mean? You don’t have any tomatoes?

Waitress: Only what’s on the menu. You can have a number
two—a plain omelet. It comes with cottage fries and rolls.

Nicholson: Yeah, | know what it comes with. But it’s not what |
want.

Waitress: Well, I'll come back when you make up your mind.

Nicholson: Wait a minute. | have made up my mind. I'd like a
plain omelet, no potatoes on the plate, a cup of coffee, and a
side order of wheat toast.

68
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Waitress: I'm sorry, we don’t have any side orders of toast ... an
English muffin or a coffee roll.

Nicholson: What do you mean you don’t make side orders of
toast? You make sandwiches, don’t you?

Waitress: Would you like to talk to the manager?
Nicholson: You’ve got bread and a toaster of some kind?
Waitress: | don’t make the rules.

Nicholson: OK, I'll make it as easy for you as I can. I'd like an
omelet, plain, and a chicken salad sandwich on wheat toast, no
mayonnaise, no butter, no lettuce. And a cup of coffee.

Waitress: A number two, chicken sal san, hold the butter, the
lettuce, and the mayonnaise. And a cup of coffee. Anything
else?

Nicholson: Yeah. Now all you have to do is hold the chicken,
bring me the toast, give me a check for the chicken salad sand-
wich, and you haven'’t broken any rules.

Waitress (spitefully): You want me to hold the chicken, huh?

Well, we'll stop there, but as you can see this restaurant was
not focused on satisfying the customer. Rather, the focus was on
the convenience of the operations. Businesses can thrive even if
they choose to be indifferent to the individual needs of their cus-
tomers. But they must offer something else of value, such as
price and/or exceptional, consistent quality.

McDonald’s, like the restaurant of the film, discouraged sub-
stitutions from its sandwiches. It wasn’t until Burger King came
along to successfully woo customers with the “Have it your
way” campaign that the dynamics of fast food customization
were changed. Burger King found a way to meet an unmet need
of its customers and it exploited that advantage to the detriment
of its competitors.

Unmet customer needs are at the heart of business ideas
and the development of business strategy. In this chapter we will
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It's All About the Customers

Smart Successful businesses begin with the customers and meeting
Managing i,cir unmet needs. Many people, both in the business world
and outside, believe that business is about making money. Profit is a
result of understanding and managing what customers expect, then
delivering more. If we exceed their expectations, then we’ll be able to
price at a profit and make money. Monitoring and influencing the cus-
tomer, however, must be a continuous part of our activities.
Information technology’s greatest benefit to business is to create a
system for better understanding the customers and their needs.

explore an analysis of customers and their needs. We don'’t
include this customer analysis as part of the strategy road map,
although we could, because understanding our customers is not
specific to developing strategy. Rather, it's an ongoing prerequi-
site of doing business and should be a regular part of manage-
ment activities.

Basic Customer Questions

As we think about our business idea, the first issue to consider
— is the question, What
a'

1/,1 r‘t’n Value The difference unmet cu§tomer neec‘is are
between the benefits we targeting? A fancier
(sometimes called utility) way to ask the question is

that customers receive from our prod- | What is our value proposi-
ucts or services and what customers tion? Regardless of our
pay for our products or services. business lingo sophistica-

tion, we need to know
what we offer to customers in our products and/or services and
how we propose to deliver value to them.

Steps in Customer Analysis

Simple common sense tells us that we need information in
order to assess our business value proposition to customers.
There are six inquiries that we need to develop in order to build
a customer information database:
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Customer Needs and the Value Proposition
Consider the purchase of a car. Buyers assess the factors,
or benéefits, that are important to them: room, safety, gas
mileage, reliability, ease of purchase, trade-in value over time, and
brand. Then they shop for the car that delivers those important fea-
tures for the best price. If we can exceed their expectations of the
benefits of owning our model, then we might hear them say something
like “I got a lot of car for the money!” That defines value.

