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Praise for Business Plans For Dummies
"This is the book on business planning. Terrifically useful for almost anyone
in business, from the person with a great business idea to the entrepreneur

who's just starting a company to the executive who wants to make a busi-

ness grow. It's filled with common sense ideas and critical business informa-

tion. And because it talks about business planning as an ongoing process, it's

a book on management as well. As a manager at Apple, I plan to use it as

resource to help my own group compete even better in our own rapidly

changing markets."

— Michael Jaret, Senior Marketing Manager, Apple Computer, Inc.

"Changes in the software industry arrive in waves. Now the waves are

hurricane strength, so our company has to be ready for anything and every-

thing that comes our way. And that means planning. Business Plans For
Dummies lays out a no-nonsense blueprint for the way to do it right."

— Michael Troy, President and CEO, KnowledgePoint

"This book is much more than a how-to book for business plans: It is a

complete guide to business. No longer is a business plan something you
write and file in your bottom drawer. This book transforms the business

planning process into something that you can and should use every day. It

touches all aspects of analyzing your business and deciding where to go
next. You can easily apply this guide to your whole business, to a division, or

even to a department. All my department managers will soon be using

Business Plans For Dummies to set a course for the future."

— Peter J. Stouffer, Vice President, Manufacturing and Engineering,

Code-Alarm, Inc.

"As the owner of an independent recording studio, I love to create great

music but I don't really love running a business. That's why I was so excited

to discover Business Plans For Dummies. By helping me take care of business,

this book lets me spend my time doing what I really love to do."

— Stephen McKinstry, Owner, Salmagundi Recording Studio

"Unlike most business plan guides that focus only on producing an impres-

sive document, Business Plans For Dummies helps entrepreneurs prepare to

run a company by anticipating and explaining virtually every potential pitfall

for company builders. Comprehensive and knowing, this book will help

anyone who is thinking about running a business."

— Tom Ehrenfeld, Business and Financial Journalist



"Business Plans For Dummies goes right to the heart of the matter! It cap-

tures the essence of planning without all the hurdles that often turn busi-

ness planning into a useless exercise rather than a critical management tool.

I highly recommend it."

— John Rousseau, President and CEO, Gamepro Media Group, Inc.

"As the founder of a recent start-up in the high-tech industry, I needed help

in creating a viable business plan. I read Business Plans For Dummies, and I

have been thankful ever since. This book is the real thing; it provided me
with the practical guidance I needed to understand what my company is all

about and what I had to do to move my company to the next plateau. Read it

— it's a winner!"

— Volkers Lindenstruth, Ph.D., Founder, President and CTO,
Advanced Network Components, Inc.

"For the experienced business planner or the novice, in big companies or

small, Business Plans For Dummies is the best book I've found for compre-
hensive and successful planning. It covers all the essential factors and
processes for business planning in an understandable, easy-to-read fashion

with lots of practical tips."

— Rick Oliver, Professor of Management, Owen Graduate School of

Management, Vanderbilt University; Former VP, Nortel

"Given the profound levels of change that are currently sweeping through
the healthcare industry, I can't think of a more timely book for healthcare

executives than Business Plans For Dummies. It offers practical and realistic

advice that can be used right now. In fact, it ought to be recommended
reading for managers in any industry."

— Roger Schenke, Executive Vice President, The American College of

Physician Executives

"This book is the most complete guide to business planning I've ever read.

It's full of great tips and examples, and it brought up questions I would never
have even thought of asking. I can't wait to put the book to work."

— Sue Wood, Manager of Marketing Communications, IES Utilities

"Forget those old textbooks or boring manuals you've read on developing

business plans — just pick up a copy of Business Plans For Dummies. It is the

most comprehensive, straightforward approach to business planning I have
read that actually works. Not only does it provide valuable knowledge and
insight needed to more accurately anticipate and meet business challenges,

it's actually fun to read! It turns a laborious process into an invaluable

experience that redefines your company for its future"

— Eileen E. Clancy, Director, Human Resource Development,

Lamson & Sessions
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Do you find that traditional reference books are overloaded with

technical details and advice you'll never use? Do you postpone
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Foreword

t
must admit, I never thought I would endorse a book called Business

«£ Plans For Dummies. At Lamson & Sessions, we take our work seriously

and, like any other industry leader, we constantly strive to satisfy our

customers and serve our stakeholders. Our workforce is committed to

creating a high performance culture that succeeds in reaching its goals.

There are no dummies at Lamson & Sessions.

Like a lot of well-intending firms, however, we've struggled to create a

business plan and a strategy that make sense in the marketplace. When we
started our business planning process, we read the standard books, sought

advice from consultants, and followed recommended procedures. We did

everything we were supposed to do according to the "wisdom" that exists in

most other guides.

But you know what? It didn't get us where we wanted to go. Planning is too

complicated to fit neatly into a simple formula, which is what so many other

books assume. Instead, we came to realize that planning is an on-going

process rather than a mere event. It involves a lot of analytical work: looking

at ourselves, our customers, our competitors, and the market in general. It

also involves the development of a planning process that links our planning

to our budget — rather than having the budget drive the plans.

So we called on Dr. Paul Tiffany, one of the co-authors of this book, who
worked with our Leadership Council and presented his views on business

strategy and planning. After he spent just a couple of days with our senior

staff, we began doing things differently. We were excited to learn that he

would offer a complete guide on the subject, Business Plans For Dummies, a

book that captures the essence of planning.

I encourage you to read Business Plans For Dummies, ponder it, contemplate

it, and then use it. This book is a terrific tool — far better than any other

book we've seen before about business planning. It is practical, down-to-

earth, and provides numerous examples and insights that are immediately

useful to someone who is either involved in planning now or who wants to

learn more about the subject in the future. In short, it works!

John B. Schulze, Chairman, President, and CEO
Lamson & Sessions, Cleveland, Ohio
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Introduction

So you pulled this book off the shelf and decided to give us a try. Good
move. You've come to the right place. Believe it or not, we don't need

to read tea leaves to know a bit about your background. In fact, we'd go so

far as to suggest that you probably find yourself in one of the following

situations:

v You have a great idea for a brand-new gizmo and can't wait to get your

own company up and running.

*> Your boss just turned over a new leaf and wants a business plan from

you in three weeks.

*<" You've always run the business without a business plan, and you're the

one who turned over the new leaf.

v* You thought you had a business plan for the company, but it doesn't

seem to be doing the job that it should.

Are we close? Whatever your situation, you're not going to need those tea

leaves to make a business plan; just read this book instead. We can't tell

you the future of your business. But the business plan that we help you put

together prepares you for the future. And we'll be with you every step of

the way.

Why \lou Need This Book
You may not know how to make a business plan just yet, but you're smart
enough to know that a plan is important. We know, from years of working
with companies large and small, that a business plan is crucial — it's the

only way that you can get where you want to go.

This book helps you create your business plan step by step. Along the way,

you discover things about your business that you never realized — things

that just may help you beat the competition. Heck, we even throw in a few
laughs as well.
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Sure, for some of you, a business plan is something that you're required to

put together to raise money for a startup company. At best, it's a formality;

at worst, it's a real pain in the neck. But a business plan isn't just there to

raise money; it's also a powerful tool — one that's bound to make your
company a better place to work and your business a more successful

operation.

Is a business plan magic? No— no sorcery here. A business plan works
because it forces you to stop and think about what you're doing. It prompts
you to figure out what you want your company to be in the future and how
you intend to make the future happen. Then your plan acts as a template,

guiding you through the steps required to meet your goals. For example:

t> A business plan requires you to look carefully at your industry, your
customers, and the competition to determine what your real opportuni-

ties are and what threats you face.

t> A business plan takes a good hard look at your company as well, so

that you can honestly and objectively recognize its capabilities and
resources, its strengths and weaknesses, and its true advantages.

j> A business plan coaxes a financial report, a forecast, and a budget out

of you, so that you know where you stand today and what the future

holds.

i> A business plan prepares you for an uncertain future by encouraging

you to come up with business strategies and alternatives to increase

your chances of success down the road.

Hou/ to Use This Book
Business Plans For Dummies will help your business succeed no matter who
you are or what your job description is, whether you're part of a large

corporation or a one-person show. Depending on your situation, you may
find yourself dipping into and out of the book in different ways:

\* If business plans are new to you, you may want to start at the beginning

and let us be your guides. We take you from your company mission all

the way through to making your business plan work, and we keep your

head above water the whole way

f" If you're a little more experienced, you may want to head straight for

one of the more interesting watering holes: how to recognize the

critical success factors in your business, for example, or where to look

for your company's strengths and weaknesses. After dipping in any-

where along the way, you'll most likely discover yet another section

where you want to spend some time.
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Just remember — no matter where you find yourself, it's never too late to

start a business plan, and it's never too late to make the one that you have

even better. In each case, you can find what you're looking for between

these bright-yellow covers.

Hou) This Book Is Organized
Business Plans For Dummies is divided into six parts, based on the major

elements of your business plan. You don't have to read all the parts, how-

ever, and you certainly don't have to read them in order. Each chapter is

devoted to a particular business-planning topic, and you may need some
chapters more than you do others. Feel free to skip around; pick and choose
what you're really interested in.

Part I: Determining Where \lou Want to Go
Before you can put together a business plan, you have to decide where you
want to end up in the future. This part helps you get on track right away by
establishing a mission for your company, along with business goals and
objectives. Then we help you examine your company's values and your
vision for the future.

Part II: Sizing Up \lour Marketplace

To make a useful plan for your business, you have to know something about
the market you're going after. In this part, we help you examine your indus-

try and figure out what it takes to be successful by identifying where your
opportunities and threats come from. We also help you analyze your cus-

tomers, so that you can understand who they are, what they need, and how
you can group them to better serve them. Finally, we help you scope out

your competition, trying to determine exactly what you need to win.

Part III: Weighing \lour

Company's Prospects

In this part we turn our full attention to your company. We help you look as

objectively as you can at your capabilities and resources, identifying the

strengths that you can count on and the weaknesses that you need to deal

with. We also help you zero in on what you do best, enabling you to figure

out the real value that you provide your customers and the true advantage
that you have over your competitors. Finally, we guide you through your
finances and help you put together a financial forecast and a budget.
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Part W: Looking to the Future

The main reason why you make a business plan in the first place is to get

ready for what lies ahead for your business. Part IV helps you look into your
future and prepares you for change. We introduce several standard alterna-

tives and show you how you can use them to come up with strategies of

your own. And we consider the different directions that you can take as your
company grows bigger.

Part V: A Planner's Toolkit

Your business plan is no good if you can't put it to work. In this part, we
help you shape your company to be as efficient and effective as it can be.

We also help you prepare the people in your company so that they have the

skills they need to accomplish the goals set out in your plan. Finally, we
show you a sample of a real business plan, so that you know — start to

finish — what you're aiming for.

Part Vh The Part of Tens

The Part of Tens is a collection of reminders, hints, observations, and
warnings about what to do — and not to do— as you work through your

business plan. These chapters focus on the big picture, so look at them
whenever you need a little perspective on where you stand and where
you're headed.

harts Used in This Book
To guide you through your business plan preparation, we include icons in

<^HEp4 the left margins of the book. Here's what they mean:

This icon indicates tips to put you way ahead of the competition.

Q\ Wherever you see this icon, you find definitions of business-guru terms.

This icon calls your attention to illuminating examples from the business

world.
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This icon flags situations that apply mostly to large companies, but that may
help small companies as well.

Ouch; you may get burned unless you heed these warnings.

Don't forget these timely tips.

Where to Go From Here
Take a minute to thumb through the book and get comfortable with what's

inside. Then pick out one or two chapters that tickle your fancy. Better yet,

turn to a chapter that you already know something about. Or if you're really

daring, turn the page and start at the beginning.

Don't forget to use the table of contents for a chapter-by-chapter break-

down. The index is also an excellent place to turn to find a specific topic

right away.
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Determining Where

You Want to Go

The 5th Wave BvRichTennant

1

It's quite a business plan, Ms. Strunt. It's the first
one ISie mad vihose mission statement sags, '...keeps

wecutoF-btTuble."'



In this part . .

.

J\Jo matter what you'd like to finish, from wallpapering

# w the bedroom to hooking up the VCR, it's awfully

easy to pass over all the preliminary stuff, and jump right

into the thick of the project. Let's face it, the preliminaries

are a bit boring. But for the really important things in life—
and in business — preparation is everything. So preparing

to do your business plan ranks right up there in impor-

tance with each of the other major steps as you create a

plan.

In this part, we help you prepare to plan by looking at .

what a business plan is all about. First, we look at how to

establish a mission for your company and develop

business goals and objectives. We also point out why
values are so important to your company, and show you
how you can use your company's values. Finally, we look

at how a vision for your company gives you something to

aim for and a direction to take.
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Starting Your Business Plan

In This Chapter

Getting the most out of your plan

p- Using your plan as a record of the past and a guide to the future

Making your plan function as your company description

p- Figuring out who makes the plan

p- Checking out what the written plan looks like

Those who fail to plan, plan to fail.

— George Hewell

yi^ost of us go through life thinking ahead. We plan to paint the house,

# r §plan to go back to school, plan to take a vacation, and plan for

retirement — we always have a plan or two in the works. Why do we plan so

much? We certainly can't predict what's going to happen, so why bother?

Certainly, none of us knows the future. But each of us knows that tomorrow
will be different from today, and today isn't the same as yesterday Planning

for those differences is one way to move forward and face things that are

unfamiliar and uncertain. Planning is a strategy for survival.

Companies make business plans for many of the same reasons. Planning is a

strategy to improve the odds of success in a business world that's con-

stantly changing. Business plans are not a guarantee, of course. Business

planning isn't a science that offers right and wrong answers about the

future. But business planning is a process that gets you ready for what's to

come. And making a plan increases the likelihood that down the road, your
company will be in the right place at the right time.

In this chapter, we explore what planning is all about, how you can use your
business plan, and why having a plan is so important. We talk about your
business plan as a guide to your company's future, as well as a record of

where you've been and how you've done. Because your plan is a ready-made
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description of your company, we also talk about the kinds of people who
may be interested in seeing your business plan. Then we help you get a

handle on who should be involved in putting your plan together, depending
on how big your company is. Finally, we show you what your business plan

should look like on paper.

Getting the Mast Out of four Piatt

A plan originally meant only one thing: a flat view of a building, viewed from

above. If you've ever had a house built or remodeled, you know that this

kind of plan is still around (and still expensive). Over the centuries, how-
ever, the meaning of the word plan has expanded to include time as well as

space. A plan in the modern sense also refers to a view of the future, seen

from the present. You make plans for a birthday party next week or a

business trip next month.
«*£?^

A business plan is a particular view of your company's future, describing the

following things:

i> What your industry will look like

i> What markets you'll compete in

*> What competition you'll be up against

i* What products and services you'll offer

»> What value you'll provide customers

& What long-term advantages you'll have

u* How big and profitable your company will become

To create a detailed view of the future, you have to make a whole bunch of

predictions about what's going to happen down the road. If your company
manufactures crystal balls, of course, you're in luck. If not, you have to find

other ways to make some basic business assumptions about the future,

which we share with you throughout this book.

In the end, your business plan is only as good as all the assumptions you put

into it. To make sure that your assumptions make sense, much of your

planning should involve trying to understand your surroundings today—
what's going on right now in your own industry and marketplace. By making

these assumptions, you can better predict your business and its future. Will

your predictions actually come true? Only time will tell. Fortunately, the

planning process makes you better prepared for whatever lies ahead.
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Looking forutard

A business plan provides a view of the future. Whether your company is

large or small, whether you're just starting a business or are part of a

seasoned company, you still need some sort of planning process to point

you in the right direction and guide you along the way.

v* A brand-new company makes a business plan to get its bearings and

often uses the plan to get funding.

i* An up-and-running company uses a plan to be better prepared.

i-" A large company needs a plan so that everybody sees the same view

ahead.

j-" A small company makes a plan if it wants to make sure that it survives

those crucial first two years.

In fact, a small company needs a business plan most of all. If you own or

manage a small business, you already know that you're the jack-or-jill-of-all-

trades. You hardly have enough time to get your daily business chores done,

much less plan for next week, next month, or next year. But because you run

a small business, you simply can't afford not to plan.

When a giant corporation stumbles, it usually has the financial reserves to

break the fall and get back on its feet. If your resources are limited, however,

a single mistake— such as exaggerating the demand for your products or

underestimating how long you have to wait to get paid— can spell the end
of everything you've invested in and worked so hard to achieve. A business

plan points out many dangers, alerting you to the hazards and obstacles

that lie ahead, so that you can avoid such pitfalls. Remember: Three quar-

ters of all new businesses fail within their first two or three years.

Looking back
A business plan paints a picture of where your company has been and how
it has changed over the years. By reviewing past performance, you can use

your plan to figure out what worked and what didn't. In effect, your business

plan offers you an opportunity to keep score, allowing you to set goals for

your company and then keep track of your achievements. For example:

/> Your plan creates a view of the future. In years to come, you can use old

copies of your plan to look back and determine just how good you are

at seeing what lies ahead.

/*" Your plan maps out a direction to go in and the route to take. You can
use it to gauge how skillful you are at accomplishing what you set out

to do.
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Iv*
Your plan forecasts where you want to be. You can use it to check out

how close you come to your targets for the industry, your market, and
your finances.

Your history, as described in your business plan, teaches you important

lessons about the business you're in— so you aren't doomed to make the

same mistakes over and over. If you can't remember exactly where your
company has been, you probably won't see where it's headed.

Looking around

*#*£/,

You can use your business plan to tell the world (or at least anyone out

there who's interested) a bunch of stuff about your company. No matter who
you're dealing with or why, your plan has a ready-made description to back
up the claims you make. Your plan comes in handy when you're dealing with

the following people:

f Suppliers you are asking to extend you credit and offer you terms

\^ Distributors that want to add your product or service to their lineups

\^ Big customers that hope to establish long-term business relationships

i> The board of directors or other advisers who want to offer support

\* Outside consultants you bring in to help out with specific issues

*> Bankers who decide on whether or not to lend you money

v* Investors who are interested in taking a stake in your company

All these people have their own special reasons for wanting more informa-

tion about you, and each probably is interested in a different part of your

plan. A well-written business plan satisfies all these groups and makes your

company stronger in the process.

v* A business plan improves your company's chances of success.

i^ A business plan shows you where your company has been and how it

has changed.

i> A business plan provides a blueprint for the future.

i> Business planning is an ongoing process.

Naming \lour Planners
Okay, a business plan is essential. Who's supposed to put the darn thing

together? In some sense, the answer depends on how big your company is.
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\* Small businesses: If your business is really just you— or maybe you
and a couple of other people — you already know exactly who's

responsible for making a plan for the company. That's not such a bad
thing, when you think about it. Who better to create a view of the future

and set business goals and objectives than the people who are also

responsible for reaching the goals and making the future happen?

t> Medium-size companies: If your company is a bit bigger, you probably

don't want to go it alone when it comes to putting together your

business plan. First of all, putting together a plan is a big job. But more
than that, involving all the key people in the planning process has a

certain advantage: Everyone involved in the plan has a stake in making
sure that your company succeeds.

v* Large corporations: If you're part of a big company, you may need
serious help to make a business plan that's complete and always up-to-

date. To get all the work done, you may have to hire people who have
nothing to do but tend to your company's business plan full-time.

Unfortunately, creating a planning staff involves a real danger: Your
plan can take on a life of its own and get completely divorced from

what's really happening with your business. Remember: You have to

make sure that your planners don't create plans all by themselves. To
be of any use in the long run, the planning staff must support the

managers who actually have to carry out the business plan.

Putting \lour Plan on Paper
When you put together a business plan, your efforts take you in many
directions. You face all sorts of issues related to the business that you're in.

Right off the bat, for example, you need to answer basic questions about
your company and what you want it to be in the future. Then you have to

decide what targets to aim for as you look ahead and set business goals and
objectives.

A large part of creating a business plan requires only a dose of good com-
mon sense on your part. But if you want to make sure that your business

plan succeeds, you also have to take the time to do the following:

v* Look closely at your industry

\* Get to know your customers

*-" Check out your competitors

*-" List all your company's resources

\* Note what makes your company unique
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u* List your company's advantages

u* Figure out your basic financial condition

<> Put together a financial forecast and a budget

In addition, you have to be prepared for everything to change down the

road. So you also need to think about other options and alternatives and be
on the lookout for new ways to make your company prosper.

You don't want to scare people — yourself included — with a written plan

that's too long. The longer your plan is, in fact, the less likely people are to

read it. Ideally, your written plan should be 15 or 20 pages maximum.
Remember that you can always support the main text with all the exhibits,

appendixes, and references that you think it needs. If you want to glance at a

sample business plan, jump to Chapter 16.

^*HE/>^ To remind yourself (and other people) that your written plan is forever a

work in progress, we suggest that you keep it in a three-ring binder. That

way, you can add or delete pages, and swap entire sections in or out, as

your business plan changes — and we're certain that it will change. Fortu-

nately, however, the format you use— all the major sections of a business

plan — will stay the same.

Before you get your business plan under way, take a moment to review the

following sections.

Executive summary
Your executive summary touches on everything that's important in your

business plan. It's more than just simple a simple introduction; it's the whole

plan, only shorter. In many cases, the people who read your plan won't need

to go any further than the executive summary; if they do, the summary
points them to the right place.

The executive summary isn't much longer than a page or two, and you
should wait until the rest of the business plan is complete before you write

it. That way, all you have to do is review the plan to identify the key ideas

you want to convey.

If you want to make sure that people remember what you tell them, you
have to say what you're going to say, say it, and then say what you've said.

The executive summary is where you say what you're going to say.
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Company oVertfieW

The company overview provides a place to make important observations

about the nature of your business. In the overview, you discuss your indus-

try, your customers, and the products and services you offer or plan to

develop. Although you should try to touch on your company's business

history and major activities in the overview, you can leave many of the

details for the later sections.

To put together this kind of general company overview, you should draw on

several key planning documents, including the following:

w Mission statement: A statement of your company's purpose, establish-

ing what it is and what it does

u* Goals and objectives: A list of all the major goals that you set for your

company, along with the objectives that you have to meet to achieve

those goals

v* Values statement: The set of beliefs and principles that guide your

company's actions and activities

V Vision statement: A phrase or two that announces where your com-
pany wants to go or paints a broad picture of what you want your
company to become

To begin constructing these statements, turn to Chapters 2 and 3.

Business environment

The section of your business plan that deals with your business environ-

ment should cover all the major aspects of your company's situation that

are beyond your immediate control, including the nature of your industry,

the direction of the marketplace, and the intensity of your competition. You
should look at each of these areas in detail to come up with lists of both the

opportunities that your business environment offers and the threats that

your company faces. Based on your observations, you can then describe

what it takes to be a successful company.

Pay special attention to how your industry operates. You should describe

the primary business forces that you see out there, as well as the key
industry relationships that really determine how business gets done. Next,

you should talk about your marketplace and your customers in more detail,

perhaps even dividing the market into segments that represent the kinds of

customers you serve. Finally, spend some time on the competition, describ-

ing who those companies are, what they're like, how they work, and what
they're likely to be up to in the future.
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For more information on how to explore your business circumstances and
the overall environment that your company competes in, check out Chap-
ters 4, 5, 6, and 7.

Company description

In the company description, you go into much more detail about what your
company has to offer. The description should include some information

about your management, the organization, new technology, your products

and services, company operations, your marketing potential — in short,

anything special that you bring to your industry.

In particular, you should look carefully and objectively at the long list of

your company's capabilities and resources. Sort out the capabilities that

represent strengths from those that are weaknesses. In the process, try to

point out where you have real advantages over your competitors.

Examining your company through your customers' eyes helps. With this

viewpoint, you sometimes can discover customer value that you didn't

know you were providing, and as a result, you can come up with additional

long-term ways to compete in the market.

To start to put together all the things that your company brings to the table,

flip to Chapters 8 and 9.

Company strategy

The section on company strategy brings together everything that you know
about your business environment and your own company to come up with

your projections of the future.

You want to take time in this section to map out your basic strategies for

dealing with the major parts of your business, including the industry, your

markets, and the competition. Talk about why the strategy is the right one,

given your business situation. Describe how the strategy will play out in the

future. Finally, point out specifically what your company needs to do to

ensure that the strategy succeeds.

Everybody knows that the future is uncertain, so you should also talk about

ways in which your business world may be different in the future than it is

today. List alternative possibilities, and in each case, describe what your

company is doing to anticipate the changes and take advantage of new
opportunities.

To begin to prepare for change in your business world and get some help on

how to think more strategically about your company's future, skip to

Chapters 12, 13, and 14.
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Financial rerieu/
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Your financial review covers both where you stand today and where you

expect to be in the future.

You should describe your current financial situation by using several

standard financial statements. True, these statements don't make for the

liveliest reading, but the people who are interested in this part of your

business plan expect to see them. The basic financial statements include:

v* Income statement: A list of numbers that adds up all the revenue that

your company brings in over a month, a quarter, or a year and then

subtracts the total costs involved in running your business. What's left

is your bottom line— the profit that you make during the period.

v* Balance sheet: A snapshot of your financial condition at a particular

moment, showing exactly what things your company owns, what money
it owes, and what your company is really worth

*> Cash-flow statement: A record that traces the flow of cash in and out of

your company over a given period, tracking where the money comes
from and where it ends up. The cash-flow statement only tracks money
when you actually receive it or spend it.

Your projections about your future financial situation use exactly the same
kind of financial statements. But for projections, you estimate all the num-
bers in the statements, based on your understanding of what's going to

happen. Because nothing is certain, make sure to include all the assump-
tions you made to come up with your estimates in the first place.

To get a jump start on your company's financial planning, turn to Chapters

10 and 11.

Action plan

Your action plan lays out how you intend to carry out your business plan.

This section should point out proposed changes in management or the

organization itself, for example, as well as new policies or procedures that

you expect to put in place. You should also include any additional skills that

you, your managers, and your employees may need to make the plan work.

Finally, you want to talk a bit about how you're going to generate excitement

for your business plan inside your company, so as to create a culture that

supports what you're trying to accomplish. Only then can you have real

confidence that your business plan is going to succeed.

For more background on how to make your business plan work after you put

it all together, go straight to Chapter 15.
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|j> The executive summary touches on all the important parts of

your plan.

i> The company overview describes the nature of your business, using

your mission, values, and vision statements.

i* Your business plan should analyze your business environment.

j>* The company description identifies your company's specific capabili-

ties and resources.

v* The plan should discuss your current business strategy.

u* A financial review includes an income statement, balance sheet, and
cash-flow statement.



Chapter 2

Charting the Proper Course

In This Chapter

Creating your company's mission statement

^ Introducing goals and objectives

^ Looking at business efficiency versus effectiveness

Checking out management by objectives

^ Setting your own goals and objectives

A journey of a thousand miles must begin with a single step.

— Chinese proverb

\M ou probably have a pretty good idea of what you want to do with your
&" business. But how do you make your idea a reality? You start by
defining the business activities that your company plans to engage in, the

goals that you expect to meet, and the ways in which you are going to

measure success.

In this chapter, we help you create a basic overview of your company and its

activities, shaping the description into your company's mission statement.

We introduce goals and objectives, and show you how to use them to

measure the results that you expect to achieve. We also examine business

efficiency versus effectiveness, as well as management by objectives, and we
help you prepare to set your own company's goals and objectives.



20 Part I: Determining Where You Want to Go

Creating \/our Company's
Mission Statement

True, no one jumps up and down with excitement at the idea of a mission

statement. Too many of us have seen mission statements turning yellow on
the cafeteria bulletin board, completely ignored by everyone but the people
who wrote them. But it doesn't have to be that way.

Your company's mission statement is meant to communicate the purpose of

your business to people both inside and outside the organization. It estab-

lishes who you are and what you do. To be effective, your mission statement

must do the following things:

i> Highlight your company's business activities, including the markets

that it serves, the geographic areas that it covers, and the products and
services that it offers.

*-" Emphasize the things your company does that set it apart from every

other business out there.

f Include the major accomplishments that you expect to achieve over the

next few years.

*> Convey what you have to say in a clear, concise, informative, and
interesting manner. (A little inspiration doesn't hurt, either.)

Getting started

We know that creating a mission statement for your company can sound like

an impossible task— the Mount Everest of business-planning chores. Some
preparation up front, however, can make the process a little easier. Ask
yourself the following background questions as you get ready to work on
your company's mission statement. It's okay if the answers are fairly general

at this point, because you're only interested in the basics right now. (If you
feel that you need some help getting started, take a closer look at your

customers in Chapters 5 and 6.)

\* Which customers or groups of customers does your company plan

to serve?

i> What products or services does your company plan to provide?

*> What needs do you satisfy?

W How do your company's products differ from the competition's?

j> What extra value or benefits do customers receive when they choose

your company over the competition?

W How fast are these answers changing?
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In other words, a well-crafted mission statement answers a basic question:

What is your business?

Need more help? That's not at all surprising. To create a mission statement

that's worth anything requires the involvement of managers who are familiar

with all aspects of your business. Follow these steps to begin the process:

1. Get together a small group of people whose responsibilities cover all

major functions and activities that the company is involved in.

If you're a really small company, include trusted friends, former co-

workers, and perhaps even your significant other in this group.

2. Ask the group members to prepare for this assignment by coming up
with their own answers to the background questions listed earlier in

this section.

3. Review the reasons for having a company mission in the first place,

and go over what the mission statement should include.

4. Schedule several informal meetings in which group members can

present their own perspectives, brainstorm a bit, and begin to form a

consensus.

5. Create, revise, and review the company's mission over as many
formal meetings as it takes for everyone to be satisfied with the final

mission statement.

&2£*r

Capturing your business

(in 50 u/ords or less)

Your company's mission statement has to draw a compelling picture of what
your business is all about. We often refer to this picture as creating a tangible

image of the company. We'll begin with a first stab at a mission statement:

Our gizmos bring unique value to people, wherever they may be.

Now, this statement is not a bad start; it says a little something about
geography and a bit about being different. But it's far from complete. To
work toward communicating the company's activities, accomplishments,

and capabilities with more clarity and punch, we suggest expanding the

statement as follows:

We provide the highest-quality gizmos, with unmatched value, to the

global widget industry, allowing our customers to be leaders in their own
fields.
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This statement tells you what the company does (provide highest-quality

gizmos), who it serves (global widget industry), and what sets it apart from
its competitors (unmatched value, which allows customers to lead their own
fields). Its energy makes it a far more compelling mission statement than the

earlier version.

^PLf
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How do real companies go about capturing their purpose clearly and con-

cisely, in 50 words or less? The following examples provide useful insights:

Otis Elevator (a leading manufacturer of elevators): Our mission is to

provide any customer a means of moving people and things up, down,
and sideways over short distances with higher reliability than any
similar enterprise in the world.

Keystrokes Word Processing (a local secretarial services company):
Our mission is to provide quick and reliable word processing and
computer graphics services; to build a reputation among local businesses

as the word processing experts of choice for jobs large and small.

Saturn Division of General Motors: To market vehicles developed and
manufactured in the United States that are world leaders in quality,

cost, and customer satisfaction through the integration of people,

technology, and business systems, and to transfer knowledge, technol-

ogy, and experience throughout General Motors.

American Red Cross (an international humanitarian organization): The
mission of the American Red Cross is to improve the quality of human
life; to enhance self-reliance and concern for others; and to help people

avoid, prepare for, and cope with emergencies.

HealthWise Chiropractic Services (a regional leader in chiropractic

care): To help improve the health and well-being of our patients by

providing attentive and professional chiropractic care in an atmosphere

that's friendly, competent, and professional.

(Source: Company annual reports)

I v* A mission statement establishes what your company is and what it does.

I j> When you create your mission statement, involve people who represent

I

all aspects of your business.

v* Make your mission statement clear, concise, informative, and interesting.
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Introducing Goals and Objectives

Your mission statement is a giant step forward; in it, you articulate the

purpose of your company by defining the business that you're in. But that's

just the first step. Have you ever planned a vacation trip by car? Choosing

the destination is essential (and often painful, especially if the kids want
to go to Disney World in Florida and you want to go to San Francisco,

California). The real effort starts, however, when you begin to work out an

itinerary, carefully setting up mileage goals and sightseeing objectives so

that you won't see your three-week getaway turn into a National Lampoon
vacation. Goals and objectives are just as important to successful business

planning.

We bet that you're eager to jump right in here and get on with your business

plan. We'd like to take a few moments up front, however, to introduce some
important ideas that you can take advantage of when you begin setting your

own goals and objectives.

U/hy bother)

Who needs goals, anyway? You may be the type who plans a trip by filling

the mini-van with gas, stopping at the ATM for cash, and flipping a coin as

you head out of town. Why waste time trying to decipher a map when you're

just out for the ride? Maybe your approach is fine for a quick getaway
adventure, but for a company, failing to set business goals can lead to rather

more serious consequences.

Remember the clever exchange between Alice and the Cheshire Cat in Lewis

Carroll's Alice's Adventures in Wonderland? Alice asks:

fllNG/

"Would you tell me, please, which way I ought to walk from here?"

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

"I don't much care where—" said Alice.

"Then it doesn't matter which way you walk," said the Cat.

If your company doesn't have goals to work toward, all directions are equal,

every effort is useful, and any activity represents progress.

If your business opportunities are so obvious and so overwhelming that you
don't need to define a particular course of action to reach your ultimate

destination, you've won the business planner's lottery. It's far more likely,

however, that you're going to run into one hazardous crossroad after

another, and a lack of careful planning can be dangerous indeed.
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v* The Savings & Loan bailout, which cost U.S. taxpayers close to $200
billion, resulted from a failure to create prudent financial goals and
objectives across an entire industry.

i* Monumental planning blunders have been partly blamed for fiascoes

involving certain infamous product introductions, including the Ford
Edsel in 1958 and New Coke in 1985.

Setting business goals and objectives provides an important insurance

policy for your business: the opportunity to plan a successful course of

action and then keep track of progress.

&***?
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Goals Versus objectives

After you complete a mission statement, your business goals lay out a

basic itinerary for getting there. As a result, you often state those goals in

terms of general business intentions. You may define your company's goals

by using phrases such as "becoming the market leader" or "being the low-

cost provider of choice." These aims are clear enough to focus the

company's activities without being so narrowly defined that they stifle

creativity or limit flexibility.

Goals are broad business results that your company is absolutely committed
to achieving. In working toward its goals, your company must be willing to

come up with the resources — the money and the people — required to

attain the intended results. The goals that you set for your company should

ultimately dictate your business choices, driving decision-making through-

out your organization. Goals should forge an unbreakable link between your

company's actions and its mission.

Simply setting a general goal for your company isn't the end of the story. If

that goal is to be reached, the company must also provide some guidance on

how to get there. So your company must follow up its goal with a series of

objectives: operational statements that specify exactly what must be done
to reach the goal.

Objectives are specific statements that relate directly to a particular goal;

they supply the details of what must be done and when. Objectives often

have numbers and dates attached to them. In every case, it should be easy

to verify that you've reached a given objective. Objectives never stand

alone. Outside the context of their larger goals, they have little meaning. In

fact, they can be downright confusing.
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Whirlpool Corporation and its Asian goal

Whirlpool Corporation is a leading manufac-

turer and marketer of home appliances. In

a recent annual report, the company stated

several business goals, including eventual

market leadership in Asia. Japanese firms

operating in the region have enjoyed that

position for many years.

Whirlpool is organized in four regional units

around the globe: North America, Europe,

Latin America, and Asia. All regions but Asia

recently posted higher earnings. Yet rather

than pursue ways to cut costs and bring its

Asia earnings up, the company invested in that

region, positioning itself for the future. The

goal of market leadership has clearly shaped

Whirlpool's behavior as it commits resources

to the area.

The company supports its Asian goal with five

key objectives:

v* Partnering with solid local companies

v* Positioning its brands in the region

j*" Transferring best practices into the region

j> Leveraging its global scale of operations

v Developing human resources in the region

Whirlpool believes that it can achieve even-

tual market leadership in Asia by aggressively

pursuing these five key objectives as a way to

clarify its intentions and measure progress.

The goal "Improve employee morale," for example, is much too general

without specific objectives to back it up. Yet "Reduce employee grievances

by 35 percent over the coming year" can be misinterpreted, if it's stated by
itself. (One way to achieve this single objective is to terminate some employ-
ees and terrorize the rest of the workforce.) When the goal and objective are

taken together, however, their meaning becomes clear.

Want an easy way to keep the difference between goals and objectives

straight? Remember the acronym GOWN: G for goals, for objectives, W for

words, and N for numbers. For goals, we use words — sketching in the broad
picture. For objectives, we use numbers— filling in the specific details.

If you use different definitions for goals and objectives, don't worry; you're

not going crazy. What's crazy is the lack of any standard definition of terms
when it comes to business planning. The important thing is to settle on the

definitions that you want to use and stick with them in a consistent manner.
That way, you prevent any unnecessary confusion within your company.
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Efficiency Versus effectiveness

All this talk about goals and objectives provides us with the perfect opportu-

nity to bring up another pair of business terms that have been bandied back
and forth for years: efficiency and effectiveness. The terms were first thrown
together in an absolutely captivating business classic, Functions of the

Executive, written by one Chester Barnard back in 1939. Old Chester was
president of the New York Telephone Company and we're afraid that he had
a bit too much time on his hands. But he did come up with one notion that's

still useful for working with your company's goals and objectives: efficiency

versus effectiveness.

We all strive to be both efficient and effective in our individual work, of

course. Effectiveness is often described as "doing the right thing," whereas
efficiency can be described as "doing things right." Chester came up with the

idea that these concepts can also be applied to a company and its activities.

In this context, effectiveness — doing the right thing— has a great deal to

do with choosing the right goals to pursue. For example, Global Gizmos
Company's mission statement may emphasize becoming customer-focused

and market-driven in all product areas. If Global Gizmos is to be effective,

management must set goals that encourage product designers and engineers

to be in touch with their customers first and to be aware of market demands
before they start designing and creating new products.

Efficiency— doing things right — is concerned more with how well the

company is applying resources in pursuit of its goals. To be efficient, Global

Gizmos' employees must have objectives that ensure that the company can

achieve its goals of becoming customer-focused and market-driven. Among
other things, these objectives should lead to a proper allocation of the

research budget among design, product development, and market testing.

Resources are always scarce, and Global Gizmos Company can't afford to

squander them.

^tHEfy Successful organizations are not just one or the other — either effective or

efficient. The best companies are both efficient and effective on a consistent

basis. These companies get that way by taking goal-setting and the develop-

ment of clear, measurable objectives seriously in the relentless pursuit of

the company's mission.

Management by objectives

When you think about it, all the heroic efforts that you put into defining your

company's mission and then setting goals and objectives are really aimed at

improving the overall efficiency and effectiveness of your organization. To a
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large extent, that also means getting the people in your company to march

to the beat of the same drummer— ideally, one who's in step with your

mission, goals, and objectives.

In 1954, another management guru, Peter Drucker, came up with a novel way
to generate and communicate a company's intentions — its mission, goals,

and objectives — simply by involving all the employees who have to actu-

ally carry them out. Not surprisingly, he also coined a term for his method,

calling it management by objectives (or MBO).

In his hefty work The Practice ofManagement, Drucker observed that a

company's goals and objectives are too often set in place at the highest

levels of an organization and eventually trickle down to middle managers,

supervisors, and everybody else. Senior management assumes that its

pearls of business wisdom are gratefully received with a cheerful "Heigh-ho,

heigh-ho, it's off to work we go" attitude.

But of course, not all the loyal subjects who are expected to carry out these

lofty goals necessarily agree with them. Often, these same employees are

closer to the issues and have a better perspective on what really has to be

done than company leaders do. Accordingly, Drucker suggested MBO, a

collaborative process in which all levels of the organization are involved in

setting the company's goals and objectives.

MBO at Cyprus Semiconductor

Cyprus Semiconductor is a high-tech company

that's been a consistent performer, in part be-

cause the company has embraced a comput-

erized form of management by objectives

called Turbo MBO. How does it work? Every

week, the computer system tracks thousands

of objectives for the company's several hun-

dred employees. Each Monday, workgroups

review the accomplishments of the preceding

week, enter their results into the system, and

get back to work. On Tuesday, managers look

over the results and adjust their employees'

objectives. On Wednesday, senior managers

assess the general status of all goals, investi-

gate problems, and come up with appropriate

solutions.

Although Turbo MBO is carried out weekly,

the process actually involves only a few hours

of each manager's time. The company esti-

mates that Turbo MBO has cut product devel-

opment and delivery time in half, substantially

increasing revenue and profits.
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Management by objectives turned out to be a wildly successful idea when it

was introduced. By the mid-1970s, more than half of the U.S. Fortune 500
companies were using the technique. Granted, not everybody was happy
with the process. Some companies balked at the time and effort that it took

to set MBO goals and related objectives. Other companies failed to carry out

the paperwork that the system requires. Still other companies found the

entire concept of shared decision-making to be just plain weird and the new
culture to be too alien.

For companies that are committed to using it correctly, MBO has proved to

be a valuable management tool — a process capable of generating new
ideas, communicating business intentions, and focusing the company's
energy on an agreed-upon set of goals and objectives. Management by
objectives works because it involves people in fashioning their own future.

Employees are more committed to that future, because they have a greater

stake in the process that's going to get them there. As you begin to work on
your own company's goals and objectives, invest some well-spent hours in

figuring out ways to bring the spirit of MBO into your collaborative process.

j> Goals are the broad results that your company is committed to

achieving.

v* Objectives are the steps that you need to take to reach your goals.

v The right goals make your company more effective. The right objectives

make your company more efficient.

v By giving everybody in your company a role in setting objectives, you
stand a better chance of success.

Setting 1/our OvOn Goals and Objectives

Your company's goals and objectives reflect your primary business intentions,

and they determine both the itinerary and timetable for getting you there. In

other words, your goals and objectives focus the company on the important

work at hand and provide a mechanism for measuring your progress.

Goals and objectives are ultimately meant to make your company more
efficient and effective. But how can you see to it that setting them is also as

efficient and effective as it can be? Like so much of business planning, this

process involves a large dose of common sense.
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Guidelines for setting goats

Goals are the broad business results that your company is committed to

achieving. To jump start the process of setting your company's goals, here's

a useful set of guidelines:

V Determine who will be involved in setting your company's goals.

Because goals are the core of your company's business, the group

members should include the people who are responsible for all your

major business activities. If you're going it alone in business, try to

develop a core group of advisers who can meet with you periodically to

set goals.

v" Develop a procedure for monitoring your company's goals on a routine

basis, revising or reworking them as business circumstances change.

*> Create individual goals that clarify your company's business activities

without limiting flexibility and creativity.

v* Confirm that your company's goals, taken together, provide an effective

blueprint for achieving your broad business intentions.

**" Make sure that your company's stated goals are closely tied to your
company's mission statement.

v* Use the goals to communicate your business intentions to people both

inside and outside your company.

Guidelines for setting objectives

This set of guidelines provides a useful template when your company starts

to develop business objectives. Remember— objectives are the statements

that fill in the details, specifying exactly how you're going to reach each of

your company's goals. As much as possible, your objectives should be tied

to cold, hard numbers: the number of new customers you want, for example,

or products sold, or dollars earned.

v Determine who will set business objectives in your company. Objec-

tives determine what must be done and when, and should involve every

employee.

*> Develop a system for setting, reviewing, and managing business objec-

tives throughout your company.

v* Make sure that objectives are achievable and verifiable by including

numbers and dates where appropriate.

v* Create business objectives that are clearly linked to, and that advance,

larger company goals.
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U* Confirm that your company's objectives, taken together, result in an

efficient use of resources — money and people — in pursuit of broader
business intentions.

*-" Consider using a formal method, such as management by objectives

(MBO), to involve everyone in your company in the continuous pro-

cess of setting, reviewing, and meeting business objectives.

*tfB£*
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Getting it right

We've said it over and over, but it's so important that it deserves repeating

one more time: Your company's goals and objectives must be closely tied to

your mission.

Too many companies become nearsighted and simply forget their broad

business intentions when they go about the nitty-gritty work of setting goals

and tying them to measurable objectives. Managers start with whatever's

close at hand. They look at employee activities and behavior, and come up
with incentives and rewards that seem to do the right thing at the moment,
motivating workers toward specific (and maybe even laudable) objectives.

But these types of goals and objectives tend to be nearsighted, and may be

totally out of kilter with the larger aims of the company.

Suppose that a PC mail-order business finds that its margins are squeezed.

As a result, the company sets objectives and offers incentive bonuses to

managers who can reduce expenses by 15 percent during the next 6-month

reporting period. The manager in charge of customer service, being a

rational team player, mandates an immediate reduction in the average time

that service reps can spend on the phone with customer inquiries. He
delivers this mandate even though the company has built its reputation on
helping customers with confusing software purchases, and even though the

company mission states "The organization is committed to offering the best

customer service in the industry."

Hurried conversations inevitably lead to disgruntled customers. Even worse,

these objectives send a clear signal to employees that efficiency and cost-

cutting efforts are what really count— not customer satisfaction. If goals

and objectives had taken the company's mission into account, perhaps the

customer-service manager would have come up with a more innovative

solution— introducing an automated fax-back system, for example. By
allowing customers the option of receiving faxes that answer the most
common software questions, the system could have reduced calls to the

service reps and enhanced service at the same time.
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Goals with a mission

Living Centers of America, a $900 million health

care company, operates healthcare centers

and institutional pharmacies throughout the

United States and provides contract rehabilita-

tion services to hundreds of outside facilities.

Living Centers of America: Our Mission

Living Centers of America's Mission

is to be the preferred provider for

health, rehabilitation, and support

services in the communities we
serve. Our customers will choose us

because we provide high-quality,

cost-effective, customer-responsive

care and services.

Living Centers of America: Long-Range Stra-

tegic Goals

v Become a $1+ billion diversified health

care company by the year 2000

v Develop a market-driven organization

«> Create a quality-centered culture

& Build value in our company by investing in

our people

*> Create exceptional value for our share-

holders

(Source: Company annual report)

Given the company's mission, Living Centers

of America's goals make perfect sense. By

pursuing the goals of becoming market-driven

and quality-centered, for example, the com-

pany understands that it will better serve cus-

tomers and thus achieve part of its mission:

becoming customers' preferred provider.

Avoiding the pitfads

Setting your company's goals and objectives is really about influencing

human behavior. Goals and objectives are meant to motivate everyone in

your organization. They also see to it that everyone's activities are chan-

neled in the same direction, with the same results in mind. Whenever human
nature is involved, nothing is certain. But you can improve the odds that

your actions will have the expected results by avoiding several common
pitfalls as your company works on its business goals and objectives.

Don't set pie-in-the-sky goals for yourself. If you don't have a prayer of

achieving a goal, you may as well not bother setting it. Goals are meant to

motivate; impossible goals tend to discourage. You don't want to mess up a

knockout business opportunity just because you need a little more time,

resources, and energy.
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Don't sell your organization short. Although trying to reach too far with

your goals can be dangerous, you don't want to wimp out, either. Goals often

become self-fulfilling prophecies. Companies set them, attain them, and then
relax— coasting along on automatic pilot — until they get around to setting

new goals. If anything, try to err a bit on the high side, creating goals that

will expand your organization's capabilities. You may be surprised by the

skills and expertise that you discover in your own company.

Be careful what you aim for. It's awfully important that your goals clearly

state what you want to see happen. If your goals are unclear or off the mark,

you and your employees may actually end up pursuing misguided aims in a

determined manner. Goals that are out of sync with a company's larger

mission may lead to behavior that makes little sense from the broader

perspective and purpose of the company.

Beware of too many words or too many numbers. Remember — a goal is a

broad statement of a business intention that flows directly from your

company's mission. Objectives are more narrowly defined and are always

tied to a specific goal; they fill in the details, specify time frames, and
include ways of verifying success. As we've said, goals tend to be defined in

words; objectives, in numbers. But no rule is hard and fast. In reality, well-

designed goals and objectives often mix words and numbers. Words alone

are sometimes too vague to carry any real meaning, and not all hoped-for

outcomes can be reduced to pure numbers.

Don't keep your goals and objectives a secret. If goals and objectives are

meant to focus and direct your organization's behavior, everyone has to

know about them. We know, we know— this statement seems to be so

obvious that it sounds downright silly. But you'd be amazed by the number
of managers and owners who carefully set goals and objectives and then go

to great lengths to hide them from everyone else. They protect the goals as

though they were corporate jewels. But these jewels have no value unless

they are communicated to and embraced by everbody in the company.

Timing is everything

What's the proper time frame for your goals and objectives? How far out

should your planning horizon be — one year, three years, maybe five? (Until

the fall of communism, five-year plans were all the rage.) The answer is ... it

depends.

Certain industries remain almost tortoise-like in their pace. Many furniture

companies in the United States, for example, operate today much as they

did 50 years ago. Consumer tastes have changed only slowly, and the types
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of materials used and levels of craftsmanship required have stayed pretty

much the same. Change may be on the horizon, however, with producers

overseas matching style, materials, and quality at significantly lower costs.

Change is perhaps the only constant for other industries. Take health care,

for example. The world of doctors and hospitals was once a predictable

universe in which business goals and objectives could be developed
years in advance. Now the industry is going through a sea of change.