Of course, value creation for the business occurs when we can sell
the car for a price that exceeds our cost of delivering those important
benefits to our customers.

Who are our customers?

Why do they buy from us?

Who buys from competitors?

Why do some buy from competitors?

Can we meet the needs of those buying from competitors,
without sacrificing value to our customers?

What else can we do for our customers to create value for
them and for ourselves?

RN =

o

Clearly, in order to answer these questions, we must know
our customers and the markets well and we must develop
methods for getting information from buyers and from nonbuy-
ers. This information then becomes an input to our develop-
ment of strategy.

Who Are Our Customers? Who Buys from
Competitors?

Probably the easiest question to answer is to describe our current
customers. Since we have records of their purchases, we can
collect a variety of data. Registration cards included with prod-
ucts and invoice data are generally used to acquire this informa-
tion. One way to approach growing our business is to identify
our customers on a number of dimensions and then to assume
that we are likely to appeal to other people of the same charac-
teristics. Key characteristics differ depending on whether we're
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selling to individuals (B2C) or to businesses (B2B) or to both.
Key B2C characteristics:

® age ® occupation
* sex ® geography
e lifestyle ¢ frequency of purchase

Key B2B characteristics:

¢ type of organization e geography
¢ size of organization e frequency of purchase

Let’s look at examples from each set.

Suppose we sell supplies to schools, a B2B example. We
can categorize our customers by type of organization: elemen-
tary schools, junior high or middle schools, high schools, and
colleges and universities.

The size of the organization is also an important characteris-
tic to consider, particularly because the buying process may
change as an organization grows. For example, large school
entities may bid out all purchases and be more price-focused
than smaller school entities. In bidding circumstances, relation-
ships that are cultivated tend to be less important than other
features, like convenience and price.

Geography, or location, also is an important factor to con-

sider. In cases where location (states or regions) divides

Think Outside of the List
In analyzing customers, we might simply sort our current cus-
tomer list by type. However, in doing this we may miss oppor-
tunities for exploring additional customers. Always think about all of
the possible categories of organizations to which we might sell, even
though we may not have any customers in a category.

In the schools example, the complete list might include preschools
and day care centers, public versus private schools of all types, trade
schools (like cosmetology or auto repair schools), technical colleges, and
language institutes. By compiling a comprehensive list of possibilities, we
get a better understanding of our penetration of the entire schools
market and a more complete look at the potential for our business.




Customer Analysis 73

the sales reps, for example, location data becomes important in
order to understand the customers, as well as judge the effec-
tiveness of the sales force. Categorizing buyers into urban, sub-
urban, or rural geographies is also valuable for differentiating
their needs. For example, urban schools may require vastly dif-
ferent products (multilingual or multicultural materials) than
rural or suburban schools. Finally, since many businesses face
global competition as well as global opportunities, special con-
sideration should be given to understanding foreign buyers.

Frequency of purchase is another good characteristic for
understanding the buying habits and needs of our customers.
Size of orders and regularity are important to inventory policy.
For example, a school may place many small orders over the
course of a year or one large order. Dividing our customers into
classes of order size helps us to manage the ordering and fulfill-
ment process to better meet the needs of our customers.

If our business is B2C, selling to individual consumers, our
categories of interest are much different. Suppose we are selling
golf equipment. We would want to know the differences in buy-
ing habits and needs by age and by gender. Clearly, equipment
is differentiated by gender, so our stocking of goods is directly
affected by our ability to merchandise effectively to each sex.
Understanding our market by gender may lead us to conclude,
for example, that we only want to serve female golfers, since
they are underserved, have special needs, and are a growing
market. The only way that we can intelligently make a decision
like that is to have the information about these customers.