Predicting where the rough waters are going to lead is often an exercise in

frustration. If you're in hospital management today, you're not worried

about five-year horizons; your planning cycles and reviews are now more
likely to be measured in months.

What change means for business planners is that you don't want to go too

far out on a limb when trying to predict the future. You really have no choice

but to set business goals and follow them up with verifiable objectives, but

don't get into a position where you construct rigid guidelines over impossi-

bly long time frames. Build in flexibility so that you have the opportunity to

revisit your goals and objectives, trimming and tacking to avoid being

capsized by all the uncertainty.

Identify the forces of change in your own industry What are they? How fast

are they moving? Chapter 4 points out how to look for opportunities and
threats out there. Look at Chapter 12 for more guidance in preparing for

change.

u* Make sure that your company's goals are closely tied to its mission

statement.

u* Ambitious goals motivate; impossible goals only discourage.

u* Settle on objectives that are both achievable and measurable.

u* Communicate your goals and objectives to everybody in your company.
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Chapter 3

Setting Off in the Right Direction

In This Chapter

p- Understanding why a set of values is so important

^ Figuring out who your stakeholders are

Identifying your company's current beliefs and principles

• Putting together your company values statement

> Creating a vision statement for your company

Always do right. This will gratify some people, and astonish the rest.

— Mark Twain

Xou may ask yourself why on earth you're reading a chapter on values

Ir and vision in a book on business planning. We can hear what you're

^thinking: Hey, it's the 1990s. Today's business ethics revolve around
survival in the marketplace: Cater to your customers, beat the competition

(heck, demolish them!), make a ton of money, and run.

Yet even in a business world dominated by market economies, global

competition, and the laws of the jungle, values still matter. In fact, we're

convinced that successful business plans must start with a statement of

company values.

Now, don't get us wrong here— we have no quarrel with profits. We abso-

lutely love them, and we expect to earn lots for ourselves over time. But

short-term profits don't go far over the long haul. Values and a vision keep

everybody in your company— even if there are only two of you — on
course and heading in the same direction. What if you're a company of one?

Taking time to establish your values and vision will still keep you on track as

your business grows.

In this chapter, we point out why values are so important in the first place.

We help you identify your company's values by noting who has a stake in

your business and discovering the beliefs and business principles that you
already hold. Then we show you how to put together a values statement and
create a vision statement for your company.
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Why Values Matter
Your company faces all sorts of options, alternatives, and decisions every

day that you're in business. If you take the time to define your company's
values, these principles and beliefs can guide your managers, employees, or

just you (if you're in business for yourself) as you face complicated issues

that don't have easy answers. When the unexpected happens, you'll be able

to react quickly and decisively, based on a clear sense of what's important.

,PLf

Tough choices

Consider a scenario. Frank Little is an independent consultant working for a

large U.S.-based petrochemical firm that we'll call Bigg Oil. He's conducting

market analysis for one of the company's largest divisions and is involved in

an important project concerning the development of new overseas business.

Frank's good at what he does, and he sketches out several options for the

production, distribution, and pricing of petrochemicals in three countries.

In one of his most promising scenarios, the numbers for a country that we'll

call Friedonia yield substantially higher short-term profits than the other

two— primarily because that nation doesn't yet have expensive pollution-

control procedures in place. The other two nations have environmental laws

similar to those in the United States.

Here's Frank's dilemma: By introducing its product line into Friedonia,

Frank's client can make huge profits. Sure, the resulting pollution may cause

ecological damage that could possibly be traced back to Bigg Oil. But there

is nothing illegal in the company's activities, according to Friedonia's

current laws, and Frank stands to get a lot more business from Bigg Oil

if the project goes ahead.

He agonizes over the situation and his report. What should Frank recom-

mend to senior management?

^" Go for the short-term bucks.

u* Voluntarily enact procedures to control pollution, even though the

company is not legally required to do so.

*-" Forget Friedonia until the country has stronger environmental laws.

Maybe you can relate to our friend Frank's quandary, having faced similar

kinds of ethical questions and tradeoffs in your own business.

If Frank had a set of values written down, those values could help him out of

his quandary. Values provide a framework to guide people who are con-

fronted with difficult choices.
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Having no fundamental guidelines to follow— or, worse yet, told to play it

safe or "don't rock the boat" — businesspeople in Frank's position are

forced to choose the safest path, and that path is often determined by

profits alone. But the easiest path is not always the best.

<J*
PLf
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Lost and unprepared

What happens when disaster strikes? We all remember headline-grabbing

stories in which unexpected troubles tarnished the images of all sorts of

companies, such as the following:

i> Exxon (oil manufacturer and exporter): The infamous oil tanker Valdez

spilled millions of gallons of crude oil into a pristine Alaskan bay,

causing incalculable environmental damage.

j> Odwalla (natural beverage manufacturer): The discovery of E.coli

bacteria in fruit juice led the small California-based company to clear

shelves around the country of its product.

*-" Intel (computer chip manufacturer): A flaw in its Pentium chip (which

was or wasn't really significant, depending on whom you talked to) led

to corporate apologies and product replacement.

These companies all stumbled over so-called externalities (to use econom-
ics doublespeak). Externalities refer to those circumstances that extend

beyond a firm's immediate control to issues that are deeper than simply

making a buck. Over time, the failure to see the power of these outside

forces— and to account for social and ethical values when you make
decisions — can result in serious or even disastrous consequences for your
company. As the examples illustrate, we're not talking about one unhappy
customer, folks; we're talking about big-time trouble.

Our list of examples could include episodes involving companies of every

size in all industries. Faced with unexpected events, unprepared companies
often react as though they are in total disarray. When a company lacks a set

of stated values that everybody subscribes to, the interpretation of impor-

tant issues is left up to anyone and everyone in the company. Then the

company is likely to find itself speaking with many voices and going in

several directions, resulting in confused employees, unhappy customers, an
angry public, and maybe, disappointed investors.

&£***

The Value of having Values

A values statement is a set of beliefs and principles that guides the activities

and operations of a company, no matter what its size. The people at the top

of your company must exemplify your stated values, and your company's
incentive and reward systems should lead all employees to act in ways that

support your company's values.
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Here's an example of just how important a values statement can be. In the

summer of 1985, the United States experienced what was described by many
people as a terrorist attack. Someone in the Chicago area tampered with

bottles of Tylenol, the best-selling pain reliever from McNeil Laboratories, a

subsidiary of the health-care giant Johnson & Johnson. An unknown number
of Tylenol capsules was laced with cyanide, and eight people died. The
tragedy created a business crisis for Johnson & Johnson.

Johnson & Johnson reacted quickly and decisively to the threat against its

customers. The company pulled every bottle of Tylenol from retail shelves

throughout America— a massive undertaking that ultimately cost the

company more than $100 million — and it did so immediately upon learning

of the problem.

When the crisis was finally over, Johnson & Johnson became a corporate

role model. The company's lightning-fast response to the Tylenol incident

earned it a reputation as one of the most responsible companies in the

world, one that takes its civic duties seriously and is willing to put the

public good ahead of its own profits. Johnson & Johnson's many businesses

benefited accordingly.

Why did Johnson & Johnson behave so well when so many other companies
find themselves paralyzed in similar situations? The reasons are summed up
in the company's statement of values, an extraordinary document called the

Johnson & Johnson Credo (see the "The Johnson & Johnson Credo" sidebar).

For more than half a century, the credo has successfully guided behavior

and actions across the sprawling Johnson & Johnson empire, currently a

$20 billion worldwide corporation employing more than 80,000 people.

The Johnson & Johnson Credo works so well because each employee takes

it seriously. With the active encouragement and involvement of top manage-

ment, from the chairperson on down, the credo is invoked, praised, and
communicated throughout the company. Old-timers and new hires alike are

continually reminded of the importance of the message. Promotions depend,

in part, on how well managers live up to and disseminate the values of the

credo within their areas of responsibility. The credo is a significant factor in

Johnson & Johnson's continued performance near the top of its industry—
and an indication of why the company is so well-regarded by so many
people.

u* A values statement is a set of beliefs and principles to guide your

company's activities.

i^ Clearly stated values can help your company react quickly and deci-

sively when the unexpected strikes.

*> Everybody in your company must embrace the company's values.
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The Johnson & Johnson Credo

We believe our first responsibility is to the

doctors, nurses, and patients, to mothers and

all others who use our products and services.

In meeting their needs, everything we do must

be of high quality. We must constantly strive to

reduce our costs in order to maintain reason-

able prices. Customers' orders must be ser-

viced promptly and accurately. Our suppliers

and distributors must have an opportunity to

make a fair profit.

We are responsible to our employees, the men

and women who work with us throughout the

world. Everyone must be considered as an

individual. We must respect their dignity and

recognize their merit. They must have a sense

of security in their jobs. Compensation must

be fair and adequate, and working conditions

clean, orderly, and safe. Employees must feel

free to make suggestions and complaints.

There must be equal opportunity for employ-

ment, development and advancement for

those qualified. We must provide competent

management, and their actions must be just

and ethical.

We are responsible to the communities in

which we live and work and to the world com-

munity as well. We must be good citizens —
support good works and charities and bear

our fair share of taxes. We must encourage

civic improvements and better health and edu-

cation. We must maintain in good order the

property we are privileged to use, protecting

the environment and natural resources.

Our final responsibility is to our stockholders.

Business must make a sound profit. We must

experiment with new ideas. Research must be

carried on, innovative programs developed

and mistakes paid for. New equipment must

be purchased, new facilities provided and new
products launched. Reserves must be created

to provide for adverse times. When we oper-

ate according to these principles, the stock-

holders should realize a fair return.

Identifying l/our Company's Values
Values statements often address several audiences. The Johnson & Johnson
Credo (refer to the preceding section), for example, speaks to doctors,

patients, customers, suppliers, distributors, employees, stockholders, and
the community at large. As you begin to work on your own company's
values, you should think about different groups, each of which has some
relationship with your company.

<$****? Stakeholders are groups of people who have some claim or interest in how
you operate your business. The stakes involved can be tangible and legally

binding, or they may be informal arrangements or expectations that have

developed over time. Although all of these interested parties have a stake in

what you do, stakeholders may have different ideas and rather strong

feelings about what values your company should embrace.
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A short values statement that works
Consider another corporate values state-

ment. ReliaStar Financial Corporation is a

Minnesota-based holding company that pro-

vides financial services to individuals and to

other companies. ReliaStar has created a

straightforward set of guidelines to deal with

various business situations. Each statement

sends employees a clear message about how
they are expected to behave.

We at ReliaStar Financial Corporation dedi-

cate ourselves to the following principles of

conduct:

u* Act with integrity.

v Serve our customers as they want to be

served.

j-** Take initiative.

*> Foster partnership and cooperation.

v* Value the individual's ability.

j> Be accountable.

u* Improve and innovate continuously.

U* Deliver value for shareholders.

You're going to put together a values statement primarily for the benefit of

employees, of course (or just for yourself, if you operate a business alone).

But your company's values are going to have an obvious impact on all your

stakeholders, including owners, shareholders, customers, suppliers, regula-

tors — and, heck, even your mother, if she loaned you $10,000 to start your

business. As you start to identify the values that are most important to your

company, you're going to have to consider different viewpoints, including

the following:

u* The demands of your shareholders (if you have any)

i* The interests and expectations of all your stakeholders

j> The beliefs and principles that you and your company already hold

In the following sections, we take a closer look at each of these factors. When
you come up with a preliminary list of company values that you feel are most

important, you'll be in a good position to go on and create a values statement.

Investors

Economists argue that when it comes to company values, you really have to

worry about only one significant group: the shareholders. On paper, at least,

the shareholders are the true owners of the firm, and they deserve your

undivided attention. In this view of the world, managers are simply paid

agents of those who own the company, no matter how far removed those

owners may be, and you don't need to know much more about values except

to carry out your shareholders' wishes.
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Now, we can't really argue with this picture, as far as it goes, but it doesn't

square with the intentions of many shareholders out there today For

starters, your company may not have any investors, unless you count

yourself and the bank account that you wiped out to start your company. In

addition, pension and mutual funds now control the majority of publicly

held stocks, and the investors who buy these funds are mainly interested in

making their own personal nest eggs grow. These shareholders are absentee

owners. They seldom demand a serious say in management decision-

making. When something goes wrong with the company or with their fund,

they simply sell the shares and get on with their next investment.

So what's our point? Although shareholders obviously are an important

bunch, deserving the attention of companies that have shareholders, their

demands shouldn't necessarily crowd out all other voices. Remember—
your shareholders have the luxury of selling off shares and moving on to

other choices when things go wrong. As a manager or owner, you don't have

that option.

Your company will be much better off in the long run if you take a broader

view, acknowledging not just the shareholders, but also all the stakeholders,

giving each group the attention that it deserves.

The rest of the creW
If you think about it, you may be surprised by how many types of people are

involved in what your company does — everyone from suppliers to distribu-

tors and from bankers to customers. Each group has its own set of interests

and looks to your company to fulfill a series of promises. The explicit

promises that you make may take the form of legal agreements, licenses,

freelance agreements, or purchase orders. Your implicit promises represent

the unwritten expectations of the various groups that have dealings with

your company.

For each group of stakeholders that you identify, you should ask two basic

questions:

Iu*
What are these people most interested in?

W What do these people expect out of your company?

In other words, what is their stake in the activities and behavior of your
company? At first glance, it may seem that your interests conflict with your
stakeholders' interests. You may want to maximize profits over time as one
of your company's key values, for example. You may decide that serving

customers is important as well. But what do your customers want? They
certainly have a stake in your business, and it's probably safe to say that

they are looking for quality products and services at reasonable prices.
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Do these two values conflict with each other? Not necessarily. Wouldn't

most customers rather buy from companies that they trust, companies that

they feel comfortable with, companies that have served them well in the

past? In addition, customers don't really like the uncertainty and time wasted
in trying new products or services, and they won't make a change unless

they're really pushed to do so. In other words, most of your customers don't

want to deny you profits, because they realize that your business — and
their favorite goods and services — won't be around long if you can't make
any money. (For the lowdown on figuring out your customers, check out

Chapters 5 and 6.)

At the same time, customers aren't dumb and certainly don't want to be
taken advantage of. We've all heard stories about convenience marts and
hardware stores that try to make a quick buck after floods, hurricanes, or

earthquakes. Although competition usually keeps prices in check, scarcity

creates opportunity and the temptation to overcharge customers. But again,

customers are stakeholders in the business, with interests and expectations.

After a disaster is over and the cleanup is behind them, those same custom-

ers often take their cash elsewhere, rewarding stores that may have behaved
more responsibly in the crisis.

It's time to bring together all your information on the people who have a stake

in your company and to create a stakeholder profile. Follow these steps:

1. List all interest groups that have a relationship with your company.

Don't forget to include the less-obvious candidates. Your list may
include customers, owners, shareholders, banks, creditors, suppliers,

distributors, business partners, industry associates, regulatory agen-

cies, advocacy groups, and so on.

2. Rank the stakeholders by importance to the business.

How does each group affect your business goals?

3. Record what you think are the interests of each group.

4. Record what you think are the expectations of each group.

Do your company's actions fit with what you have identified as being your

key stakeholders' expectations? You should always be aware of how your

business decisions are playing in Peoria. How do those decisions look from

the other side? Do you see satisfied customers, contented employees,

helpful creditors, responsive suppliers, and eager distributors? If not, how is

your company going to respond to those stakeholders who feel that you are

letting them down?

Ideally, of course, you want to plan ahead when it comes to your dealings

with all stakeholders. The secret to responding before molehills become
mountains lies in having a clear understanding of each group's expectations

and a set of values that acknowledges each group's interests.
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Existing beliefs and principles

Drawing up a list of abstract beliefs and principles is one thing; putting those

beliefs to the test is another. Tough choices come along, forcing you to

examine your beliefs closely. If you run a one-person company, you already

know something about what you stand for. If you're part of a bigger company,

chances are that certain beliefs and values are inherent in the way in which

your company does business. The best way to get to the heart of those

beliefs and principles is to imagine how you'd respond to tough dilemmas.

Think about the situations described in the Beliefs and Principles Question-

naire (see Figure 3-1). Ask other people in your company, or trusted col-

leagues from outside your business, how they'd react to these situations.

Chances are you'll wish that the questionnaire included a box marked Other

or Don't Know. But the whole point of situations that put your values to the

test is that they're not always easy.

Beliefs and Principles Questionnaire

Situation Possible Response

A disgruntled customer demands a full Send the customer away, keeping the

sales refund on a product. The product isn't sale on the books

defective but can't be resold. The customer Refund the customer's money, absorbing

insists that it just doesn't work right. the loss but betting on repeat business

Would you be more inclined to: and loyal customers

You are faced with filling a key position in your Hire a person from the outside who has

company. Would you be more inclined to: the necessary job skills but little experi-

ence in your industry

J Promote an experienced and loyal

employee, providing job-skills training

You are forced to let one of your employees The young, recently hired college grad,

go. Would you tend to dismiss: inexperienced but energetic

The 55-year-old manager with 20 years

at the company, solid and hard-working

but somewhat set in his or her ways

You find out that a long-term supplier has Let the matter pass, assuming that it's

been routinely underbilling you for services. ultimately the supplier's mistake and

increasing your own profit margins. Would you responsibility

be inclined to: J Take the initiative to correct the billing

error in the future

Offer to not only correct the mistake,

but also pay back the accumulated

difference

(continued)
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Beliefs and Principles Questionnaire Continued

Situation Possible Response

You have a brilliant and creative employee. Tolerate the behavior

Unfortunately, this employee continually flouts Work on ways to correct the situation

the rules and disrupts the entire company. Terminate the employee

Would you tend to:

An employee is faced with a personal dilemma. The one who willingly agrees to work

To meet a deadline on an important project, the overtime

employee must work overtime and miss a child's The one who declines to come in and

birthday celebration. Which do you tend to think instead attends the birthday party

of as the "better" employee:

To meet your profit target for the coming quarter, Cutting back on customer-service

you are faced with reducing costs. Would you expenses

lean toward: Reducing current investment in new
product development

J Missing the quarterly target, concluding

that the long-term investments are both

necessary and justified

When developing the compensation packages Incentives based primarily on reward-

for managers in your company, would you ing individual effort

Compensation systems that promotesupport:

attainment of group or team-based goals

You discover that one of your products doesn't Immediately alert your customers to the

quite meet its published specifications. Would discrepancy

your likely response be to: Invest some time and effort in under-

standing the problem before informing

customers

Quietly correct the error, assuming that

if customers were having problems,

they would have already come to you

Rank the following in terms of their importance Maximize profits

to you in your business: Satisfy customers

J Create jobs

Promote new technologies

Win product-quality awards

Beat the competition

Maintain long-term growth

J Dominate markets

Figure 3-1: Answers to the questionnaire point to the beliefs and principles that your company's

managers and employees already hold.
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Keep in mind that there are no right or wrong answers; no one's going to

send a note home or give anyone a bad grade. You're simply trying to

identify the basic values that your company already feels comfortable with.

Completed questionnaires give insights into the general beliefs and prin-

ciples that your company considers to be important.

^ Many people, ranging from employees to customers, have a stake in

what your company does.

i> Different stakeholders may have different viewpoints when it comes to

your company's values.

j> It's important for your company to acknowledge as many stakeholder

perspectives as possible.

c" Company values should be tied to the beliefs and principles that you
already hold.

Putting Together the Values Statement
When you have a good idea of just who your company's stakeholders are,

and when you have a jump start on the general beliefs and principles that

your company already holds, you have to bring these two worlds together.

But how do you create a written statement of values based on those general

beliefs and principles that will also guide your company toward doing the

right thing in the eyes of all your stakeholders?

First, keep in mind that your company's values statement represents more
than a quick to-do list. Your values reach beyond quarterly goals or even

yearly targets. They're meant to guide you through those tough decisions as

you build a sustainable business that will last and grow over years and decades.

Maybe your company already has some sort of values credo in place. If so,

you're a step ahead of the game. (You lose points, however, if you have to

glance at the dusty plaque on the office wall to read it.) If you can't dig up a

ready-made values statement to start with, begin putting together your own.
You have two options.

The quick u/ay to develop a Values statement

You may not have the luxury of spending weeks or months to develop a

values statement, so we'll show you a quick way to create one that will set

your company on the right track. If your company is small, you can follow

the steps yourself or with one or two of your colleagues— no need for long

meetings and careful review. If you're part of a larger company, however,

you're going to have to go through a bit more rigmarole to get a consensus.

(Sorry.)
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1. Meet with your company's chief decision-makers to talk about the

general company values that should guide employee behavior.

Come prepared with an agenda and your own observations, and take

careful notes.

2. Prepare a first-draft list of all the values discussed in the meeting
and circulate copies for review.

3. Schedule one or two follow-up meetings with senior managers to

clarify and confirm a final set of values.

4. Create a values statement that captures the agreed-upon values

clearly and concisely, and get it approved.

5. Meet with managers at all levels to make sure that they understand
the importance of, and reasoning behind, the company values

statement.

6. See that every employee gets a copy of the statement.

The values statement that you come up with here may serve you well for a

long time. At the very least, it should meet your needs while you work on a

more complete and permanent version.

Make sure that every employee receives a copy of your company's values

statement, along with an explanation of its purpose. If you're in business for

yourself, place a framed copy of the values statement near your desk or (if

you work from home) stick it on the fridge. Don't let it gather dust. For a

bigger company, print the values statement on wallet-size cards, and don't

forget to include it in the annual report. It's important that your company's
values are referred to, relied on, and understood to be a guiding force in the

actions and activities of every person who represents your company.

The lonq May to develop a
Values statement

Why is the quick way to create a values statement not always good enough?

If you're part of a large firm, the quick way relies heavily on the ideas and

suggestions of people at the top of the organization. Yet the best insights on
company values often come from employees themselves — people from

different backgrounds and various levels in the company who can draw on a

range of business experiences.

The long way to create a values statement takes a little more effort, but

getting these employees involved usually is worth it. Follow these steps:

1. Select three or four representative groups of employees, including a

mix of people from all levels and functions in your company.
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2. Have the groups meet on a rather formal basis over a 2- to 3-month
period to come up with values that should guide the behavior of

every employee in the firm.

You have to point the groups in the right direction at the beginning.

Start by asking everyone to fill out the questionnaire shown in Figure 3-1

earlier in this chapter.

3. Ask group members to create a short list of the values that they think

are most important.

Encourage them to back up this list with their reasons, reminding them
that values are often the tiebreakers when it comes to tough manage-
ment decisions and difficult choices.

4. Bring the lists together and create a priority ranking of all the values

suggested.

5. Compose a statement, motto, or credo that includes the most signifi-

cant and widely held values, along with compelling reasons for those

values.

6. Have the groups review and ratify your values statement.

When it's time to conduct those annual employee performance reviews (you
know, the ones that everyone loves to hate), use them as an opportunity to

promote your company's values. Bring out a copy of the values statement

and ask each employee how well his or her individual activities reflect the

company's values. At the same time, ask yourself whether the incentives and
reward systems in your company work toward supporting those values.

i> Even though you think that you know your values, getting them down
on paper is worth the effort.

W The best insights on company values come from employees themselves.

e" Make the values statement available to everybody in your company.

Creating \lour Company's
Vision Statement

«^
After you identify the stakeholders in your company and create your com-
pany's values statement, it's time to come up with a vision statement— a

precise, well-crafted set of words announcing where your company wants to

go or painting a picture of what your company wants to become. To people
inside and outside your company, your vision statement is your compass,
showing the whole world the direction in which your company is headed.
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A vision statement not only points the way to the future, but also makes you
want to get up and go there. It represents your company's best hopes and
brightest dreams. Now, we know that Karl Marx and his crew seldom come
up in conversation at cocktail parties any longer, even in Moscow. But when
you hear his message

Workers of the world, unite! You have nothing to lose but your chains!

it's hard not to be roused, even today. Effective vision statements are, in

part, inspirational calls to action. What if Marx had come up with something
like this:

Hey, guys, let s all get together over here! Maybe we configure out how to make

you more dough!

Karl who? Forget that place in history.

Don't panic if you don't have the makings of a dynamic, charismatic leader

in your back pocket. An insightful corporate vision is much more likely to

develop out of a diverse team of hard-working folks than to spring mysteri-

ously from an inspired moment in the life of a leader. And if you wait around

for the person at the top to produce something, you may never see a vision

statement. Tackle the task on your own, before it's requested from above,

and you just may jump-start a process that's long overdue.

It shouldn't surprise you to learn that the best way to create a meaningful

vision statement looks a lot like the best way to create a values statement.

Just follow these steps:

1. Select a small group of dedicated employees from various levels

across your company.

If your company is small, get the whole gang together. If you're the chief

cook and bottle washer all in one, you can represent yourself. Remem-
ber— the more people you involve, the broader the perspective and

the better the chance you'll get a vision statement that truly reflects

your company's future.

2. Have the group reread your company's values statement and review

the list of stakeholders who have an interest in your company.

3. Begin a verbal free-for-all.

Allow everybody to add his or her own two cents' worth and to volun-

teer personal opinions and ideas about the company's future form

and direction.

4. After the vision team feels comfortable with its work, add the finish-

ing touches and send the draft upstairs.

If it's to take on its rightful role, a vision statement must be embraced
and promoted by managers at the top.
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Keep these tips in mind when you create your vision statement:

*> Make sure that no one dominates the discussion as the team begins to

toss around ideas and the phrases that will form your company's

vision. There's no faster way to kill off creativity than having every idea

come from one person.

i> Allow sufficient time for the words to grow on the group, permitting the

deeper meanings to sink in. You can't accomplish the vision statement

process in one quick take. Good vision statements have a tendency to

evolve over time— and several meetings.

i^ Make sure that your company's vision statement is tied to your company's

reality. Nothing is worse than creating a vision that has more to do with

fantasy than with the future. Fantasy visions generate nothing but a

sense of confusion and alienation among everyone involved.

Although your vision statement may be only a couple of sentences or even

just a phrase, the vision statement is the compass that provides your

company's direction into the future. Spend enough time with your statement

to make sure that the north on your compass truly is north — that it does

indeed point in the direction in which you want to go.

As a rule of thumb, you should assume that your vision statement will serve

the company for the next decade. Does this mean that you can never change
the statement? No— but you should change a vision statement only if

business conditions truly warrant a new course of action. Keep in mind that

the ideas you captured in your company's vision statement aren't meant to

be crossed out or rewritten on a whim; they represent the lasting themes
that guide your company at any time and under any circumstance.

Companies with a vision

To Be The Best. . .serving our customers by

providing peace of mind and enriching their

quality of life through our partnership in the

management of the risks they face.

— The Allstate Corporation

A full-service insurance company

To keep our customers always coming back

for good food, attentive service, and a friendly

atmosphere.

— The Applewood Cafe

A small-town restaurant

We are in the business of preserving and im-

proving human life. All of our actions must be

measured by our success in achieving this.

— Merck, Inc.

A diverse pharmaceutical company

To change the world through technology.

— Apple Computer, Inc.

An international computer manufacturer
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But only diamonds are forever. If a changing environment throws you an

unexpected curve, by all means alter your vision to reflect the new reality. If

the words on paper no longer have meaning for your company, they are

wasted on everyone. Again, the company's vision statement is useful only to

the extent that it has the power to move your people forward into the future.

*> A vision statement describes where your company intends to go and

what it wants to become.

p The more people you involve in creating your company's vision state-

ment, the broader its scope.

*> Make sure that your company's vision is grounded in reality.
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rhe best way to succeed at anything is to figure out

what you're getting into before you even start —
especially the things that you can't control. Think about
the garden in your own backyard, for example. If you plan

to make that patch of dirt into a neighborhood showcase,

you have to do your gardening homework. You have to

know something about the soil conditions and your
climate. Is it shady or sunny? How cold does it get at

night? What type of plants thrive? What combinations

work well together? Which weeds do you have to watch
out for? And what pests are you up against? And who said

gardening was going to be easy anyway?

A business plan isn't much different. In this part we help

you look out the window to see what your company's up
against in its own backyard. First we take a hard look at

your industry to see what it really takes for you to be
successful. And we get you prepared for business oppor-

tunities and threats that are bound to come your way. We
spend a lot of time talking about your customers — what
they need, what they want, and what makes them happy.

We look at how you can divide your customers into

groups with similar needs and wants, so that you can

serve them even better. Finally, we talk about your

competitors — who they are, what they're up to, and how
you can plan to compete against them and win.
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Checking Out the Business

Environment

In This Chapter

* Defining the business that you're really in

^ Analyzing your industry

^ Finding out where to turn to for data

Recognizing critical success factors

Preparing for opportunities and threats

Some men go through a forest and see no firewood.

— English proverb

Mne of the most important questions you can ask yourself as you
\r prepare to create a business plan is "What business am I really in?"

The question may sound simple— even trivial. Maybe that's why it's too

often ignored. But if you can answer this basic question correctly, you take

the first giant step toward creating an effective business plan.

Remember when trains, with their elegant dining cars, two-level Pullman

cars, and smoking lounges, crisscrossed the United States? Probably not.

But you can still catch an old movie and become a bit nostalgic for a long-

lost era. Railroad companies in the '30s, '40s, and '50s thought that they

knew exactly what business they were in: the railroad business. The ques-

tion was a no-brainer. As it turns out, however, passengers were looking for

something a little more general: basic transportation. Railroads soon found

that they had to compete with interstate highways, General Motors and
Ford, Pan Am, Boeing, and international airports. The forces and players in

the railroad business extended well beyond ties and rails. The railroads

didn't see the big picture and never regained their former glory.

In this chapter, we help you capture your big picture by defining the busi-

ness that you're really in. We analyze your industry, search for critical

success factors, and then give you some pointers on preparing for the

opportunities and threats that may appear on your horizon.
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Defining the Business That \!ou're In

Okay, so what business are you really in? Don't say that you're in the "widget

business," if widgets are what you produce; you have to go beyond the easy
answer based simply on what you do or what you make. You have to dig a

bit deeper and ask yourself what makes your industry tick.

V What basic needs do you fulfill?

u* What underlying forces are at work?

U* What role does your company play?

Eastman Kodak— no longer picture-perfect

Founded way back in 1880 by the entrepreneur

George Eastman, Eastman Kodak quickly es-

tablished itself as the leader in amateur still

photography, selling cameras, selling film, and

developing the prints that we've long since

stuffed into albums, drawers, boxes, and en-

tire closets. Where did the company make its

money? Cameras were only marginally profit-

able. But Kodak wanted people to have cam-

eras so that it could make money on film and

even more money on developing that film.

In fact, Kodak reaped huge profits from the

processing of film. The company manufac-

tured all its own photographic chemicals and

coated papers, and it owned the processing

labs. Eventually, Kodak came to think of itself

as being in the "chemical imaging" business,

and it said so to its stock analysts and anyone

else who would listen. While Kodak's execu-

tives and managers were busy patting one

another on the back, new competitors— and

new technologies — were sneaking in the

backdoor.

As it turned out, customers weren't exactly

interested in chemical images for their own
sake. Nobody had a hankering for chemically

coated paper or clamored for the bulk photo-

graphic chemicals that Kodak produced so

well. People really wanted memories, that's

all. They wanted to capture special moments

and save them forever. Kodak was really in the

"memories" business. And new ways of sav-

ing memories were evolving.

Then a Japanese firm came along and intro-

duced the video camera to the world. All of a

sudden, memories were made of electrons,

not chemicals. Sony was soon joined by

Hitachi, Matsushita, and Sharp. Given that few

railroads were still around, Kodak was left to

wonder what kind of train had hit it. Although

snapshots haven't gone away, Kodak's exclu-

sive monopoly on "memories" is over. The

company has yet to fully recover.
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You can make sure that your company isn't like the railroads by understand-

ing the underlying forces that shape your own business environment. Start

by analyzing the industry that you're in. For a closer look at your customers,

check out Chapters 5 and 6. The competition gets a once-over in Chapter 7.

And we take a closer look at your own company in Chapters 8 and 9.

Analyzing \lour Industry

**J**»r No matter what kind of business you're in, the world around you is shaped

by forces that you have to recognize, plan for, and deal with to be successful

over the long haul. Ivory-tower types often call this process industry analy-

sis. You may have the urge to run the other way when anything having to do
with analysis pops up. We don't want to sugar-coat this step, but we try to

make the process as painless as possible.

Just how much do you already know? Take a moment to complete the

Industry Analysis Questionnaire (see Figure 4-1). If you're unsure about an

answer, check the ? box.

Industry Analysis Questionnaire

Number of competitors in your industry: Q Many Some Few ?

Your industry is dominated by several

large firms:

Q Yes No ?

The combined market share of the three

largest companies in your industry is:

<40% In between >80% ?

New technologies change the way your

industry does business every:

1 year 5 years 10 years ?

The barriers that stop new competitors from

entering your industry are:

High Medium Low ?

The barriers that prevent competitors from

getting out of your industry are:

High Medium Low ?

Overall market demand in your industry is: Growing Stable Declining ?

(continued)
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Industry Analysis Questionnaire Continued

There's a large, untapped market that your

industry can take advantage of:

Yes Maybe No ?

Your industry offers a selection of features

and options in its product lines that is:

Extensive Average Limited ?

Customers buy products in your industry

based almost entirely on price:

Yes No ?

Customers can find other alternatives to

take the place of your industry's products:

Easily With difficulty No ?

Suppliers to your industry have a lot of

influence when it comes to setting terms:

Yes No ?

Customers have a lot of bargaining power

when buying your industry's products:

Yes No ?

Distributors have a lot of power and play

a major role in your industry:

Yes No ?

Overall costs in your industry have been: Declining Stable Rising ?
Profit margins in your industry are: Strong Average Weak ?

i

Figure 4-1: The Industry Analysis Questionnaire.

Your answers provide a snapshot of what you think you know. The ?'s that

you check highlight the areas that need a closer look. In any case, it's time

to jump right in, roll up your sleeves, and make a serious stab at completing

your industry analysis.

The good news is that many smart people have already worked hard at

analyzing all sorts of industries. Although no two businesses are really

the same, basic forces seem to be at work across many industries (see

Figure 4-2).

The following sections describe the most important of these forces — those

that are likely to be factors in your own industry— and provide some hints

on how you can think about these forces in terms of your own business

planning.
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Figure 4-2:

The four

major

components

of analyzing

an industry.

Industry Analysis at a Glance

Structure

• Competition

• New Technology
• Entry Barriers

• Exit Barriers

Relationships

•Suppliers

•Customers
• Distributors

Finances

Cost Trends

Profit Margins

Markets

• Market Size

• Market Growth
• Product Choice
• Substitutes

**J±**r
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Structure

Every industry, from high technology to high fashion, has its own shape and
structure. Following are a few tips on what to look for.

The arrangement of rivals

The number of competitors, taken by itself, has a major impact on the shape
of an industry. An industry can be a monopoly (one monster company with

no competitors), an oligopoly (a small number of strong competitors), or a

multiopoly (many viable competitors). Actually, we made up the word
multiopoly because we figured that there should be a word to represent the

vast majority of industries in this competitive world. In addition to the

number of competitors, you want to check out how many of the companies
are big and how many are small, as well as how they carve up the various

markets they compete in.

Make a list of all the major competitors in your industry. Find out their sizes,

based on revenue, profits, or some other readily available measure, and
estimate their relative market shares for the markets that you're most
interested in.
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Neu! technologies

Many industries are driven by changing technology. Look both at how much
and how fast things are changing in your own business. Although you don't

need to become a rocket scientist, it's important that you feel comfortable

with the underlying technological issues that fuel the change around you.

You should also find out who controls the technologies and how easily the

technologies can be obtained.

Identify obsolete technologies, current technology, and a future technology

in your own industry. How long were old technologies around before they

were replaced? Try to predict when new technology may become important

to your business. At the same time, try to keep track of any copyrights,

patent protection, or special expertise that could influence the adoption of a

new technology.

Can anybody piagi

The cover charges that make it more or less difficult for new competitors to

join the party are referred to as entry barriers. Some of these barriers are

obvious — high capital costs (lots of money needed up-front), for example,

or complex distribution systems that make it hard to reach customers.

Other barriers are easy to miss. Economies of scale, in which the bigger you
are, the more money you make, often discourage brand-new competitors.

Strong customer loyalty or high customer costs associated with changing

products can also create formidable barriers for new kids on the block.

As you think about your own business, list the entry barriers that you see as

being obstacles to new competitors: capital costs, distribution, organization,

raw materials, new technology, scale economies, regulation, patents, and
customer-switching costs, for example. Then rank these barriers, based on
how impenetrable they really are. On which side of each barrier do you
stand?

Cashing out

Sometimes, it's hard to leave a party, even when you really want to. How
difficult is it for companies in an industry to get out of the market if they

want to? The ties and attachments that keep competitors around are called

exit barriers. Exit barriers can include everything from expensive factories

or specialized equipment that can't be easily sold to long-term labor con-

tracts, extended customer leases, service agreements, and government
regulations.

Ask yourself how many companies have left your industry over the past five

years. Try to figure out why they got out of the market and what sort of

difficulties they ran into as they made their way to the exits. How many of

them left voluntarily, and how many were asked to leave, penniless and in

tatters?
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Markets

<&^*'
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Competition comes down to customers, and customers create markets.

Ideally, the customers you're going after represent a market that's ripe for

new goods or services. The following tips help you judge for yourself.

Just hovU big is big?

The size of a market tells you a lot about what's likely to happen to it over

time, especially when it comes to competition. Large markets, for example,

are always big news and can't help but attract competitors. Smaller markets

don't get the same attention, however, and because they're easily over-

looked, they often represent business opportunities. You hit the real jackpot

if you can turn a small market into a bigger market by discovering some sort

of usage gap — finding a use for your product or service that no one else has

thought of before.

Try to work out some estimates of the overall size of your market, based on
current usage patterns. Then, while you're on this subject, try your luck at

coming up with novel approaches or applications that have the potential to

redefine your market. Just for fun, make some market projections based on
the new uses that you're thinking about.

Grouting or shrinking?

If large markets are good news, rapidly growing markets are great news, and
competitors will come crawling out of the woodwork. A growing market
offers the best odds for new players to gain a foothold and unseat the

existing competition. As for markets that are shrinking, you can bet that the

old competitors will get leaner, meaner, and more fierce. So as markets

change size in either direction, the competition is likely to heat up.

Identify changes in the size of your own market over the past five years, in

terms of both units sold and revenue generated. If the market is changing
rapidly in either direction, look for opportunities and predict the likely

effect on both the numbers and the intensity of the competition.

Choices

A quick survey of the similarities and differences among products or ser-

vices in a market measures something called product differentiation. If each
product looks pretty much like every other product (think sugar or dry-

wall), you can bet that price is important to customers in what is known as a

commodities marketplace. On the other hand, if each product is different and
offers customers something unique or special— from laptop computers to

hot little roadsters — product features are likely to determine long-term

success or failure in the market.
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Take a hard look at the products or services offered by the top three com-
petitors in your market. How similar are they? In what ways are they unique?

Think about what you can do to differentiate your own product so that you
can compete in ways beyond simply raising or lowering price.

Something altogether different

Every once in a while, a completely new type of product or service suddenly
makes its debut in a market, crashing, the party, so to speak. The product

usually comes out of another industry and may even be based on a different

technology. The new product becomes an overnight rival for the affections

of existing customers — the rise of fax machines and e-mail to challenge

overnight delivery, for example, or the appearance of video cameras to

challenge still photography. The threat of product substitution — new prod-

ucts taking over existing ones — is real, especially in fast-changing, highly

competitive markets.

Think about what your customers did 5, 10, or even 20 years ago. Did they

use your product or a similar one back then, or did a completely different

kind of product serve their needs? What about 1, 5, or 10 years from now?
What types of products or services may satisfy your customers' needs?

Although you can't predict the future, you can envision the possibilities.

Relationships

Business is all about connections. Connections aren't just a matter of who
you know— they're about who supplies your raw materials and who
distributes your product or touts your services. Connections are about who
your customers are and what kind of relationships you have with them. A
few tips can help you spot the key connections on which your business

depends.

Supply and demand

One obvious way to think about products and services is how they're finally

put together. Every company relies on outside suppliers at some stage of the

assembly process, whether for basic supplies and raw materials or for entire

finished components of the product itself. When outside suppliers enter the

picture, the nature of what they supply— the availability, complexity, and

importance of their product or service to your company— often determines

how much control they have of the terms of their relationship with you.

That means everything from prices and credit terms to delivery schedules.

Think about your own suppliers. Are any of them in a position to limit your

access to critical components or to raise prices on you? Can you form

alliances with key suppliers or enter into long-term contracts? Can you turn

to alternative sources? Are any of your suppliers capable of doing what you do,

transforming themselves into competitors? How can you protect yourself?
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Keeping customers happy

You've probably heard the expression "It's a buyers' market." As an industry

becomes more competitive, the balance of power naturally tends to shift

toward the customer. Because they have a growing number of products to

choose among, customers can afford to be finicky. As they shop around,

they make demands that often include pressure to lower prices, expand
service, and develop new product features. A few large customers have even

greater leverage as they negotiate favorable terms.

The last time that you or your competitors adjusted prices, did you raise or

lower them? If you lowered prices, competitive pressures will no doubt force

you to lower them again at some point. So think about other ways in which
you can compete. If you raised prices, how much resistance did you encoun-

ter? Given higher prices, how easy is it for customers to do what you do for

themselves, eliminating the need for your product or service altogether?

&***?

Delivering the sate

No matter how excited customers are about a product or service, they can't

buy it unless they can find it in a store, through a catalog, on the Internet, or

at their front doors. Distribution systems see to it that products get where the

customers are. A distribution channel refers to the particular path that a

product takes — including wholesalers and anyone else in the middle—
before it arrives in the hands of the final customer. The longer this chain,

the more power the channel has when it comes to controlling prices and
terms. The companies at the end of the chain have the greatest control

because they have direct access to the customer.

Think about what alternatives you have in distributing your own product or

service. What distribution channels seem to be most effective? Who has the

power in these channels, and how is that power likely to shift? Are there

ways in which you can get closer to your customers — perhaps through

direct-mail campaigns or marketing through the Internet?

Finance

Finally, successful business planning depends on making sense of dollars-

and-cents issues. What are the costs of doing business? What is the poten-

tial for profit? A few tips can help get you started.

The cast side

With a little effort, you can break down the overall cost of doing business

into the various stages of producing a product or service, from raw material

and fabrication costs to product-assembly, distribution, marketing, and
service expenses. This cost profile often is quite similar for companies that
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are in the same industry. You can get a handle on how one firm can gain a

cost advantage by identifying where the bulk of the costs occur in the

business and then looking at ways to reduce them.

Economies of scale come into play, for example, when major costs are fixed

up-front; increasing the number of products sold automatically reduces the

individual cost of each unit. (For more information on economies of scale,

refer to the section "Can anybody play?" earlier in this chapter.) Experience

curves refer to lower costs that result from the use of new technologies,

methods, or materials somewhere during the production process. (For more
information on experience curves, see Chapter 13.)

Separate your business into its various stages, and ask yourself where the

bulk of the costs occur in your own company. Can you take any obvious

actions to reduce these costs immediately or over time? How does the

doubling of sales affect your unit costs? How are your competitors toying

with new cost-saving ideas?

The profit motive

Industries traditionally have their own rules of thumb when it comes to

expected profit margins— how much money they expect to end up with

after all the costs have been added up, divided by all the money that they

take in. In certain industries, these profit margins remain fairly constant

year after year. A look at the history of other industries, however, points to

cycles of changing profitability. These cycles often reflect changing capacity

levels— how much of a product or service an industry can actually produce
and deliver. A little insight into where an industry stands along the cycles of

profit margin and capacity, as well as a little insight into the direction in

which the industry is heading, says a lot about the competitive pressures

that may lie ahead.

*> Is your own industry one that has well-known business cycles?

e" Traditionally, how long are the business cycles?

i* If you've been in business for a while, have your own profit margins

changed significantly over the past one, two, or five years?

i* What direction do profits appear to be heading in?

v" Do you think that these changes in profitability will affect the number
of your competitors or the intensity of the competition over the next

one to five years?

Don't stop with our list here. No doubt we've missed one or two industry

forces that are important and perhaps even unique to your own business

situation. Spend a little extra time and creative effort on coming up with

other forces as you work on your own industry analysis.
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After giving some thought to your industry in terms of the many forces that

are at work, put together a written portrait. If you're stuck, imagine that

someone who has no experience in your industry has come to you for

advice, asking whether you can recommend a substantial investment in your

industry. How would you respond? Get those arguments down on paper, and

you've made real progress in assembling a serious industry analysis.

Data

In many cases, you may need a little outside help as well as some hard data

to support your take on how various industry forces are shaping your own
business environment. Unfortunately, it's not always easy to get your hands

on the right pieces of information to explain what makes your industry tick.

Sometimes, you just can't get the data. Maybe no one's bothered to collect

and look at it, or perhaps companies aren't willing to part with it because
they don't want outsiders (including potential competitors) to analyze the

industry too carefully. Most of the time, however, too much data is available,

and the problem becomes knowing where to turn for the information that

you need.

The good news is that technology can help rescue you from information

overload. You can control the recent explosion of business- and industry-

related data by taking advantage of Internet-based services and online

systems that are designed to search for information that you can actually use.

Following are a few suggestions on places where you can turn for help on
industry analysis. Many of the sources listed are accessible through your
computer; new ones come online every day. If you have access to the

Internet, start your search there.

Government sources. U.S. government agencies at all levels provide a

wealth of data free for the asking. Check out the Securities & Exchange
Commission (SEC), the Department of Commerce, the Federal Trade Com-
mission (FTC), the Justice Department, and other regulatory agencies.

Trade associations. Many industries support trade groups that keep track of

what's going on in their world. General business organizations, such as the

chamber of commerce in your area, can also be quite useful in providing

relevant information.

Libraries. Business-school libraries are best, but public libraries also house
numerous business periodicals and books, as well as hard-to-find academic
references, industry newsletters, and even the annual reports of large

corporations.
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Securities firms. Whether it's Morgan Stanley/Dean Witter, Merrill Lynch, or

Smith Barney, every major securities company has a research arm devoted
to watching various industries and their players. The trick is to get your
hands on the information. You may have to become a client and an investor

on the side.

Colleges and universities. In addition to offering library resources, business

schools often offer flesh-and-blood business experts. These people are paid

to analyze things, and every once in a while they come up with a valuable

insight or a really good idea. If you run across an expert in your own indus-

try, paying him or her a visit may be worthwhile.

Online data providers. A growing number of companies specialize in

providing business- and industry-related data at your fingertips. Meade Data

Central, Knight-Ridder Information, Dow Jones & Company, and Standard &
Poor's have all been in this business for some time, and growth of the

Internet has expanded their ranks. The information usually isn't free, but it

can be worth the investment. Look for first-time user offers or special

promotions.

Direct industry contacts. Go right to the source, if you can. Useful informa-

tion can come from anywhere, including companies' public relations depart-

ments, industry suppliers, distributors, and salespeople. You can also find

information at industry conventions, trade shows, and even factory tours.

v* Your business plan must take into account the major forces that are at

work in your industry.

*> The number and size of your competitors shape the structure of your

industry.

*> How big your market is and how fast it's growing determine how fierce

your competition will be.

*> How well your business works depends on your relationships with

suppliers, customers, and distributors.

v* If you want your company to be successful, you have to keep costs

down and profits up.

**" You can find loads of good industry data on the Internet.

Recognizing Critical Success Factors

If you spend some quality time working on an industry analysis, the time

spent should reward you with a fairly complete picture of the major forces

that are at work in your business: the basic structure of your industry; your

core markets; key relationships with suppliers, customers, and distributors;
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costs and changing profit margins. The analysis can also point out trends in

your industry and show you where your company is in terms of general

industry and business cycles.

This is all well and good. But how do you go about interpreting this industry

landscape so that you can use it to improve your own business planning?

Just for fun, take a moment to think about your industry as a great

Whitewater river. Imagine the many forces that you've listed as being the

swift currents, dangerous rapids, haystacks, and even whirlpools in that

river. You're in the company canoe. You have to do more than just point out

these features and paddle merrily along; it's your job to navigate the haz-

ards. As any Whitewater expert will tell you, this means figuring out what

needs to be done at every turn — what special skills, resources, and lines of

communication need to be in place for you to survive and conquer each

stretch of river.

Back on dry land, take a fresh look at your industry analysis. Ask yourself

what your company must do to succeed in the face of each powerful force

that you identify. Again, what special skills, organization, and resources

need to be in place for you to survive and conquer? In the business world,

these assets are known as critical success factors (CSFs). Critical success

factors are the fundamental conditions that absolutely, positively have to be

satisfied if a company's going to win in the marketplace. These factors are

different for every industry because they depend so directly on the particu-

lar forces that are at work in each industry.

The critical success factors for your company are going to be rather specific—
a one-of-a-kind set of conditions based on your industry analysis and the

forces that you see shaping your business. You probably don't want to

juggle more than three or four CSFs at any one time. But no matter how
many factors you identify as being important, odds are that your CSFs fall

into several general categories that you can identify ahead of time. Below,

we provide a starting point for creating your own CSF list.