Lifestyle is particularly important to retail concerns, since in
many ways the customers’ needs are driven by their life activi-
ties. In the case of golf equipment, we would want to know
whether our customers were country clubbers, play regularly at
public courses, or are just occasional players. Since most clubs
and courses have pro shops that sell merchandise and offer
expertise, we would need to staff and stock our store differently
based upon the lifestyle of the customers. Price and selection
would depend upon the target customers that we attract.
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Better Than Par for the Course
Nevada Bob’s franchise store in Madison, Wisconsin is phe-
nomenal. Over the years, the owner has attracted cus-
tomers from nearly every segment of the golfing community to pur-
chase hard and soft goods at his outlet. The inventory of goods is
immense and customers throughout the region flock to the store for
the latest and greatest in equipment, clothing, and supplies.

Even country club members shop at Nevada Bob’s because Joel
Zucker, the owner, recognizes two important needs of serious players.
First, they want to try the equipment. Second, they want a market for
their used equipment. By filling both of these unmet needs, which pro
shops generally do not meet, Nevada Bob’s has become the preferred
and dominant store in the market.

Occupation can be a useful characteristic in itself and it gen-
erally can be used as a surrogate for income. We would want to
know the golf budgets of our customers to help us offer goods
that are attractive.

Geography will be important as well. Are our customers will-
ing to travel to shop at our stores? How far will our advertising
reach into the community before it becomes ineffective? These
questions are anticipated by understanding the customers who
would patronize our golf equipment store. We can also use the
data to identify any customers who may be celebrities in our
community. Oftentimes, retailers can use influential customers
for testimonials and create additional demand for their business.

Another important characteristic is frequency of purchase.
Some of our customers may buy frequently, others only sporad-
ically. If we know more about those customers who buy often,
we may unlock some effective marketing tools to develop other
customers into frequent buyers.

Regardless of the nature of our business and our customers,
it’s critical to know as much about our customers as possible.
The first step is to group buyers into simple but powerful cate-
gories or segments, as described here, and use that information
to design business activities to maximize the results.
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Why Do They Buy from Us? Why Do Some
Buy from Competitors?

Once we know who are customers are, we would like to know
more about their reasons for purchasing from us or not pur-
chasing. If we know the features and qualities of our products or
services that are attracting customers, we can market them
more effectively. Getting this information is hard work, however.

When we develop our business idea, we usually think about
designing features that will be attractive to consumers. These
features and benefits are targeted at the buyers’ unmet needs. In
designing to meet these needs, we must ask and answer the
question, why do consumers buy our products or services,
rather than not buying at all or buying from others? Because the
concept of meeting unmet needs is so central to successful mar-
keting, monitoring the behaviors and rationale of our customers
should be a major part of our ongoing marketing program.

How do we acquire this information and put it to use to more
successfully define our offerings and strategy? There are a num-
ber of vehicles that we can use to gather customer information:

¢ point-of -sale information
® customer surveys
e focus groups

Point-of-Sale Information

Every time we have an interaction with a customer, we have an
opportunity to learn more from the customer. In a sales call situa-
tion, whether a sale is made or not, the customer can tell us
details about his or her needs and his or her reaction to our prod-
uct features. In a service situation, the customer has had an oppor-
tunity to use the product and can give important feedback on the
match between his or her needs and our features. It doesn’t mat-
ter whether the sales or service circumstances are face to face
with a person, at the checkout line or service center, or on the
Internet, these events can provide a wealth of information for
those companies that seize the opportunity and gather the data.
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Tapping into a Wealth of Information

Smart Software developers have recognized the valuable potential
Managing ¢ customer interactions and offer many packages for col-
lecting and organizing the information available. Contact management
systems, like ACT (Best Software), permit input by salespeople from
both customers (successful sales) and noncustomers. These systems
permit organizations to categorize data on unmet needs, sales barri-
ers, and comparisons with competitors. Customer relationship manage-
ment (CRM) systems track behaviors of buyers and facilitate coordina-
tion of sales, service, and cross-selling opportunities. Siebel Systems,
for example, provides a variety of CRM applications for B2B and B2C
businesses. More information on both these systems can be found at
their Web sites: www.act.com and www.siebel.com.