Technology

When jet engines became available in the late 1950s, it quickly became
apparent that commercial airlines had to adopt this technology if they were
to remain competitive. Jet-engine technology became a CSF for players in

the industry. If you (or your kids) fly jets by using computer simulators, you
already know that the adoption of faster processors and speedier algorithms

is just as important for success in the game-software industry. Small busi-

nesses can also leverage a new technology such as the Internet as a CSF by
creating jazzy home pages.
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Manufacturing
For commodity products such as steel or oil, large-scale mills or refineries

are often the critical factors that lead to low-cost production and the

capability to compete on price. In high-tech industries, on the other hand,

automation and efficient "clean rooms" may be the critical ingredients that

allow the production of competitively priced consumer electronics prod-

ucts: CD players, video cameras, cellular phones, and so on.

Human resources

Consulting firms usually recruit only at the top business schools, because
what they are selling is the expertise of their consultants, and clients often

equate skill with educational background. In the same way, software compa-
nies really are nothing more than the sum total of the creativity and exper-

tise of their programmers. In each case, people themselves are the CSF.

Organization

The long-term success of film companies that consistently produce movie
hits and make money often hinges on logistics — the capability to evaluate,

organize, and manage independent writers, actors, site scouts, and produc-

tion companies, as well as the media and distribution outlets. In the health

care industry, health maintenance organizations (HMOs) are often success-

ful because they are good at record-keeping, efficiently steering doctors,

patients, medical supplies, drugs, and insurance claims through the system.

Even a mom-and-pop video-rental store can gain an advantage by offering a

quick, easy-to-use inventory of what's available and a system for reserving

the hottest new movies.

Serf/ices

Businesses that offer services of one kind or another sell rather abstract

products which can't be held or touched and are difficult to copyright or

patent. Success often goes to those service companies that are first in the

market and work hard to cultivate a following of loyal customers. CPAs and

accounting firms, for example, build impeccable reputations one step at a

time. A major reason why clients come to them for financial advice in the

first place is simply that they are known to be trustworthy.
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Location

It's no coincidence that profitable mills tend to be located in agricultural

areas and that brick works crop up near rock quarries because transporta-

tion of the raw materials is so costly. But transportation costs are not the

only reason why location matters. At the other end of the spectrum, fast-

food restaurants and gas stations also live or die based on their locations.

By far the most important success factor for these businesses is nabbing

just the right spot along a heavily traveled route.

Marketing

Manufacturers of cosmetics, clothing, perfume, and certainly sneakers all

sell hype as much as they do the physical products themselves. In these

cases, critical success factors have most to do with the capability of compa-
nies to create and maintain strong brand images. Their customers are

buying the name, the logo, or the label first and only then the lipstick, jeans,

or sneakers that are attached.

Distribution

Packaged foods, household products, snacks, and beverages often sink or

swim depending on how much shelf space they're allotted at the supermar-

ket or local grocery store. A successful packaged-goods company works
hard to create incentives for everyone in the delivery chain, from the driver

to the grocer, to make sure that the shelves have plenty of room for its own
brands, even squeezing out competing products. Speed of delivery can also

be a critical success factor sometimes, especially when freshness matters.

Government regulation

Companies that contract directly with public agencies, such as waste-

management firms and construction companies, often succeed because of

their unique capability to deal directly with bureaucrats and elected offi-

cials. But government regulation plays a role in many industries, and the

capability to navigate a regulatory sea is often the critical factor in a

company's success. Pharmaceutical companies, for example, invest huge
amounts of money in developing new drugs, and they stake all their poten-

tial profits and success on their skill in shepherding those drugs through the

Food and Drug Administration's complex regulatory approval process.
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One last thing before you start preparing your own CSF list: Critical success

factors determine which companies are likely to succeed over the long haul

in a given industry and marketplace. Unfortunately, CSFs are not always the

same as your company's current capabilities. Chapter 8 talks more about
your company's specific capabilities and how you can make sure that they

reflect the CSFs that you come up with.

v* Critical success factors (CSFs) are the skills and resources that you
absolutely, positively must have to win.

j> CSFs may include the coolest technology, the friendliest service,

dynamite marketing, or location, location, location.

i* Keep your own list of CSFs manageable; shoot for no more than four.

Preparing {or Opportunities and Threats

When you have a handle on the major forces that shape your industry and
can point out the critical success factors that really determine what kind of

company has the best shot at coming out on top, you can look ahead. Using

everything that you've discovered about how your industry works, what
possibilities do you see for your company, and where do the obstacles lie?

<$**$? These kinds of questions often fall under the umbrella of something called

situation analysis. When you think about it, your company's situation

depends partly on things that are inside your organization (call them your

strengths and weaknesses) and partly on things that happen outside (oppor-

tunities and threats).

For the moment, we're going to concentrate on the opportunities and

threats that you face. (Turn to Chapter 8 to work on your own strengths and

weaknesses.) Opportunities and threats come from the forces, issues,

trends, and events that are beyond your control as a manager. But they

represent the challenges that your company has to tackle if you want to beat

the competition.

It's a beautiful morning

Opportunities don't always knock; sometimes, you have to find the door

yourself and know when to open it. Consider the following situations. They
can all lead to opportunities, so see whether any of them generate new
possibilities in your own industry.
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Major shifts in technology. When technologies change, companies are often

slow to pick up on what's new because they have so much invested in

what's old. From better software products based on new operating systems

to more efficient steel production using new blast-furnace technology,

business opportunities present themselves.

Availability of new materials. New-materials science can lead to innovative

products and expanded market opportunities. The DuPont Corporation, for

example, developed a chemical treatment that protects fibers from discol-

oration; then it created a new kind of carpet and its own StainMaster line.

New customer categories. New market opportunities are born when you
identify groups of customers who aren't satisfied with what's available.

Chrysler Corporation discovered that young families want something bigger

and more comfortable than a station wagon, and the minivan market was
born. In the agriculture industry, small, innovative growers around the

country are rushing to fill the growing demand for organic produce.

Sudden spurts in market growth. When a market suddenly takes off,

opportunity passes to the companies that are first to ramp up production to

satisfy the growing demand. Nike, for example, has been able to sprint out in

front by meeting the phenomenal jump in demand for every type of athletic

shoe imaginable.

New uses for old products. Growth markets also spring up when new uses

are found for old products. Pagers used to be for emergency purposes only;

now they're accessories for teenagers. Teenagers can't afford cellular

phones but can't bear to be out of touch, so they page one another by the

minute, thereby representing a major pager market.

Access to highly skilled people. In many industries, skills are scarce and
valuable resources. Business opportunities often arise when skilled workers
become available. From aerospace engineers in Southern California to

programmers in India and scientists in Russia, companies take advantage of

any sudden expansion of the talent pool.

Additional locations. Location means business. Once shunned by shopping
malls, movie theaters are being sought out as important magnets to attract

additional shoppers to the mall. Theater complexes in shopping centers

now represent a major percentage of the movie screens across the country.

Fresh organization models. New ways of doing business represent business

opportunities in themselves. The urge to downsize, for example, has led to

the outsourcing of all sorts of functions to other companies that now do
nothing but manage computer systems, supply training programs, or

produce corporate newsletters for their clients.
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New distribution channels. There's really nothing more exciting in the

business world than finding a new way to get to customers. Distribution

creates a market, whether it's a mega<liscount store or a direct telephone
marketing campaign. The phenomenal growth of the Internet is based on its

promise of being an efficient, effective way to reach customers with all sorts

of products and services.

Changing laws or regulations. The U.S. government (surprise, surprise) has

had a great deal to do with the way that U.S. companies operate and make
money in all sorts of industries. In particular, deregulation has provided

tremendous opportunities for banks, airlines, telephone companies, HMOs,
and television and radio stations.

Dark clouds on the horizon

Business is risk. We can't take credit for recognizing that fact, but it's

certainly worth repeating. For every big opportunity in an industry, there's

an equally powerful threat to challenge the way in which things are cur-

rently done. Consider the following examples, all of which resulted in major

problems for companies that either didn't see the threat or didn't heed the

warning signs. See whether any of these lessons apply to your own industry.

Market slowdowns. A shrinking market, either predicted or unforeseen,

takes its toll. Excess capacity can bring a company to its knees, whether the

cause is a sudden slowdown in the sales of home computers or a projected

decrease in the number of passenger jets ordered by international carriers.

Often, the trick is to reduce near-term production without losing the capabil-

ity to react quickly when markets finally turn around.

Costly legislation. Government programs, rules, and regulations often affect

the bottom line. U.S. businesses, large and small, must plan to comply with

all sorts of agency demands, from the Environmental Protection Agency
(EPA) and the Occupational Safety and Health Administration (OSHA) to the

Federal Trade Commission (FTC) and the Internal Revenue Service (IRS). As

the saying goes, ignorance of the law is no excuse, and failure to comply can

be extremely expensive in terms of both time and money.

Changing trends. General population trends can have profound effects on

certain marketplaces. The inevitable aging of the Baby Boomers, for ex-

ample, was bound to put a damper on the growth of go-go tropical resorts

and the swinging-singles lifestyle popularized by Club Med. Club Med
responded with new family resorts to compete with Disney World as a

wholesome destination.
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New and aggressive competition. Although new competitors usually have

an uphill battle on their hands, they almost always come into a market with

the advantages of energy, fresh talent, and a burning desire to win. After the

oil shortages of the 1970s, Japanese car companies came into the U.S.

market with small, fuel-efficient cars, a serious marketing strategy, and a

commitment to succeed over the long haul. The rest is history.

Substitute products. What happens when a gizmo comes along to replace a

widget? Often, the widget company is in big trouble. The danger with

substitute products is that they often seem to come out of nowhere. Video-

tapes have given vacation snapshots a run for their money, CDs have turned

phonograph records into collector's items, and the new Digital Video Discs

(DVDs) are most likely going to make videocassettes seem quaint one day.

Exchange-rate volatility. Today, even a local business can be affected by
global economic forces, including exchange rates. When the U.S. dollar was
rising against all major currencies, for example, American companies were
almost drowned in a flood of cheaper foreign imports. The recent weakness
in the dollar has been a boon for exports in certain industries, but for

others, the costs of materials and components have risen.

Shortages of raw materials. From an oil crisis to the shortage of memory
chips, supply problems can threaten a business. Companies often enter into

long-term contracts with their suppliers to minimize these kinds of disrup-

tions, but extended agreements pose their own set of risks and must be
carefully managed.

Loss of patent protection. Creativity and intellectual property are usually

protected by copyrights and patents. But patents expire, and companies
have to prepare for the competition that inevitably follows. Pharmaceuticals

firms, for example, have had to learn to compete with the cheaper generic

drugs that become available soon after successful prescription brands lose

their patent protection.

Labor agreements. Unions have a significant impact on the cost of doing

business, and companies in various industries have learned how to factor in

their particular relationships with organized labor. Although union activity

in general has been on the wane for many years, companies that have no
union histories may have to come to terms with organized workers in the

future— especially in service industries, in which long hours and few
benefits are becoming the norm.

Laziness and complacency. It's easy to get lazy when the money starts

rolling in, and the list of companies that have fallen into the complacency
trap is much too long for comfort. General Motors, Ford, and Chrysler fell

into the trap, of course, and were beaten up by Honda, Toyota, and Nissan.

Likewise, Sears, Montgomery Ward, and Kmart were trapped by Wal-Mart

when they failed to respond to Wal-Mart's aggressive discounting strategy.
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There's no end to the number of potential opportunities and threats in an

industry. A winning business plan should include a situation analysis that

points out both the biggest opportunities and the clearest threats to your
company, so that you can anticipate ways to deal with both as part of your

planning process.

v* Good business planners keep a sharp eye out for opportunities and
threats.

\* Big leaps in technology, new uses for old products, and innovative ways
to reach customers open opportunities for your company.

\* Changing lifestyles, shrinking markets, and new competitors can

threaten your business.

*> You can turn threats into opportunities.
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Taking a Closer Look at Customers

In This Chapter

^ Checking out who your customers are

^ Discovering why your customers buy

^ Finding out how your customers make choices

* Remembering the big picture

>> Dealing with business customers

There is only one boss. The customer. And he can fire everybody in the

company from the chairman on down, simply by spending his money some-

where else.

— Sam Walton

J\ big chunk of business planning involves taking a long, hard look at

w \ customers — those you enjoy having, those you would love to land,

and those you would just as soon give away to some unsuspecting competi-

tor. The stakes are high. How well you know your customers ultimately

determines how successful you are.

But figuring out what makes customers tick can be downright frustrating. If

you've tried it before, you may be tempted to throw up your hands and
leave the entire mess to the so-called experts — marketing gurus, consult-

ants, or perhaps astrologers. Don't. This chapter shows you how to better

acquaint yourself with your customers so that you can offer them more
value and serve them more profitably than anyone else out there.

In this chapter, we take a closer look at why customers buy your products

and services in the first place by exploring their needs and motives. And we
investigate how they make choices in the marketplace by examining cus-

tomer perceptions and their decision-making process. Finally, we take a

quick look at your customers that are actually other businesses.
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Checking Out Who \lour Customers Are
A fresh look at customers starts with the ones you enjoy seeing— those

who regularly purchase goods or services from you. But sometimes, know-
ing what something is not can be just as important as knowing what it is. You
can learn as much about your own business and best customers by observ-

ing the other kinds of customers out there — the customers who are diffi-

cult, the customers who are gone, and the customers you never had.

The qood customer

Good customers are the ones who bring a smile to your face, the ones you
like serving, the ones who appreciate you, the ones who keep you in busi-

ness. They are the customers you want to keep coming back time and again.

To keep all those good customers happy, however, you may need to know
more than the fact that Tom likes Chinese food, Mary has a weakness for

chocolates, and Harry loves red ties.

Why? Isn't simply knowing individual customers on some personal basis

enough? After all, Dean Witter Reynolds, the retail brokerage firm, adver-

tises that it "measures success one investor at a time." Shouldn't that be the

ultimate goal? Get to know every Tom, Dick, and Harry you serve (to say

nothing of each Mary, Michele, and Melissa), and he or she will beat a path

to the door with wallet out or purse open, ready and willing to buy.

Well, the slogan is great, but let's face facts— Dean Witter Reynolds is a big,

savvy company that uses sophisticated market research to create a complex
profile of the kinds of customers who buy stocks, bonds, and mutual funds.

Dean Witter knows that success is more than just selling products and
services to individual buyers. Success is really a matter of knowing who the

customers are, understanding their backgrounds, and fulfilling their needs

better than the competition does. By doing its customer homework, Dean
Witter knows that it must approach a market-sawy investor — say, a Donald

Trump wannabe— much differently than it does a bewildered English

professor who may not even want to know a short sale from a long bond.

Your business can measure and describe its customers in several ways:

*> Track where your customers are, breaking them down by country,

region, state, city, or neighborhood.

i> Figure out who your customers are, including their age, gender, occupa-

tion, income, and nationality.

f" Learn more about how they live— their hobbies, favorite sports teams,

restaurant choices, and vacation destinations, for example.
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^/ You're probably a step ahead of us here and have already noticed that many
of these criteria result in groups of customers that look alike. When market-

ing gurus divide customers into specific groups, they call them market

segments. If you'd like to get a better handle on how to separate your own
customers into market segments, check out Chapter 6.

When it comes to understanding customers, one good strategy is to find out

what other businesses try to learn about their customers. Keep track of the

questions that other companies ask you. Radio Shack stores (a chain of

electronics retailers), for example, routinely ask for your ZIP code when you
step up to the register. And you often find a list of personal questions on
product registration forms, warranty cards, and customer-service mailings.

Some companies even offer a small reward if you tell them something—
anything— about yourself. But go easy here. Radio Shack began to lose a lot

of good will when customers grew suspicious about — or just annoyed by—
all the questions that clerks were asking.

The bad customer

"A bad customer? Isn't that a contradiction in terms?" you ask. "How can

there be such a thing as a bad customer, especially for a customer-oriented

company?" Keep in mind that your initial reaction doesn't always tell the

whole story. Remember that you don't really define the business that you're

in; your customers do. They place a series of demands on your company and
then evaluate how well it performs against those demands.

Good customers do the following:

v* Ask you to do things that you do well

j> Place value on the things that you do and are willing to pay for them

*> Challenge you to improve your skills, expand your knowledge, and
focus your resources

v* Take you in new directions that are consistent with your strategy and
planning

Bad customers represent the flip side. They do the following:

V Ask you to do things that you aren't equipped to do well

u* Distract you, causing you to veer away from your strategy and your
business plan

v* Purchase in such small quantities that the cost of doing business with

them far outweighs any revenue that they generate

j> Require so much service and attention that you can't focus your efforts

on more valuable (and profitable) customers

v* Remain dissatisfied with what you do, despite all your best efforts
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**£^ The pundits have come up with a principle that we can apply here: the 80/20
rule. In this case, the rule says that if you survey all your customers, 20

percent of them account for about 80 percent of your business. These 20

percent are your good customers. You obviously want to keep them — and
keep them happy! But look at the other 80 percent of your customers, and
you'll likely discover a few you'd rather hand over to the competition.

When you analyze what you do for that 80 percent of customers and what they

do for you, some of these customers are often more trouble than they're worth.

Their shoe styles are never in stock, and their special orders are always

returned. Maybe their finances are a mess, which makes them late in paying.

Still, the lure of additional revenue and more customers— or the belief that you
should never say no to any customer — often keeps you involved with this

group. You would be better off without these customers, though.

sjtf'L*

To handle bad customers, follow these steps:

1. Figure out who they are.

2. Convert them into good customers

or

hand them over to someone else.

Bank accounts and the 80/20 rule

A large retail bank recently undertook a com-

prehensive study of its checking-account cus-

tomers. The results presented a classic 80/20

situation: About 19 percent of the bank's cus-

tomers were generating 90 percent ofthe total

profits. What was the chief characteristic of

the other 81 percent? Most of those custom-

ers had checking accounts with average bal-

ances of less than $250, yet they wrote lots of

checks. As a consequence, the bank was los-

ing serious money on this customer group;

internal processing costs were simply greater

than the revenue generated from the use of

their deposited funds.

The bank conducted further research. Obvi-

ously, not all of these account-holders were

bad customers. Some of them were senior citi-

zens, for example, and a percentage of them

were new and would go on to become profit-

able customers overtime. The bank wanted to

nourish developing relationships, so it set up

incentives to encourage new customers to

accumulate savings in related savings ac-

counts. But the bank also knew that many of

its customers would never change and would

simply remain a drain on profits. So it

created hurdles to "de-market" its less profit-

able customers, using a new fee structure that

penalized accounts when monthly average

balances fell below certain levels, unless

customers maintained certain balances in

savings accounts.
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The other quid's customer

You may think that focusing on customers you've never had points to

another sort of failure on your part, but actually, these people present an

opportunity. The fact that you haven't been able to serve this group creates

a challenge: To find out what your market really thinks is important. Your

competitors' customers are telling you what you are not. This information is

extremely useful, especially when you are working on the big picture in the

early stages of business planning, defining who you are and who you want
to serve.

Unfortunately, getting information out of your competitors' customers is

often an expensive proposition. You don't know them, and you don't have an

ongoing relationship with them. Market research firms, of course, are always

eager to work with you. These companies are willing to bring together focus

groups and talk to consumers about all sorts of things that relate to your

products in comparison to the competition. The catch, of course, is that

their services don't come cheap.

Fortunately, you don't have to be quite this formal about the information-

gathering process, at least in the initial stages. As long as you can get

selected people to provide sincere answers, you probably can approximate

the results of a focus-group study on your own.

An acquaintance of ours used to go into supermarkets and hang around the

aisles in which her company's goods were displayed. When a customer
came along and picked out a competing product, she offered to buy that

product from the startled shopper for more than the listed price! She would
offer a minimal amount (a nickel, say) and then work her way up, trying to

determine the shopper's degree of loyalty to the competing brand. Finally,

she would ask questions to find out why. As a reward, she paid the shopper
for the price of the product when the conversation was over. As Yogi Berra

reminds us,

You can observe a lot by just watching.

Getting to know your competitors' customers is often difficult, but not

impossible.

Iv*
Spend some time where customers gather. Use trade shows, user

groups, and industry conferences to make informal contacts and begin

a dialogue with your noncustomers.
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v* Ask pointed questions of people who choose competing products. Did

they take the time to see what was available on the market? Have they

even heard of your product or service? If they have, did they actually

take the time to look at it? If not, why not? If so, what were their

impressions?

v* Really listen to what they have to say, no matter how painful it is. Don't

get defensive when people say negative things about your company or

your products.

Information about your customers is valuable, if not priceless. A consultant

will charge you thousands of dollars for the same information.

v* To plan effectively, learn as much about your customers as you can.

\^ Of all your customers, 20 percent are likely to account for 80 percent of

your business.

v^ Some of your customers may actually cost you money.

*-" Your competitors' customers can tip you off to new opportunities.

Discovering U/hy j/our Customers Buy
Perhaps the most difficult — and useful — question that you can answer
about your customers is why they buy what they buy. What actually com-
pels them to seek out your products or services in the marketplace? What's

important to them? What are they really looking for?

&2£*r

Understanding needs

Why do people buy things in the first place? Psychologist types tell us that

needs fulfillment is really at the heart of all consumer behavior (see Figure 5-1).

Everybody has needs and wants. When a need is discovered, it creates the

motivation that drives human activity.

i> Survival, at the most basic level, results in the universal need for

grocery stores, carpenters, and tailors.

i> The urge for safety, security, and stability generates the need for bank

accounts, disability and health insurance, and home alarm systems.

v* The desire for belonging and acceptance creates the need for designer-

label polo shirts, members-only clubs, and participation in expensive

diet programs.
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*> The urge to be recognized and held in esteem establishes the need for

company banquets, fast cars, and award plaques.

*> The desire for self-achievement and fulfillment results in the need for

adventure vacations, quiz shows, and correspondence courses.

Federal Express, for example, is really in the reliability business. Many of its

customers are businesses that want the assurance— absolutely, positively—
that their precious shipments will be delivered early the next day or even

the same day. These customers are so motivated by this need that they are

willing to pay a substantial premium over other alternatives, simply for their

own peace of mind.

Determining motives

Motives are needs that have been awakened and activated, so to speak.

Motives send people scurrying into the marketplace, searching for products

or services that can fulfill a particular need. Motives aren't always what they

seem to be.

Figure 5-1:

A basic

overview of

people's

needs, as

sketched

out some 50

years ago

by the

social

psychologist

Abraham

Maslowin

his famous

"Hierarchy

of Needs"

model.

Hierarchy of Needs

Self-Achievement

Recognition and Self-Esteem

Belonging and Acceptance

Safety, Security, and Stability

Survival and Physiological Need

Highest Level
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V Greeting-card companies, for example, don't just sell cute little jingles

printed on glossy paper at exorbitant prices. The prices are justified

because the companies are actually selling small insurance policies

against their customers' fear of feeling guilty. Perhaps fear of guilt (over

a missed birthday or a forgotten anniversary) is really what propels the

buyer into the greeting-card market.

\^ Recent MBA graduates have been asked to rank the things that are

most important to them when they decide among various job offers.

When asked point-blank, a substantial majority rank quality of life,

community, and schools at the top of the list and place starting salary

somewhere in the middle. A more careful survey and analysis of the

MBA selection criteria, however, usually settles upon compensation as

being the single most important variable in accepting a new position

fresh out of school.

*> Most of us have a need to be accepted and liked by other people. This

powerful motivation creates great market opportunities for the likes of

beauty shops, aerobics studios, and breath-mint companies.

Although motives obviously apply to individual consumers, they work
equally well in the context of business or corporate behavior. When a

particular manufacturing company contracts with an HMO (Health Mainte-

nance Organization), for example, is the company motivated to improve the

health of its employees? Or is it motivated to reduce the cost of its health

insurance premiums so that it can better compete with foreign companies

(fulfilling its own need to survive)? If you run the HMO, how you answer this

question has a major impact on your internal management of costs versus

the overall quality of the health care that you provide.

Your job, of course, is to dig beneath the obvious customer responses and

consumption patterns to determine what the buyers' real motives are in

purchasing goods and services in your own market. When you understand

what's actually driving customer behavior, you're in a much better position

to talk about your own product in terms that customers will respond to.

\* The most important question to ask about your customers is why they

buy what they buy.

i* Customer needs range from basic survival and security to the urge for

self-improvement.

i> Motives such as vanity, status-seeking, and guilt are the hot buttons

that can really get customers to buy.
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Finding Out How \lour Customers

Make Choices
How do customers make choices in the marketplace? The most important

thing to remember is that customers decide to buy things based on their

own view of the world — their own perceptions of reality. Few customers

buy without thinking. Instead, they bring their perceptions of the world into

a decision-making process that (ideally) leads them to purchase your

product or service instead of other options.

Perceptions are reality

Customer perceptions represent the market's world view and include not

only what your customers think of your products and services, but also how
they see your company and view your competitors.

As customers turn to the marketplace, they confront a mind-boggling array

of competing products. Many variables influence your customers as they

evaluate their choices: advertising, endorsements, reviews, and salesman-

ship, not to mention their own gut reactions. You need to know how custom-

ers respond to all these stimuli if you ultimately want to earn and keep their

business.

Have you ever wondered, for example, why so few yellow sweaters are

available in the men's departments of clothing stores? Market research

consistently shows that a majority of men believe that the color yellow

suggests weakness. Subconsciously, men feel that they may be perceived as

being wimps if they have anything to do with the color. So the yellow-

sweater option isn't too popular.

Or have you noticed that Madonna doesn't do many endorsements? Okay,

it's not as though she needs the extra income. But companies may feel that

her image is just too controversial, resulting in negative perceptions and the

risk that potential buyers will be driven away.

Never lose sight of the marketer's motto:

Customer perceptions are the market reality.

People buy goods and services based on what they perceive to be true, not

necessarily on what you know to be the facts. To be successful in the

marketplace, you have to develop a clear insight into customers' percep-

tions, understanding how buyers react to products and services in your
market before you complete your own business plans.
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The five steps to adoption

Marketing gurus often refer to the customer's decision-making process as the

DMP (the acronym makes the term sound more official). In many markets,

the DMP involves a series of well-defined steps that are dubbed the con-

sumer adoption process. (Okay, we'll call it the CAP.) In this case, of course,

adoption refers to a newly formed relationship with a product, not a child.

By understanding the steps that consumers often go through, you are better

able to take advantage of customers' behavior and build strategies that help

them complete the adoption process. The process includes five major steps,

which are described in Table 5-1.

^PLf Suppose that you're in a startup firm with a top-notch consumer-software

title. You are afraid, however, that customers are reluctant to give the

program a try, for fear the software will be difficult to learn or incompatible

with their computers. (Keep in mind that people act on their perceptions of

reality rather than on the reality itself!) To move potential customers past

the evaluation and into the trial step of the adoption process, you may want
to consider setting up a toll-free new-user hotline and offering a money-back,

no-questions-asked guarantee.

*****

Table 5-1 The Consumer's Five-Step Adoption Process

Primary Steps Description of Consumer Your Task

Awareness Aware of a product or service,

but lacking detailed

knowledge

Develop a strategy that

educates and excites

potential customers

Interest Curious because of publicity

and seeking more information

Provide more detailed

product information and

continue to build

momentum

Evaluation Deciding whether to test

the product or service

Make the product-

evaluation process as easy

and rewarding as possible

Trial Using the product or service

on a test basis

Make the trial as simple

and risk-free as you can

Adoption Deciding to become

a regular user

Develop strategies to

retain good customers

i> Customers make choices based on their perceptions, not necessarily

on the facts.

v* Before they buy, customers go through a distinct decision-making process.
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v* The five steps in making a purchase are awareness, interest, evaluation,

trial, and adoption.

**" If you understand how customers make choices, you have a better shot

at getting their business.

Remembering the Biq Picture

*«Sy

Remember that old saying about not seeing the forest for the trees? Well,

when you first start to think about your customers, you don't want to fall

into a similar trap. Seeing only the small number of individual customers

whom you know, and focusing on their personal habits, likes, and dislikes, is

tempting sometimes. Even when you begin to look at more general customer
trends, including why your customers buy and how they make choices,

getting buried in the details still is awfully easy.

Don't take the bait! Don't view your customers and your own business

activities too narrowly. Look instead at the larger forest — those general

customer behaviors and basic needs that define your market.

If you think about your business only in terms of your existing products, for

example, you risk losing sight of customer needs that you've overlooked —
needs that a competitor is no doubt going to satisfy at some point. You also

create a shortsighted view of your own strategic choices that can result in

missed market opportunities and woefully inadequate business plans.

Unfortunately, companies (and even entire industries) still lose sight of the

big picture all the time. Markets are viewed too narrowly, and customer
needs are neglected — a classic management blunder. Check out these

examples:

j> Companies that make home-improvement tools often view their busi-

ness in terms of product components — the making and selling of

quarter-inch drill bits, for example. But when you think about it,

nobody really wants or needs quarter-inch drill bits (not even your
dentist). What customers are really looking for are quarter-inch holes.

That basic need creates the potential opportunity for any number of

possible solutions.

v* Eyeglasses manufacturers — the companies that make the frames and
lenses — continue to see themselves as being in the eyeglass-fashion

business. But the customers, frustrated by not being able to read a

menu closer than 3 feet away when they've forgotten their specs,

simply want to see better. The manufacturers are now learning a hard

lesson with the advent of laser technologies that promise to improve
vision by reshaping the cornea— no vision problems, no need for

glasses, no more business.
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Politics and the marketplace

Remember the little sign tacked up on the back

wall of Bill Clinton's 1992 U.S. presidential

campaign headquarters?

It's the economy, Stupid!

Campaign manager James Carville posted the

sign because he wanted everyone to focus

not so much on the product— Mr. Clinton —
as on the marketplace and customer needs.

In this case, of course, the marketplace was
the election itself, and the customers were the

voting public. At the time, workers in the

United States were suffering through a steep

recession, worried about foreign competition

and petrified about the "new world economy."

As a shrewd campaign strategist, Carville

knew that the road to success lay in getting

beyond the candidates themselves and ap-

pealing to the voters' innermost needs —
those universal, underlying issues that would

ultimately sway decision-making in the polling

booth.

As a business planner, you have to do the

same thing: focus on being market-driven

when you approach your customers.

W Charles Revson revolutionized the cosmetics industry when he

quipped, "In the factory, we make cosmetics; in the store, we sell hope."

As the founder of Revlon, he understood that he was offering his

customers something far more important than simple chemistry: the

prospect of youth, beauty, and sex appeal.

The key point here is simple: If you don't know what your customers really

want, you can't possibly fulfill their needs in an effective way.

Put yourself in your customer's shoes.

i> Take a hard look at one of your own products or services, and honestly

ask yourself, "Why would / need this thing?"

*> Ask the same question of several people who also use your product or

service.

*> Try to imagine a world without your product or service. What would

you substitute for it?

Answering questions such as these goes a long way toward fostering creativ-

ity, generating new strategies, and providing expanded market opportunities.
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Riding basic customer needs to success

Intuit produces Quicken, a top-selling soft-

ware program that helps people keep track of

their financial lives. The company itself has

been a top performer, however, because it

sees itself as being not a software company,

but part ofthe personal-finance business. This

broad focus gives Intuit additional opportuni-

ties— in paper supplies (checks, deposit slips,

envelopes, and so on) as well as in lucrative

transaction-based financial services.

3M has developed and patented many new
materials, among them a revolutionary glue

substance that sticks but can be removed. The

company's Post-it division is successful, how-

ever, because it has defined itself as being not

an adhesives provider, but part of the "remind-

ers" business. Post-its are now available for

almost everything that you may ever think

about forgetting. (Some of you, we hope, are

using them right now to mark words of wisdom
in this very book.)

Dealing vOith Business Customers
Although we've mentioned companies that sell principally to other compa-
nies (as opposed to those that sell primarily to individual consumers), some
of you in this so-called business-to-business market may think that we're

ignoring you. We aren't — honest! In this section, you find details on how
companies, institutions, and government agencies act when they themselves
are the customers. What makes the business buyer different? Many things.

tfVW^/

Secondhand demand
Demand for goods and services in business-to-business markets is almost

always derived demand. In other words, businesses purchase only those

goods and services that they can use to better serve their own customers.

Steel, for example, is a product that no end-user buys. When was the last

time you had the urge to go out and get your hands on some flat-rolled

sheeting? Steel purchasers tend to be automobile manufacturers, construc-

tion firms, appliance companies, and the like. After these businesses use the

steel to make their own products (cars, office towers, and refrigerators), we
come into the picture as potential customers.
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What are the implications for the steel sellers? If a steelmaker cuts its prices

across the board, for example, should it expect a huge increase in orders?

Not necessarily. The steel buyers will increase their purchases only if they

think that they can sell more of the things that they make, and their own
sales may be affected by many factors beyond the underlying price of steel.

How many of us dashed out to buy a new Chrysler the last time U.S. Steel

reduced prices by 10 percent?

Inelastic demand is a term that number crunchers use when they talk about
demand for a particular product that doesn't stretch or change automati-

cally when the price of the product changes.

If you offer products or services in the business-to-business market, make
sure that you take the time to think through what your planning decisions

mean to your business buyers. And that means thinking about your custom-

ers' customers as well.

j> Will a price reduction on your part result in increased sales for your
customers — and your company?

i> Will your customers (and their customers) benefit if you offer them
additional bells and whistles while raising their costs?

*> Are your customers looking for continuity and price stability?

<£"£*,

becision-makinq as a formal affair

Purchase decisions in the business-to-business marketplace tend to be more
formal, rational, and professional than in most consumer markets. Many
people from different parts of the target company are often involved in the

decision-making process (DMP). One division in the company may recom-

mend your product or service, another may acquire it, yet another may pay

for it, and all of them do the work for a separate customer center that

actually uses that product. Taken together, these divisions form the decision-

making unit (or DMU) — another marketing term foisted off on us nice folks

by marketing gurus.

Table 5-2 describes three ways in which a business DMU may behave when
it's thinking about buying a product or service.
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Table 5-2 How a Business DMU Behaves When It Buys

Buying Behavior Description of the Customers DMP

Business as usual Continues to order more of the product or service,

perhaps even automating the process so that inventories

don't fall below certain levels.

Yes, but . . . Asks for changes in the existing sales arrangement,

modifying one or more purchase terms (such as pricing,

financing, quantities, and options) and including various

people who are part of the DMU.

Opportunity knocks Purchases a product or service for the first time, perhaps

after putting out a request for proposal (RFP) to several

possible suppliers and making a deliberate, complete

decision involving all parties in the DMU.

Forces to be reckoned With

In working with business customers, you most likely have to deal with

several powerful customer forces that you rarely encounter in consumer
markets. If your business-to-business strategies are going to succeed over

time, you must factor these forces into your business plans. Consider the

following questions.

u* What's the state of the customer's business?

• Is the customer's business booming, mature, or dying?

• Is it facing increased competition or enjoying record profits?

• Is it outsourcing business, creating new opportunities?

• Does it threaten to become a competitor?

u* How does the customer's company operate?

• Does the customer purchase centrally, or does it have buyers

scattered around the company?

• Does it require several levels of approval before a decision is

made?

• Do senior executives (who may or may not know a lot about the

product) make the ultimate purchase decisions?
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i*" Who's important to whom?

• Do the customer's key decision-makers tend to be engineers or

marketing people?

• Does the customer use both small and large suppliers?

• Does it have a policy of requiring more than one supplier in

critical areas?

As you begin to develop strategies for your business customers, take the

time to investigate the forces that are unique in business-to-business markets.

v* Get out into the field and talk to potential business buyers.

& Read about customers' organizations and their industries.

v* Attend the conferences and conventions that your customers attend,

and learn about the critical events and forces that shape their thinking.

All these activities take time and resources, of course, but your investment

will be rewarded many times over when you incorporate what you learn into

your business-to-business planning.

\^ Some of your customers may be other businesses, and the way in

which they buy is different from the way that individuals buy.

f' Several people may be involved in making the decision to buy from you.

v* Sometimes your business customers aren't the end users, so you need

to understand your customers' customers as well.
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Dividing Customers into Groups

In This Chapter

Defining what market segments are

Coming up with ways to group customers

• Creating market segments that you can use

Predicting how market segments behave

Divide and conquer.

— Anonymous

f
t's nice to think of your customers as being flesh-and-blood people—

<C the Tom, Dick, and Mary who regularly walk through your doors. But it's

also tempting to think of customers as being everybody out there— hey,

shouldn't the whole world want your products and services? Unfortunately,

neither of these views is practical when it comes to creating your business

plan.

Take a closer look at your customers (a good place to start is Chapter 5).

One of the first things that you'll notice is that many of them have a great

deal in common — a fact that gives you a golden opportunity to divide

customers into specific groups based on their similarities. Eureka! By
planning your business around these customer groups, you can serve your

customers' particular needs effectively. As the saying goes, you get to have
your cake and eat it too.

In this chapter, we look at your customers in groups, introducing the

concept of market segments in detail. We explore various ways to identify

market segments based on who is buying, what they buy, and why they buy.

Then we show you how to create practical market segments that you can

use in your business plan. Finally, we talk about things you can do to figure

out more about how market segments are behaving.
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Defining Market Segments
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Take a moment to think about your customers. You'd no doubt call many of

them good customers, for these reasons:

k* They bring in lots of business.

\* They are loyal.

*> They make useful suggestions.

v* They say nice things about you.

These people are good customers because they are satisfied customers. You
understand what they are looking for, and you translate their needs and
wants into the products and services that you sell them. But let's face it —
not every customer's a good customer, and you probably wish that you had
a few more of the good ones.

Addressing each customer individually may be effective, but it is rarely

efficient in today's markets. How can you make sure that you satisfy as many
potential customers as possible? Although each individual customer is

unique, groups of customers often look a great deal alike.

Whenever you make sense of your own marketplace by grouping customers
for one reason or another, you create market segments. To be of any practi-

cal use in your business planning, however, market segments should de-

scribe groups of customers that you can get to and that respond to your

products and services in similar ways — ways that are distinct from those of

other customer groups. A successful market segment allows you to satisfy

the particular needs and wants of an entire group of customers.

There was a time when sneakers were simply rubber-soled canvas shoes

that kids played in and maybe used for school sports. Back then, most of the

buyers were parents, and most of the wearers were boys. If you wanted to

play in the sneakers market (Keds and Converse, for example, produced

black high tops that parents bought in droves), you kept your eye on what

those boys were looking for.

Look at the market for athletic shoes today. The difference is phenomenal.

Young males still wear the shoes, of course, but so do toddlers, cool teenag-

ers, serious runners, senior citizens, and everyone else — all demanding
sneakers in various shapes and colors, with different features and options,

in a wide range of prices.

L
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Extra! Extra! Cars to have options!

In the early 1920s, Henry Ford and his famous

Model T dominated the growing automobile

industry in the United States. As Ford was fond

of saying:

You can get the T in any color you like—
as long as it's black.

The key to the company's early success was

its focus on just one product. Ford believed

that if one size could fit all, standardized parts

and mass production would lead to lower

costs, lower prices, and satisfied customers.

He was absolutely right ... up to a point.

The market reached that point when Ameri-

can car buyers began to develop a taste for

options. Some buyers wanted to be sporty;

others, classy. Some wanted more leg room;

others, more room for the kids. Ford continued

to improve his cars, of course. The chassis

became sturdier, the engine quieter, and the

ride smoother. But when customers visited a

Ford showroom, all that they saw was the

same old Model T — still available in all

shades of black.

Then along came Alfred P. Sloan, Jr., the leg-

endary head of General Motors. Sloan's ge-

nius was in recognizing that car buyers

weren't all looking for the same car. He cap-

tured this vision when he said:

GM will produce a car for every purpose

and a car for every purse.

Sloan soon hired a new kind of employee —
the market researcher — to figure out what

potential car buyers were really looking for.

Although he couldn't produce a unique carfor

each individual buyer, his market research

identified five major groups of buyers with

similar tastes and needs. In a bold move, he

instructed his designers and engineers to

come up with cars that would meet those

needs. The result was a new lineup of prod-

ucts tied directly to market segments:

f Chevrolet for entry-level buyers

t> Pontiac for buyers who were moving up

*> Oldsmobile for the growing middle class

V Buick for those who wanted something

finer

v* Cadillac for status-seekers

GM cars soon began to outsell Fords, and mar-

ket segments took their rightful place as an

important business-planning technique— not

only for automobiles, but also for major indus-

tries across the nation and the world.

Literally dozens of athletic-shoe segments exist now, each defined in unique

ways. For Nike or Reebok to attempt to capture the market today with one
universal sneaker would be sheer folly and a financial disaster. The athletic-

shoe business and the market segments that shape it have changed beyond
recognition over the past two decades.
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v* A market segment is a group of customers who have specific needs and
wants in common.

j> By grouping similar customers, you can satisfy their particular needs
more efficiently.

i> The more features and choices that customers demand, the more
reason you have to divide customers into groups.

Ways to Make Market Segments

*y£& There are several common ways to divide customers into groups. But don't

just rely on these. Frankly, the more you can apply your own imagination

and creativity in this area, the more successful you're likely to be in coming
up with market segments that are unique and effective.

Despite what the marketing gurus tell you, there's really no right or wrong
way to divvy up your market. You need to view your customers from various

angles and to describe them based on several factors. One dimension won't

be enough. As Figure 6-1 shows, you can come up with ways to create

market segments by asking three basic questions:

v* Who is buying?

i^ What do they buy?

*> Why do they buy?

Who is buying}

A general description of who is buying your product or service is a good
place to start when you begin to put your customers into market segments.

If your customers are individual consumers, learn a bit about how they live

their lives. If your customers are other companies, find out how they

operate their businesses. Think about your customers in these terms:

v Geography (where do they live?)

\* Profile (what are they like?)

\* Lifestyle (what do they do?)

v^ Personality (how do they act?)
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Figure 6-1:
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Where do they titfe?

Perhaps the simplest and most widely used way to describe your customers
is based on where they are, beginning with a simple geographic breakdown
by these factors:

v* Country

V Region

W State

i^City

v Neighborhood

But geography can also lead to less obvious groups, describing customers
based on these factors:

v* How close their nearest neighbors are

v* How hot or cool their summers are

i^ How long their trips to the airport take
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Dividing customers into groups based on geography turns out to be a good
way to separate them according to regional taste— which often is a signifi-

cant factor in the distribution and delivery of a product or service. Ethnic

foods in the U.S., for example, tend to sell better in certain regions of the

United States. Mexican food is hottest in the Southwest; kosher products are

most popular on the East Coast; and Asian food is everywhere on the West
Coast. Per-capita wine consumption is far higher in San Francisco, California

than it is in Milwaukee, Wisconsin. And beer? Well, it made Milwaukee
famous.

Speaking of the Midwest, instead of trying to sell heavy coats to anyone and
everyone in the country, you may want to concentrate sales efforts in

regions that have cold winters, taking advantage of market differences based
on weather patterns. By looking at the geographic characteristics of con-

sumers as they relate to your product or service, you begin to create market

segments that you can use.

p^ What are they tike?

4y/^i^. A profile of your customers includes all the attributes that you may expect

to find in a national census. Marketing gurus call these attributes demo-
graphic data. These data include the following:

i> Age

v* Gender

c" Family size

\^ Education

\* Occupation

v* Income

*> Ethnicity

*> Nationality

**" Religion

Company profiles, of course, are somewhat different. These profiles can

include basic characteristics such as the following:

v* Industry

\* Size of company

i> Number of employees

v* Years in business
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You can often use customer profiles to spot market trends and take advan-

tage of potential opportunities. Why is the market for health care products

booming today? Because the fabled Baby Boom generation— those 76

million Americans who were born between 1946 and 1964— is beginning to

come face to face with its own mortality. And where can you find a growing

market for financial loans? The growing number of families who have

college-age children.

**2Qr

What do they do>

Lifestyle is an awfully tired word these days, used to describe anything and

everything that we do in the modern world. But when applied to your

customers, lifestyle has a particular meaning; it's meant to capture charac-

teristics that go deeper than what's available in plain old census data.

Customer lifestyle factors include:

&2£*r

**" Hobbies

*> TV viewing habits

is Social activities

j> Club memberships

W Vacation preferences

All this information is sometimes called psychographic data (no relation to

the Psychic Friends Hotline) because it's used to map out the psychology of

the customer.

McGovern and the Volvo lifestyle

In the 1972 U.S. Presidential campaign, the

Democratic candidate, George McGovern,

sent out fund-raising letters specifically to the

owners of Volvo automobiles. Why? His poll-

ing showed that people who bought Volvos

tended to be well-educated, middle- to upper-

middle-class, of above-average income, and

liberal in their political beliefs— characteris-

tics that resonated well with the McGovern

campaign. Rather than mailing general fund-

raising appeals to a wide audience, the cam-

paign found that a targeted mailing to Volvo

owners, for example, yielded far better returns

when costs were measured against contribu-

tions. Unfortunately for McGovern, the Volvo

isn't a car that appeals to— or is in the price

range of— a majority of Americans.
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Applied to business customers, lifestyle factors include such things as what
companies do when it comes to the following:

u* Protecting the environment

v* Donating to charitable causes

i* Investing in employee training

v* Offering employee benefits

j> Promoting people from inside the company

You can use any of these characteristics to understand how you may better

serve a particular segment of your business market.

Hotf do they act?

Your customers are individuals who have their own ways of acting and
interacting with the world. Wouldn't it be useful, however, if you could

create market segments based on general personality types? Luckily, you
don't have to start from scratch. Some behavioral scientists (the spooky
folks who always have their eyes on us) have come up with five basic

personality types, which are described in Table 6-1.

Table 6-1 Customer Personality Types

Type Description

Innovators Risk-takers of the world

Young and well-educated

Comfortable with new ideas and technologies

Mobile and networked

Informed by outside sources

Early Adopters Opinion leaders in their communities

Careful evaluators

Open to well-reasoned arguments

Respected by their peers

Early Majority Risk avoiders whenever possible

Deliberate in their actions

Unlikely to try new products until those products

catch on

Late Majority Skeptics

Extremely cautious

Disappointed by other products

Reluctant to try new products

Respond only to pressure from friends

Laggards Hold out until the bitter end

Wait until products are old-fashioned

Still hesitate!
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o*£^ As it turns out, personality type has a great deal to do with how eager people

are to try new products and services. (Check out the consumer adoption

process in Chapter 5.) Although some of us are adventurous and willing to try

new things, others are quite the opposite, never using anything until it has

made the rounds. In general, the laggards among us simply take longer to

adopt new ideas than the innovators do. Experts make all this stuff sound like

rocket science by calling it the diffusion of innovation (see Figure 6-2).

Figure 6-2:
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In Figure 6-2, the percentage of people who represent each personality type

is just an estimate, of course. But still, you get a rough idea of the relative

size of each personality group in your own marketplace.

Over the years, marketers have accumulated lots of data on the typical

person in each of the five groups. You can use this information in your
planning efforts. First, identify which personality types are most likely to

have a positive response to your product or service. Then you can begin to

assemble a description of your target customers and create a business plan

that enables you to reach them efficiently and effectively.

What do they buy)
A description of your customers in terms of their geography, profiles,

lifestyles, and personalities gets you only so far. Unfortunately, these basic

characteristics don't always talk about your customers in terms of your own
marketplace and the products and services that you want to sell them.
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So it's hard to use these kinds of market segments to better serve your
customers or provide them superior value. For that kind of help, you're

going to have to look at other ways of grouping customers.

A description of customers based on what they buy enables you to view
them from a perspective that you're very familiar with: your own products
and services. After you come up with market segments based on what your
customers purchase, you can address the needs of each group by making
changes in the following aspects of your product or service:

*> Features

w Packaging

*> Pricing

V Delivery options

<&**»>•
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What can it dot

Features refer to all the specifications and characteristics of a product or

service— things that you often find listed in a product brochure, users'

manual, or the fine print on the packaging itself. When you group customers
based on the product features that they look for, the customers themselves

turn out to have a great deal in common. Their similarities include:

i* How much they use the product (light, moderate, heavy)

t> How skilled they are in using the product (novice, intermediate, expert)

W What they do with the product (recreation, education, business)

i* What kind of customers they are (adviser, reseller, user)

Packard Bell, for example, sells low-end computers primarily to buyers who
aren't technology wizards. These buyers probably use their machines at

home for a few hours a week to do family finances, finish homework, surf the

Internet, or just play games. Packard Bell's customers are completely

different from those of Sun Microsystems, a maker of high-end workstations.

Sun's customers most likely are technically trained professionals who use

their computers at work for many hours each day. All you have to do is

compare the features of Packard Bell computers and the Sun workstations to

discover that these companies' products target two very different groups of

customers.

<$***?
Hou) is it sold?

Packaging involves much more than cardboard, shrink wrapping, and

plastic. Packaging really refers to everything that surrounds a product

offering, including the following:
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u* Product advertising (radio/TV, magazines, billboards, T-shirts)

u* Promotions (in-store sales, coupons, drawings)

v Marketing (book reviews, telethons, celebrity endorsements)

j> Product service (warranties, help lines, service centers)

Again, the market segments that you identify based on packaging criteria

often reflect customer attributes similar to the ones based on product

features: frequency of use, level of sophistication, product application, and

type of user.

Because Packard Bell sells primarily to the home market, for example, it

advertises its computers in the mass media, preinstalls all sorts of popular

software titles on them, and services them widely. The sophisticated Sun
machines, on the other hand, are written up in computer journals, are

compatible with sophisticated operating systems, and are mostly serviced

through on-site warranty agreements.

<$***?

What does it cost?