Point-of sale data also includes buyer behaviors. One of the
best examples of using consumer behavior to deliver better
results is in grocery stores. Vendors like General Mills and stores
like Safeway can use scanning information to understand what
product purchases get linked, such as beer and snack foods.
Retailers can group goods that are commonly purchased
together to make it more convenient for customers to choose
these items. The net result is more revenue per customer.

Some companies turn

Tracking Buying anticipating customers
Patterns needs into immediate rev-
Take a closer look at the enue. If you order a book
stocking practices in your grocery or music CD on
store. Notice how Frito-Lay has cre- www.amazon.com, the
ated little shelves for salsa and queso software running behind

dips right there with the Fritos and
Tostitos. Scanning the items permits other products that you
analysts to see buying patterns much . . )

more clearly. The next time you go to might be interested in buy-

. , cy .
the supermarket, take note of how the | INg. If you're considering

the site will often suggest

store tries to anticipate your needs. buying a book, for exam-
ple, you may read that
“customers who bought this book also bought ....,” followed by

a short list of titles based on the customer tracking system. This
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approach is not new in concept: for example, if you buy a dress
shirt, the salesperson will show you a tie. But the information-
based nature of the Amazon system has become a model for
many Internet vendors.

The key to point-of-sale information is the ability to use the
data to build an effective knowledge-based marketing program.
In order to achieve that objective, we need to make the data
easy to collect, consistent from customer to customer, and rela-
tively easy to categorize so we can discover insights and trends.
Sales and service people need to have a short script of very
limited, targeted questions to ask. For example, ask customers,
“Why did you buy? Price?” or “How will you use this product?”
and then record their responses. This data then needs to go into
a database that can be searched for use in designing and pro-
moting products and services.

Customer Surveys

A more common and formal method for acquiring customer
information is the survey. Whether in writing, by telephone, or
via the Internet, many customers will take the time to provide a
company with valuable information about their purchase
process, their use of a product or service, their opinions about
the product or service, and other relevant information (like
demographics, purchase outlet, and measures of satisfaction).
Surveys usually take place after a purchase, but it’s important
to capture the information within a relatively short time. In this
fashion, the experiences are fresh in their minds and their inter-
est in the product or service is high. Of course, monitoring cus-
tomers’ views on a long-term basis also can be valuable as a
marketing tool. Using the longer-term view, we can spot trends,
competitor advances or declines, and additional opportunities.
Surveys should be easy for customers. Do everything you
can to let them know that you want their information and that
you value their input. In the end, though, people tend to
respond better to easy and short survey formats. Usually the
best way to do this is to anticipate their answers to questions
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and provide answer choices. Here’s an example:

Which three product features are most important to you?

Price

Ease of Use

Brand

Ease of Installation
Ease of Assembly
Smell

Color Selections
Durability

Other

By asking the respondents to select the three most impor-
tant answers, you're forcing them to think and prioritize among
the choices, an important principle in securing valid data.

Get Help from
a Professional
Survey design and administra-
tion is a science. While the company
seeking the data must determine the
content of the survey, it’s a good idea
to outsource preparation and admin-
istration, unless the company has sea-
soned market research professionals.
At the very least, the company should
seek consultation on the survey
design to ensure that the data will be
valid, reliable, and collected efficiently.

Thus, when the data is
pooled, you’ll have better
information for decisions
on modifying the product
or service, promoting it,
and targeting the market.
Also you should always
offer the opportunity to
add information that you
may not have anticipated
(“Other”).

Service organizations
should be interested in
surveying customers on a

regular basis. Take an insurance company, for example. One
of the important factors in buying behavior is the insurer’s rep-
utation for fast and fair claim service. By monitoring the cus-
tomer satisfaction with claims services with a survey on each
claim, the company can bolster or improve its reputation by
adjusting its performance and touting its record of satisfied

customers.
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J.D. Power
J.D. Power and Associates is a company that special