The pricing of a particular kind of product or service is bound to create

different groups of customers. Customers who are price-sensitive are in one
camp; those who are willing to pay for a certain level of quality are in the

other. If you've ever had to endure a course in microeconomics (yuck), you
won't ever be able to forget two facts: Price is a major market variable, and
the price/quality tradeoff is a fundamental force in every marketplace.

Packard Bell computer buyers are price-sensitive, whereas the techies who
buy Sun workstations are more interested in satisfying their own state-of-

the-art needs.

In general, the mass market tends to be price-sensitive, and the so-called

class market buys more on the basis of quality, high-end features, and status.

But price isn't the only financial factor that can lead to different market
segments. Other criteria include:

V Available financing (offered by home-furnishings companies)

*-" Leasing options (offered to airlines that are buying airplanes)

*> Money-back guarantees (offered regularly on TV)

f Trade-in arrangements (offered by automobile dealerships)

Where is it found)

Distribution and delivery determine how customers actually receive your
product or service. In this case, market segments are often based on where
your customers shop, such as the following:
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v Warehouse stores

V Discount centers

V Department stores

J> Boutiques

*> Catalogs

j> The Internet

Packard Bell sells a large percentage of its computers at warehouse stores

such as Price/Costco and Sam's Club. But you won't find Sun workstations at

those stores. Those workstations are more than likely purchased through

computer resellers that specialize in high-end technology.

Mary Kay Cosmetics reaches its customers directly at home, using indepen-

dent sales consultants, and its products aren't available in any store. The
company believes that beauty aids are personal in nature and require highly

personalized selling to be successful. With the same aim in mind, other

cosmetic companies strategically place consultants (you can easily spot

them by their white coats, perfect faces, and expensive aromas) in depart-

ment stores.

Market segments based on delivery also may rely on additional criteria,

including the following:

V Any-time availability (convenience stores)

u* Anywhere availability (gas stations)

*> Guaranteed availability (video-rental stores)

v Time sensitivity (flowers, pizza, produce)

Why do they buy)
When it comes down to really satisfying customers' needs over the long

haul, you can't forget the big picture (flip to Chapter 5 to remind yourself).

Perhaps the most difficult — and useful — questions that you can ask

yourself about customers have to do with why they buy in the first place.

These questions include:

I

is* What are customers looking for?

is* What's important to them?
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i> What motivates them?

^ How do they perceive things?

*> How do they make choices?

When you group customers by using the answers to these questions, you
create market segments based on the benefits that customers are looking

for. Because these market segments describe your customers from their

point of view, rather than your own, they provide the best opportunity for

you to satisfy the particular needs of an entire customer group.

What do they get?

As you try to figure out exactly why customers buy products and services in

your marketplace, start a list of the benefits that you think they're looking

for. We know what you're probably thinking— that product benefits sound
an awful lot like product features. But in subtle, yet crucial ways, product

benefits and product features are different.

Features are defined in terms of products or services. A car, for example,

may have a manual transmission (as opposed to automatic) and may come
with power accessories such as windows, door locks, and radio antenna.

Benefits, on the other hand, are defined by the customer. Depending on the

customer, the benefits of a manual transmission may be in handling and
responsiveness, or in improved gas mileage. Power accessories may repre-

sent luxury or may simply be elements of convenience. Again, the benefits

are in the eyes of the customer.

It's absolutely critical to understand the difference between benefits and
features if you are going to use the market segments that you come up with

to create an effective business plan. Take a moment to think about the

business situations sketched out in Figure 6-3.

Which of the benefits listed in Figure 6-3 represent genuine benefits to the

customers of each company? It's a trick question, of course. You don't define

benefits— the customers do. It's easy to imagine that certain groups of

customers in each market seek any and all of these potential benefits.
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Choose The Customer Benefits

Situation Potential Customer Benefits

A boutique offers upscale bath and beauty A nice place to go after lunch when
products imported from Europe, tasteful there's extra time to kill

gift wrapping, and hassle-free delivery The opportunity to impress relatives

anywhere in the world. back in Sweden
An alternative to divorce after discover-

ing that today's the anniversary

Aromatherapy after an ugly day at the

office

A franchised quick-printing outlet provides The ability to look like a big company—
self-service copy machines; sells custom at least on paper

stationery and business cards; and offers A money-saving alternative to buying a

two-hour rush jobs on flyers, posters, and copier

newsletters. A threat used to keep the printing and

graphics supplier in line

A job-saver when the printed brochures

don't arrive at the trade show

A semiconductor manufacturer sells An extension of the in-house research

customized chips to high-tech companies and development department

for use in brand-name consumer products, An easy way to expand the product line

including home-electronics gadgets, A weapon in the cost/price wars

computers, and games. A way to reduce a new product's time to

market

i

Figure 6-3: Consider these business situations.

w/\ Ttt J\ ^° identify trie benefits your products offer, choose one of your products or

5\\§vaJ services and follow these steps:

1. Draw a mental image of the product or service, based on its features,

attributes, and options.

2. Put that picture completely aside for a moment.

3. Place yourself in your customers' shoes.

4. Now create a new description of the product or service from your

customers' viewpoint that focuses on the benefits that the customers

are after.

Grouping customers based on the particular benefits that they're looking

for when they select a product or service in your market is the key to

satisfying individual customers and keeping them happy over the long run.
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The benefits of toothpaste

For many years, the toothpaste market defied

successful analysis, until a team of market

researchers applied the concept of customer

benefits. This research resulted in the discov-

ery that four principal benefits — seen by

toothpaste users themselves — describe the

toothpaste market. Customers seek out one or

more of the following benefits when they make

their purchase decisions:

v* Dental health. One group of customers

seeks perceived dental benefits. Mothers,

for example, hope to deny the dentist an

opportunity to buy yet another yacht.

v Taste appeal. Another group is looking for

good-tasting toothpaste. Children, of

course, don't particularly like to brush.

f" Sex appeal. A third group desperately

hopes to appeal to the opposite sex. This

group, of course, includes teenagers, who
are struggling through the rigors of ado-

lescence.

v* Dental hygiene. The final group seeks ba-

sic dental hygiene at a good price. Many
men, for example, view all toothpaste as

being the same anyway.

As a result of the new research, toothpaste

suppliers began to market their offerings

around the defined benefit categories. Crest

("recommended by 9 out of 10 dentists!") tar-

geted mothers, for example. Aim went after

kids, Close-Up targeted teenagers, and the

low-price house brands appealed to men.

$££*?
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How do they decide}

Customers are bound to approach your market in different ways, and you
can often identify market segments based on certain customer traits as they

relate to your own business. Some of the conditions that guide customer
buying decisions include the following:

i* Speed of the purchase decision. The decision-making process (DMP)
that customers go through before they purchase a product or service

varies, depending on the product or service's complexity and on its

price tag. People may buy chewing gum at a drugstore without much
thought. But car dealerships and real estate agents face a completely

different DMP in their customers, resulting in a slower decision to buy.

i> The actual decision-maker. Families of one sort or another represent a

common decision-making unit (DMU) that's involved in buying various

consumer goods. But who in the family has the final word? If you're in

the business of selling clothes designed for teenagers, for example, it

makes a big difference whether the kids have the final say or whether
Mom or Dad is always in the background, giving the thumbs-up or

thumbs-down sign. This difference alone may lead to two separate

market segments, each of which has unique requirements.
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*> Customer loyalty. The way that companies relate to their own custom-
ers can easily define a set of market segments. Service industries, for

example, have gone out of their way to identify and encourage custom-
ers based on their loyalty. You've probably been asked to join more
than one frequent-flyer program or to keep track of frequent-caller,

frequent-diner, or frequent-you-name-it points offered by companies
that promise to cater to and reward you for being a member of a loyal

customer group.

i> Level of product use. In many industries, a small percentage of con-

sumers account for a large percentage of sales. If you want to sell beer,

for example, you can't ignore the heavy-beer-drinking population. In the

United States, 5 percent of households account for a whopping 87

percent of all beer purchases. Keeping this high-consumption group of

customers satisfied can be profitable indeed.

You can group customers in many ways as you go about the creative

process of dividing markets up into segments.

v* To understand who customers are, look at where they live, what they

do, and how they play.

v* To understand what customers are buying, look at the features, packag-

ing, and pricing of the products, and consider where the customers

shop.

*> To understand why customers buy, look at the benefits that they're

after and the ways in which they make up their minds.

finding Useful Market Segments
Simply coming up with a clever way to describe a group of customers isn't

good enough, of course. A market segment is useful only if it allows you to

deliver something of value to those customers — and to do so profitably.

The fact is that not all the market segments that you come up with are going

to pan out. What should you look for if you want to find a really useful

market segment? In general, you want to make sure that it has the following

characteristics:

\* A size that you can manage

v* Customers you can identify

j^ Customers you can reach
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Is the segment the right size}

Identifying useful market segments requires a delicate balance between

defining your markets so broadly that they don't offer you any guidance in

planning and defining them so narrowly that they are ultimately impractical

and unprofitable. A useful market segment has to be manageable. The right

size depends on your particular business situation, including your re-

sources, the competition, and your customers' requirements.

Choosing a manageable group of customers takes you back to the twin

business goals of efficiency and effectiveness (covered more extensively in

Chapter 3). You want to be effective in serving your market segment, but

you also have to be efficient. For General Motors, AT&T, or Procter &
Gamble, manageable market segments are likely to be rather large and quite

different from those of a boutique, a high-tech startup firm, or a small,

ecologically-conscious manufacturing company.

A rather obvious trend over the past half-century has been to slice markets

into smaller and smaller pieces. Headlines in the business press tell the

story:

i> "Mass markets are all the rage" (1950s)

u* "Market segments come of age" (1960s)

u "Niche markets have arrived" (1970s)

v* "Mass customization is in" (1980s)

u* "Micromarkets are hot" (1990s)

Clearly, the notion of what a manageable market segment is has changed
over the years. Market segments are shrinking. Why? Customers continue to

get more sophisticated and demanding in all markets, and companies have
found new ways to become more efficient and effective at what they do. How
have they done it? In a word: computers.

Did you know, for example, that your credit-card company makes a great

deal of money by selling information about you to other companies? Each
time you make a purchase with your card, you reveal something highly

personal and unique about yourself. Sophisticated software programs
analyze your revelations (and those of your friends, neighbors, and fellow

consumers), using a variety of high-tech tools to place you in a very particu-

lar consumer category. Companies — and maybe yours is one of them—
pay handsomely for your name, address, and type so that they can target

you directly with products and services that are tailored precisely to your
identified needs.
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*™!&. You can bet that your own customers, whoever they are, will become more
demanding over time and that your competitors are bound to become more
adept at serving smaller markets. As you choose the manageable market
segments in which you want to compete, make sure that you factor in ways
to use information technology in your own business.

^PL£
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Can customers be identified)

As you piece together a complete picture of your customers, you want to

take advantage of all the different ways that we've introduced to describe

them. In particular, market segments based on why customers buy are often

the best, because they define groups of customers who have similar needs.

Whenever possible, you want to come up with market segments that take

into account your customers' viewpoints — the benefits that they're looking

for, as well as their buying behavior.

But then what? Unfortunately, sometimes it's really hard to detect intimate

customer behavior— motives, wants, needs, preferences— from the

outside (unless you're a psychotherapist, of course, or are friends with a

behavioral scientist). You may know what these people are really like, but

how do you go about tracking them down? If you want to be able to recog-

nize the customers in your market segment, you're going to have to tie their

behavior to characteristics that you can see.

Suppose that you discover a particular employee type based on an attitude

about work. Members of this group would like to be more productive on the

job, yet they feel neglected and frustrated with their working conditions and

office environment. Perhaps you've identified a potential market segment.

But what next? How do you recognize these potential customers? Well,

maybe you go on to discover that many of these workers are left-handed and

would feel more comfortable with their numeric keypads on the left side of

the computer keyboard and with their handsets on the right side of the

telephone. Now you've taken a major step toward defining a useful market

segment, because the segment is based on customer wants and needs, and

is made up of customers who can be described, observed, and identified.

Given this situation, you may have the urge to take a planning shortcut and

base your market segment entirely on what you observe: left-handers, who,

after all, constitute about 10 percent of the population. Bingo! You decide to

design and produce office equipment exclusively for left-handed customers.

But wait; control that urge. Before you identify a really useful market seg-

ment, you need to look at one more requirement that needs to be satisfied.
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Can the market be reached)

After you define a promising market segment that's based on need and

whose customers you can describe, you have to develop ways of communi-
cating with those customers — ways that are both efficient and effective. It's

not enough just to know that this group of customers exists somewhere out

there in the consumer universe, even if you can describe and recognize

them. You have to be able to set up an affordable way to be in contact with

them through advertising, promotions, and the delivery of your product or

service.

In the case of the left-handers market, for example, you have to devise a plan

for marketing and distribution that ties into the common behavior of this

group. Ideally, you'd like to get the full attention of left-handers without

incurring the costs of reaching the 90 percent of folks in the right-handed

world as well. But just how do you gain the attention of, and access to, left-

handed customers? An easy method would be to place ads in Southpaw
Press or The Gauche Gazette and to make your products available at all

Lefties Outlet stores. The catch is that none of these outlets exists.

V^Bftf

Maybe it's too early to give up. But if you can't come up with creative ways
to reach out to, and communicate with, left-handed customers, they're really

not a useful market segment after all. In addition to having similar needs,

common observable traits, and a manageable size, a useful market segment
has to present realistic opportunities to get to your customers. Perhaps
that's why left-handers are always so frustrated.

is Useful market segments have to be the right size. If they're too big,

they're not effective. If they're too small, they're not efficient.

i> To use a market segment, you need a practical way to identify the

customers in the group.

»> To be really useful, a market segment must be a group of customers you
can actually reach.

Figuring Out Hovtf Market
Segments BehaVe

Remember back in school when you were told to check your homework
before handing it in— especially if it was going to be graded? Well, the

marketplace is a difficult class to tackle (as difficult as, say, calculus or

physics), and the stakes are high. Before you commit to a particular market
segment scheme, make sure that you look back over your homework. Pose
these review questions to yourself:
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is What benefits are customers in the market segment looking for?

v* Will product features, options, and packaging satisfy customers' needs?

v* Is the size of the segment manageable?

v* Can you describe, observe, and identify your customers?

u* Can you reach your customers efficiently through advertising and
marketing?

u* Will distribution and product service be effective?

At some point, you may want to use a sophisticated approach to answer
some of these questions. This approach is called test marketing. By testing

your ideas on a carefully selected sample of potential customers in your
market segment, you can often gauge how well your scheme is likely to work
before you spend beaucoup bucks going forward. The bad news is that like

all market research, test marketing can be expensive and time-consuming,

especially if you bring in big guns from the outside. So you may want to start

by conducting some customer interviews.

Customer interviews produce a snapshot of who is buying your product, as

well as what they think they're buying. You can conduct interviews on an

informal basis. Just follow these steps:

1. Select customers in your market segment.

2. Arrange to meet with them individually or in small groups.

3. Get them to talk a bit about themselves.

4. Have them tell you what they like and don't like about your product.

5. Ask them why they buy your product and what they would do
without it.

Maybe informal customer interviews are already built into your day-to-day

routine, and you just don't realize it. If not, figure out ways to come in

contact with more of your customers, and think about adding informal

customer interviewing to your schedule.

One word of caution: Use common sense. These interviews aren't meant to

be rigorous pieces of market research, so you're going to have to be careful

to confirm what you're seeing when you start drawing conclusions about

customer behavior from them.
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Scoping Out Your Competition

In This Chapter

Understanding the value of competition

Identifying your real competitors

^> Making use of strategic groups

> Tracking competitors' actions

p- Predicting competitors' moves

^ Organizing competitive data

Ifyou can't stand the heat, get out of the kitchen.

— Harry S Truman

Spending time with the competition isn't anyone's idea of fun. Think

they're out to get you? You bet they are. But the more you learn about

the competition, the better off you'll be when it comes to figuring out what
they're up to. The competitor that you're familiar with is much less danger-

ous than an unknown enemy out there.

If you've neglected to think much about the competition so far, you're in

good company; many businesses fail to take this part of planning seriously.

Here are the typical excuses:

There 's no way to know who all of our competitors really are or what
they're up to anyway.

or

We already know everything that there is to know about them.

We compete with them every day.
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Business owners or managers in the first group wring their hands because
trying to find out about the competition is tough. Those in the second group
cover their eyes, assuming that if they don't look too hard, nothing bad will

happen. Both groups are making a big mistake.

When the Japanese decided to become global players in the automobile

industry in the late 1960s, they planned carefully. They knew what they had
to do, because they'd been taught by American business experts. First, they

had to understand the consumer markets in the United States and Europe;

second, they had to know everything about the worldwide competition.

So Japanese carmakers went to America to analyze and learn from their

competitors-to-be. They visited General Motors, Ford, Chrysler, and Ameri-

can Motors. They asked questions, taped meetings, took pictures, measured,

sketched, and studied. Through it all, they were amazed by American
hospitality. When they got back home, of course, their plans were hatched.

And the U.S. car companies never knew what hit them, even though the

blow was a decade or more in coming.

In this chapter, we show you why it's so important to have competitors in

the first place. Then we help you identify your current competitors and
your potential competitors. We look at competition from the viewpoint of

customers and choices made in the marketplace. And we explore your
competitors in relation to their own strategies and company structure,

introducing the idea of strategic groups. After identifying your competitors,

we help you understand them better by looking at what they are doing and
where they are going, checking out their capabilities, strategies, goals, and
assumptions.

Understanding the Value of Competitors

Your competitors are almost always portrayed as being the bad guys. At

best, they're nuisances. At worst, they steal customers away and take

money from the till. In short, they make your business life miserable. Is this

picture unfair? You bet.

Look up from the fray, and we'll point out another side to your competitors:

They're the ones who invent new technologies, expand market opportuni-

ties, and sometimes create entire industries . . . and believe it or not, they

also bring out the best in you. Competitors force you to sharpen your

strategies, hone your business plans, and go that extra mile when it comes
to satisfying customers.
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The power of competition as a force for good has persuaded regulators

around the world to loosen their grip on one major industry after another,

including these:

*«" Airlines

v* Banking

v* Railroads

v Telecommunications

i> Utilities

In each of these industries, a newly competitive marketplace has resulted in

more products, more services, more customers — and more choices for

those customers. Well-run companies have grown stronger, and market

expansion has made room for many new players. The biggest beneficiaries

of all are those of us who travel, use Automated Teller Machines (ATMs), call

home, and turn on the lights at night.

Competition is a force to be reckoned with because of the power of customers.

(If you need a refresher on customers' needs, benefits, and buying behavior,

turn back to Chapters 5 and 6.) Customers are out there making market
choices, deciding what to buy and where to spend money based on their

needs and willingness to pay. How do they do it? The process that they go

through is based on a value equation, which looks like this:

Customer value = Benefits + Price

Figure 7-1 illustrates this equation.

Figure 7-1:

Customers

make

choices

in the

marketplace

by using

the value

equation to

weigh the

value of

competing

products.

Value Equation at a Glance

Company A Product

?
Benefits Price

Company B Product

BenefitsH Price

*^J|C7T
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The equation looks complicated, but today's consumers are good at making
choices. Think about the last time you went out to run errands. Chances are

that you stopped by the grocery store, where you used the value equation

to make all sorts of tradeoffs. Maybe you chose a cut of meat, weighing what
you were in the mood for and what looked fresh against the price per pound.
Maybe you decided that you didn't have time to drive to the warehouse
store, so you bought cereal in the more expensive 16-ounce box. On your
way out, you picked up organic tomatoes for the salad at three times the

conventional price. Driving home, you put gas in the car, opting for the mid-

grade octane, which added several dollars to the bill.

Competition encourages each player in your industry to figure out how to

provide customers the best value possible. Competition creates a win-win
situation, so don't try to avoid it simply by ignoring your competitors. Don't

ever think that you're immune to it, either. Instead, take advantage of

competition and what it can do for your company. Learn to thrive on
competition.

*> Competition isn't all bad. New competitors mean more products,

services, and customers in your market.

*> Customers weigh the benefits of a product or service against the price

to measure value.

u* Competition creates a win-win situation.

Identifying \lour Real Competitors
Two boys are hiking in the woods. All of a sudden, they come across a bear.

One of the boys immediately sits down and tightens his shoelaces. The
other kid looks down at him and says, "There's no way we can outrun that

bear." The first kid replies, "I'm not interested in outrunning the bear. I just

want to outrun you!" The point is that it's in your best interest to know who
you're really competing against.

You can come up with lists of possible competitors based on any number of

factors. The problem becomes one of sorting out which method is most
successful in identifying competitors that have an impact on your company.

To understand your competition, you need to know the following things:

U* How customers make choices

\* How customers use products
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*-" The capabilities of your competitors

u Your competitors' strategies

u Where future competition will come from
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Competition based on customer choice

Customers choose to buy certain products based on some sort of value

equation, weighing the benefits of several products against their relative prices.

But which products do customers actually compare? If you want to know
who your real competitors are, you need to know how many products —
and which products — your customers typically look at before they decide

to buy.

Is Coke it?

The Coca-Cola Company produces almost half

the soft drinks consumed in the world today,

but it still has competition. It's probably safe to

say, for example, that most Coke drinkers have

tried a Pepsi at least once. PepsiCo accounts

for about a quarter of the world soft-drink mar-

ket. But what other beverages compete with

Coke? The following list of competitors starts

with the most obvious:

j^ Other colas

»> Other soft drinks

w Juices and juice drinks

v Flavored iced teas

u Iced coffees

f Flavored seltzers

v* Mineral waters

v Beer and wine

u Tap water

Does Coke really compete with tap water?

Probably. But Coca-Cola has to draw the line

somewhere when it comes to identifying its

major competitors — the ones that are going

to have a real impact on its business over

time. Knowing where and how that line should

be drawn largely depends on understanding

what customers are looking for. For Coca-Cola,

that understanding involves customer choices

based on the following factors:

u Cola versus noncola

W Diet versus nondiet

*-* High-calorie versus low-calorie

*> Caffeinated versus caffeine-free

v Alcoholic versus nonalcoholic

The importance of these criteria differs in dif-

ferent markets and may change over time. Ac-

cordingly, Coca-Cola has to continually assess

and reassess its competition.
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If you know who your customers are and what their selection criteria are —
that is, what they're looking for in a product or service— you can divide a list

of competitors into groups based on how intensely they compete with you.

*> Head-to-head competitors. Together, these companies represent your
most intense competition. Their products always seem to be on cus-

tomers' short lists, and customers may ask you to compare your
features, benefits, and pricing with theirs. You want to know as much as

you can about these competitors.

W First-tier competitors. These companies are direct competitors, but

perhaps not quite as fierce as the head-to-head kind. You may run up
against one of these companies only in certain areas and among
particular kinds of customers. You don't want to ignore this group too

long, however, because any of these companies may have the desire and
capability to come after you and become a head-to-head competitor.

*> Indirect competitors. These competitors are the ones that you don't

often think about. Their products surface as alternatives to your own
only occasionally, and you usually have more important competition to

worry about. Again, this group deserves a periodic review, because
indirect competitors always have the potential to surprise you with

competing products out of the blue.

You should be able to count your head-to-head competitors on one hand.

You may have twice as many first-tier competitors to track and an equal

number of indirect competitors. Be careful to keep the number of competi-

tors that you're tracking manageable. Your head-to-head competition

deserves much more attention than your indirect competitors, obviously,

but you may want to set up a schedule for reviewing companies in each of

the three competitor groups. Start with a weekly analysis of your head-to-

head competition, a monthly review of first-tier competitors, and a quarterly

review of your indirect competitors, adjusting the schedule to fit the pace of

change in your industry.

One way to come up with levels of competition in your own business is to

ask potential customers to consider playing their product-selection process

backward for you, as described below. Sometimes, you can also get this kind

of information through your salespeople or customer-service representa-

tives (if you have any).

1. Ask customers for the short list of products that they are seriously

evaluating.

These products probably are offered by your head-to-head competitors.
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2. Ask customers for the larger list that they came up with when they

started investigating what was available in the market.

These products are likely to be offered by your first-tier competitors.

3. Ask customers for the names of products that popped into their

heads when they first decided to go shopping.

These products may include those offered by your indirect

competitors.

Competition based on product use

Looking at products and services in the context of how they're going to be

used by customers gives you another viewpoint from which to eye the

competition. In this case, you have different steps to take:

1. Ask customers to think about situations, applications, or occasions in

which they would be likely to use your product.

2. Ask customers to come up with other kinds of products or services

that would also be appropriate and may be just as satisfying in the

same situations.

Coca-Cola drinkers, for example, may associate weekend outdoor activities

(such as softball and volleyball games) with enjoying a Coke. They also may
single out nonalcoholic beer and maybe even mineral water as other possi-

bilities to help them cool off and relax after a game. In this context, Coke has

a well-defined set of competitors that may be quite different from its compe-
tition in other settings.

By viewing your competitors from a marketplace perspective— how custom-
ers choose and then use alternative products— you're rewarded with a

fairly complete picture of the competitive landscape that you're facing.

Competition based on strategy

Sometimes, if you step back and look at the competitors around you, you're

amazed by how different they can be. In certain industries, for example,

companies that have a full product line compete with companies that offer a

single product. In other industries, companies that are known for their

innovative research and development compete with companies that don't

develop anything on their own.
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Parable of the Corvette and the Sea Ray

The Corvette is still a car with an image. Gen-

eral Motors has made the two-seater for de-

cades, yet even today, the 'Vette conjures up

fond memories of the muscle cars of the '50s

and '60s. But in the 1980s, the Corvette faced

increasing competition, so General Motors de-

cided to find out exactly what it was up against

in this market.

Now, you may assume that the typical 'Vette

buyer is a young, restless male longing for a

cool, fast car— and if he could afford it, you'd

probably be right. But GM discovered that the

profile of the typical Corvette buyer at that

time actually was a man getting close to

middle age. This typical buyer, who grew up in

the '50s and '60s, now had some disposable

income, a few gray hairs, and kids who were

almost out of the house.

When the company asked these Corvette buy-

ers about other ways that they could have

spent their money, customers came up with

the usual suspects: a Nissan Z car, maybe a

low-end Porsche. But something else ap-

peared on the radar screen: the Sea Ray.

What? Isn't that a boat? In fact, the Sea Ray is

a fast, sporty cabin cruiser that sleeps six.

How in the world did the Sea Ray get into the

running with the Corvette, Nissan Z, and

Porsche?

To find out, GM asked customers how they

planned to use their Corvettes, in what kinds

of situations, and for what purposes. The an-

swers made it clear that a Corvette was worth

the big bucks because it offered these buyers

a ticket back to their youth — a way to cope

with getting older. And that ticket could just

as easily be punched on a Sea Ray as in a

Corvette. Either vehicle seemed to fill the

bill when it came to showing off, getting

away for a weekend escape, or just feeling

young again. By asking the right questions

about the context of this purchase, GM iden-

tified an indirect competitor — one that had

some teeth.

But how can this be? How can competitors in the same industry be so

different? Over time, doesn't every company figure out the best strategies,

as well as the most efficient and effective ways to do business? Shouldn't all

companies end up looking pretty much alike? These are good questions.

Here are two answers:

v* There isn't always a best way to do things. Markets and industries are

complex, and different ways of doing business can exist side by side

and be equally successful.

v* It's not always easy for a company that does business one way to

change and start doing business another way.
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Identifying competitors based on their unique capabilities and strategies has

a great deal in common with some of the industry analysis discussed in

Chapter 4. Sometimes, you can take that analysis one step further and divide

companies in your industry into groups based on what they do and how they

operate— sort of like the market segments that we talk about in Chapter 6,

but this time applied to companies rather than individual customers.

A strategic group is a set of companies in a particular industry that look a lot

alike and tend to behave in similar ways. In particular, firms in the same
strategic group have the following traits:

v* They display similar characteristics (size, geography, rate of growth).

^ They operate in similar ways (degree of risk-taking, level of

aggressiveness).

*-" They demonstrate similar capabilities (people, skills, image, money in

the bank).

t* They pursue related strategies (distribution, marketing, and product-

line decisions).

You can apply all sorts of business criteria to identify the most useful

strategic groups. Although every industry is different, you'll want to con-

sider these general variables:

j> Companies that manufacture most of their product components versus

those that assemble or resell products

»> Companies that produce name-brand products versus those that

produce generic or private-label brands

j> Companies that rely on their own R&D (research and development)
versus those that license or buy technology

W Companies that have a full product line versus those that have limited

or specialized products

*> Companies that emphasize marketing versus those that focus on
production

J> Companies that are diversified versus those that are in only one
industry

Strategic groups fall somewhere between an individual company and the

entire industry. Lumping your competition into groups is helpful, because all

the companies in a strategic group tend to be affected by, and react to,

changes in the marketplace in the same ways. But grouping works only if

those companies stay put in their assigned group long enough to be analyzed.

Fortunately, they usually do.
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A strategic circle of friends

The worldwide auto industry is so large and

complex that keeping track of competitors

would be tough without the help of strategic

groups. Fortunately, automakers can use sev-

eral criteria to break the automotive world into

more manageable industry segments.

When Ford looks out over the competitive

landscape, the competitors that loom the larg-

est are likely to be General Motors, Chrysler,

Toyota, Nissan, Fiat, and Volkswagen. What
do these companies have in common that

places them in the same strategic group? Well,

for starters, all of them have these traits:

f They are extremely large companies.

V They are involved in almost all aspects of

the car-making process.

*> They have a full line of automobiles with

many sizes, models, and prices.

v They distribute vehicles on a global scale.

These companies don't have much choice but

to know as much as there is to know about

one another in terms of resources, capabili-

ties, goals, and strategies. Although Ford is

going to keep its eye on BMW, Volvo, and

Mercedes-Benz (after all, Ford owns Jaguar),

the company isn't going to put as much effort

into tracking those luxury automakers as it

does into tracking General Motors and Toyota.

By identifying the members of its own strate-

gic group, Ford focuses on the competitors

that are likely to have the greatest impact on

its business.

&***r
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As part of your own industry analysis, you may have already discovered a

few entry barriers— things that make it tough to get into your business,

such as high capital costs, expensive distribution systems, new technology,

and regulation. You also may have come up with some exit barriers— things

that keep competitors from getting out of the business, such as expensive

factories, specialized equipment, and long-term agreements. Strategic

groups can have the same kind of mobility barriers, which tend to keep

competitors where they are, in one group or another

Strategic groups can be a great time-saver in business planning, because

when you put all your competitors in strategic groups, you know where to

focus your energies. You can spend most of your time analyzing the compa-
nies in your own strategic group and deal with the rest of the companies in

clusters, rather than track each of them separately.

To divide your own list of competitors into strategic groups, follow these

steps:

1. Put your competitors in a small number of groups, based on how
similar you think they are to one another.

2. Add your own company to one of the groups.
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3. Looking at each group carefully, try to come up with the basic

criteria that you used to make your selections.

4. Take a hard look at the group in which you put your own company.

Are these competitors really closest to you in terms of their character-

istics and the criteria that you've identified?

5. Adjust the groups, if necessary, and work on additional criteria that

may point to other strategic groupings.

Strategic groups are relevant and useful in many industries; they often

provide a means of organizing competitors in ways that can simplify the

competitive landscape. But keep in mind that all industries don't play by the

same rules. If the mobility barriers aren't very high, for example, companies
are free to adjust their capabilities and change strategies quickly, limiting

the usefulness of long-term strategic groups. Make sure that the groups you
identify in your own industry are real and won't dissolve before you've had
a chance to analyze them.

Competition in the future

Always remember that competitors can come out of nowhere. Keep at least

one eye on your potential competitors. Who are they? Following are the

most likely sources of new competition:

u* Market expansion. A company that's operated successfully for years

outside your geographic region decides to expand into your territory,

becoming an overnight competitor. Alternatively, a company that has a

product that dominates another market segment sees an opportunity to

target your customers as well.

j> Product expansion. A company decides to take advantage of its brand
name, its technology, or its distribution system and creates a new
product line in direct competition with your own.

v* Backward integration. One of your major customers decides that it can
do what you do— and do it better and cheaper. So the former cus-

tomer sets up shop and hands the business that it once gave you to its

in-house group. All of a sudden, your old customer is a new competitor.

v* Forward integration. Your company buys many things from many
suppliers. One day, one of those suppliers decides that it can bring all

the pieces together as well as you can. So it creates a new business and
a product line that suddenly competes with yours.
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v* Change in fortune. Out of the blue, a minor competitor is suddenly
purchased by a major company With access to new resources (financ-

ing, marketing, and distribution), the minor competitor becomes a

major player. You really have to watch out for these competitors; when
they do come out of nowhere, they are likely to catch you off guard and
be all the more dangerous.

Keeping track of your future competitors is as important as tracking your
current ones. Just keep your eyes and ears open.

*> To find out who your competitors are, ask customers what other

companies' products they consider buying.

j> Examine how your products are used if you want to identify alternative

products that your customers may turn to.

*> Your capabilities and strategy determine who you compete with in the

marketplace.

*> New competitors arise whenever markets expand, new products

appear, or the rules of your industry change.

Tracking \lour Competitors
9
Actions

Suppose that you're armed with a fresh, up-to-date list of competitors.

Perhaps you've already ranked which of those competitors you have to

watch most carefully, tagging them as head-to-head competitors, first-tier

competitors, or indirect competitors. Maybe you've even gone as far as to

put them into strategic groups, singling out the competitors in your own
group for special attention.

So what's next? You should decide which of the competitors in your list you
want to spend more time with. Remember — you're probably not going to be

able to know all there is to know about each competitor. Keeping track of a

competitor's actions involves looking at both what that company is capable

of doing and what it plans to do.

Determining their capabilities

The things that you'd really like to find out about your competitors are the

same things that you need to know about your own company. Not surpris-

ingly, you want to ask the same kinds of questions about your competitors

that you ask yourself when you complete a company checkup in Chapters 8

and 9. We introduce the basics here, but turn to those chapters for all the

nitty-gritty details.
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The capabilities that you're most interested in tell you something about

your competitors' ability to react as your industry changes. How quickly

they can react— and how much they can do to change themselves — say a

great deal about how dangerous they are as competitors.

To determine your competitors' capabilities, start with this list of important

business functions and areas. The following questions should get you going,

but check out Chapter 8 if you need more help.

v* Management. What do you know about the background and experience

of the company's chief honchos? What functional areas (marketing,

finance, engineering) do they come out of? What about the board of

directors? How many good people are at or near the top? Do any of

them hail from another industry? If so, what are their track records

with those companies?

\^ Organization. How structured and centralized is the company's organiza-

tion? Does it have tight controls in place, or does it delegate authority

down through the organization levels? Does it promote from within or

hire from the outside? How would you describe the corporate culture?

v* Customer base. What is the company's share of the market? Is it

growing? How loyal are its customers? Are customers concentrated in

one segment, or do the company's products appeal to several segments?

j*" Research and development. Is the company known for innovation and
technology? Is it even involved in R&D? How often does it come out

with new products? Does it have patents and copyrights to rely on?
How stable and committed are the members of its technical staff? Does
the company have sources of outside expertise to draw upon?

*> Operations. How modern are the company's facilities? How has auto-

mation affected operations? If the company is a manufacturer, does it

have flexible production facilities? What about capacity? Can the

company count on its suppliers? What's the general attitude of the

work force? Does the company have a history of labor disputes?

*> Marketing and sales. How strong are the company's products? How
broad is the product line? Does the company have a reputation for

quality? How about brand-name recognition? Does the company put a

large amount of its resources into advertising and promotion? Is it

known for its customer service? Are the salespeople aggressive, and are

they well-trained?

V Distribution and delivery. How many distribution channels does the

company sell through? Does it have a good relationship with its dis-

tributors? Is it quick to take advantage of new distribution opportunities?

*-" Financial condition. Is the company's revenue growing? How about
profits? Does the company manage costs well? Are profit margins
steady or growing? What is the cash-flow situation? Is long-term debt
manageable? Does the company have ready access to cash?
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Jot down a half-page corporate bio on each competitor. Each bio should
capture the company's defining traits, including the following:

u* Capability to respond quickly

\* Willingness to change

*^ Determination to compete

*> Capacity to grow

<$***?

Assessing their strategies

Your competitors' capabilities tell you something important about their

capacity to get things done in your business. But what are they planning to

do? Your off-the-cuff response may be:

How the heck should I know?

We hope to help you do a little better than simply shrug your shoulders and
guess. We talk a lot more about how to think strategically in Chapter 13, so

turn there for the details. For now, we discuss three basic kinds of strategy

that should shed some light on what the competition may be planning. The
following three strategies are sometimes called generic strategies, because
they've been tried and because they work well in almost any market or

industry.

Low cost. The first generic strategy comes from a basic economic principle:

If you can offer a product or service at the lowest price in the market,

customers are naturally going to buy from you. This strategy assumes, of

course, that you can also produce your product at a low-enough cost so

that the company makes a profit over time. The strategy also assumes that

your product or service is similar enough to the competition's that a lower

price is going to entice customers and clinch the sale.

Something different. This strategy is based on the simple notion that if you
can come up with something different or unique in the products you offer or

the services you provide, chances are that customers will beat a path to

your company door. These customers are likely to become good customers,

loyal customers, and customers that maybe aren't terribly sensitive to price,

because you offer them special benefits that they can't find anywhere else.

Focus. The last generic strategy is about the kinds of customers you decide

to serve. Rather than position yourself everywhere in the market, trying to

sell products and services to everyone, carefully choose your customers

instead. You then win these customers over as a group by focusing on

understanding their needs better than the competition does and by provid-

ing them just the benefits that they're looking for, be it price savings or

something unique.
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A competitor doesn't have to go with just one of these generic strategies;

Chapter 13 shows that the strategies are often combined. A company that

follows a focused strategy may find success in serving a particular market

segment simply because its products are different from those of the

competition.

Put together a short summary of what you think your competitors may be

up to when it comes to a strategy. Review their capabilities and what they've

done in the past, considering the following questions:

\* What generic strategies has each competitor adopted in the past?

\^ Have the strategies generally been successful?

v^ Are changes in the industry forcing competitors to change their strategies?

\* What kinds of change is each competitor capable of making?

n" How fast can each competitor change?

Usually, you find that a long-term strategy requires time and the total

commitment of the company. So it turns out that knowing a little about

your competitors' history is very useful in understanding their strategies. It

also helps you keep in mind what you think your competitors are really

capable of in the future.

J> Get to know your competitors as well as you know your own company.

*> Pay special attention to capabilities that enable your competition to

react quickly to changes in your industry.

\* Identify the key strategies that each of your competitors relies on to win.

Predicting \/our Competitors
9 Moves

Trying to predict where your competitors are headed isn't easy, of course;

looking into the future never is. But where your competitors plan to be in

the future certainly depends on where they are today, as well as on their

capabilities and the strategies that they've set in motion. Predicting your
competitors' actions also requires a little insight into what they think and
how they think— the goals that they aim for, as well as the assumptions
that they make about the industry.
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Your competitors' mission, vision, and values statements tell you a great

deal about what they expect of themselves in the future. These documents
aren't top-secret; they're meant to communicate a company's intentions to

all its stakeholders, and you should take advantage of them. You don't have

to read your competitors' minds. All you have to do is read what they say

about themselves and what they're going to do.

When Jack Welch took over as CEO of General Electric in 1981, he rather

quickly spelled out the giant company's new goals to his senior managers:

market share, market share, and market share. GE would become either first

or second in each of its businesses — or else. No one misunderstood what
the "or else" meant. GE's competitors could (and should) have listened to

Welch, because the company was sending a clear signal about how it

intended to compete in the future. Any company that was going head-to-

head with GE for market share was going to have a battle on its hands. The
companies that understood this fact early had a warning and the opportu-

nity to adjust their own strategies to meet a changed competitive landscape.

To discover your competitors' mission, vision, and value statements, try the

following steps:

1. Select a short list of competitors.

2. Dig up as much information as you can find on each competitor's

values, vision, and mission statements, as well as any stated business

goals and objectives.

If the companies are public, a good place to start is with their annual

reports to shareholders.

3. Write down your competitors' financial and strategic goals.

Don't forget to read between the lines. In particular, look for the following:

• Market-share goals

• Revenue targets

• Profitability targets

• Technology milestones

• Customer-service goals

• Distribution targets
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Uncoi/ering their assumptions

What your competitors plan to do is usually related to their assumptions

about themselves and your industry— how they think and the way in which

they see the world. Sometimes you can get important clues about your

competitors' assumptions by going back over their goals and objectives. It's

hard for your competitors to make a statement about where they want to go

without giving something away about where they think they are today. You
can often come up with valuable insights by comparing your competitors'

assumptions about the industry with what you know to be true.

In the 1950s, for example, American businesses operated under the broad

assumption that all Japanese companies produced cheap, poorly made
products meant to be thrown away. During that decade, products from

Japan were collectively referred to as "Japanese junk." When American
companies finally realized that their assumption couldn't be farther from the

truth, the competitive damage had already been done. This monumental
misconception altered the balance of global competition and trade for a

generation. With the 1995 sale of Zenith Corporation to a Korean conglomer-

ate, for example, the U.S. is no longer in the business of making television

receivers. Today, American companies often make the equally broad and
misguided assumption that it's simply impossible to compete against

aggressive Asian firms.

So assumptions aren't always true— that's why they're called assumptions
in the first place. False assumptions can be very dangerous for companies,

especially when they lead to so-called conventional wisdom or result in

competitive blind spots.

Conventional wisdom: Prevailing assumptions in an industry often become
so ingrained that they are mistaken for the gospel truth. Conventional

wisdom is almost always proved wrong when an unconventional competitor

comes along. Watch your competitors for signs that they are taking their

own assumptions too seriously and are forgetting the importance of always

asking "Why?"

Blind spots: It's all too easy to miss the significance of events or trends in an
industry, especially if they run counter to prevailing notions and conven-
tional wisdom. A competitor's world view often dictates what that company
is going to see and not see. As you track your competitors, look closely for

actions and reactions that may point to blind spots and a misreading of

what's happening in the marketplace.
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v* Your competitors' mission, values, and vision statements are a great

way to discover their goals for the future.

*> Competitors sometimes signal their intentions by the way they behave
in the marketplace.

u* Your competitors' assumptions about the industry— right or wrong—
offer important clues about how they will act.

Competing to Win
The more you learn about competitors, the better off you are when it comes
to understanding their actions and anticipating their moves.

But remember— the more you learn about your competitors, the more
they're probably learning about you. It's safe to say that your company
probably is putting out as much information about itself and its intentions

as your competitors are, so it's just as important to listen to yourself as to

your competition. Put yourself on your own list of competitors. Interpret

your own actions from a competitor's point of view. That way, you under-

stand the implications of your own competitive behavior in the industry as

well as you understand your competitors' behavior.

If you're serious about the competition, you can't do all of this analysis one
time, wash your hands, and be finished with it. You're going to have to

monitor your competitors in a systematic way. If you observe them well, you
are in the enviable position of choosing the competitive battles that you
want to win, rather than being ambushed in competitive situations that

you're bound to lose.

Organizing facts and figures

To learn what really makes your competitors tick, you need to take

advantage of data from all sorts of places. (Refer to Chapter 4 for a list

of resources.) You can find facts and figures on the competition almost

anywhere, including the following sources:

V Business, trade, and technical publications

i> Trade shows

J> Company documents

*> Government filings

*> Stock-market analysts
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i^ Management speeches

*> Suppliers and distributors

*> Customer feedback

*> Your own employees

The last item in the list deserves a special note. Your own employees are an

invaluable source of data when it comes to the competition. As you look

inside your company, start with your salespeople. They are smack-dab in

the middle of the information stream, talking with customers, dealing with

distributors, and occasionally running into competitors. They're privy to all

the gossip, rumors, and news flashes that flow through your industry. Take

advantage of their position, and figure out how to capture what they know.

You have to be a little careful about gathering information from employees

other than your salespeople. In many industries, people move from job to

job and company to company. There's nothing wrong with brainstorming

about what a competitor may be up to, but warning flags should go up if

someone pulls out documents marked "Top Secret." It's not only wrong, but

it's illegal for you to use certain kinds of knowledge that a former employee
may have about a competitor— anything that may be construed as propri-

etary information or trade secrets. There's been plenty of bitterness be-

tween General Motors and Volkswagen, for example, over a vice president

who recently changed sides, not to mention the lawsuits and criminal

charges. If you feel that you're on shaky ground, check out Chapter 2 and
your company's values statement, and talk to your company's lawyer.

You need a way to organize the facts and figures that you collect from many
sources to turn them into competitive information that you can really use.

Filing cabinets and file folders do the trick, but you may want to think about

setting up a computer system to keep track of the data. As you set up the

system, keep in mind that information about your competitors will not fall in

your lap in the next two days — instead, it will trickle in over weeks,

months, and years.

More than likely, you already have bits and pieces of data on your key

competitors stashed away. You just need to develop a procedure that keeps
the bits and pieces coming in and then brings them together to create a

useful, up-to-date profile of the competition. The following steps should help

you develop that procedure:

1. Start with a pilot procedure for tracking competitors.

Beginning with your sales force (or yourself, if you're self-employed),

set up a trial system to capture competitive data from the sales chan-

nel. Create periodic paper reports in a standard format, or computerize
the process, if you can.
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2. Set up a company-wide system for tracking competitors.

Formalize the process of identifying and tracking competitors through-

out the company, so that you have accurate information on the

competition when and where you need it. Competitor analysis is too

important to do haphazardly or only when a crisis hits.

3. Make someone responsible for competitor analysis.

Put a manager (or yourself) in charge of competitor analysis for your
company. That way, everyone understands that competitive analysis is

important. Your employees also have someone to turn to when they

need to give or get information on the competition.

4. Make it your priority to see that the system is carried out.

Make sure that competitor analysis is taken seriously in your company
by including it in your own business plan. Then become an advocate,

insisting that the competition be addressed in any planning document
that comes across your desk.

Choosing your battles

The more thoroughly you understand your competitors — what they've

done in the past, what they're doing now, and what they're likely to do in the

future— the better you'll be able to plan for and choose the competitive

battles that you want to be part of.

Naturally, you want to go after markets where you have a strategy and the

capability to succeed. But you're never alone in any marketplace for long. By
embracing the competition rather than ignoring it, you have the added
advantage of knowing where the competition is weakest. Choose your

battleground by combining your strengths with their weaknesses. That way,

you win half the battle before the contest begins.

I v* Tracking and understanding your competition is an ongoing process.

I
*> To keep up to date, create a system for gathering and organizing

information on your competitors.

u* The better you know your competitors, the better you'll be able to

choose battles that you can win.
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In this part . .
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MM/ henever you tackle something new, whether it's

going back to school, buying a house, changing

jobs — or starting a business — nagging questions come
up. Is the new venture really the right decision? Are you up
to the challenge? Will things work out in the end? They're

good questions, because they force you to be honest about

the capabilities and qualities that you bring to the table.

In this part, we help you look in the mirror and make an

honest assessment about what you see. We set out to

discover all the capabilities and resources that you have.

We try to determine which of them are strengths and
which are weaknesses by looking at what you need to

succeed in your industry— and what opportunities and
threats you face. We help you focus on what your company
does best by looking at the areas where you provide the

most value to customers, and then we help you figure out

how you can maintain and extend the competitive advan-

tages you already have in the market. Finally, we turn to

your finances and help you create an objective portrait of

your company based on your income, profits, assets, and
cash position, and then we help you use them to create a

forecast and a budget.
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Establishing Your Starting Position

In This Chapter

Discovering your capabilities and resources

p- Reviewing critical success factors

Identifying company strengths and weaknesses

Recognizing opportunities and threats

Analyzing your situation by using a SWOT grid

The fish is the last to know it swims in water.

— Chinese proverb

mMy hen you look into a mirror, you expect to see an image of yourself.

W When you listen to your voice on an answering machine, you expect

to hear yourself. When you look at snapshots or home videos, you expect to

recognize yourself. But how many times have you said

That sure doesn 't look like me.

or

Is that what I really sound like?

An honest self-portrait — whether it's seeing and hearing yourself clearly or

making objective statements about your own strengths and weaknesses — is

tough to put together. Strengths and weaknesses have to be measured
relative to the situations at hand, and a strength in one circumstance may
prove to be a weakness in another. Leadership and snap decision-making,

for example, may serve you extremely well in an emergency. But the same
temperament may be a liability when you're part of a team that's involved in

delicate give-and-take negotiations.
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You're going to face similar problems in seeing clearly and objectively when
you take on the task of measuring your company's internal strengths and
weaknesses. You may be surprised by how many businesses fail miserably

at the job of objective self-analysis — companies that cling to a distorted

image of the resources that they command and the capabilities that they

bring to the marketplace.

In this chapter, we help you get a handle on your company's strengths and
weaknesses in relation to the opportunities and threats that you face. First,

we look at ways that you can spot potential strengths and weaknesses by
making a list of your capabilities and resources. Next, we show you how the

critical success factors in your industry come into play to determine which
of those capabilities and resources are strengths and which aren't. Then we
help you pull all the pieces of the puzzle together— your company's
strengths, weakness, opportunities, and threats — to create a complete
picture. We also create a strategic balance sheet that helps you keep track of

where you stand, what you should do, and when you should do it.

Situation Analysis
We examine your company's situation by using a tried-and-true approach
known as SWOT. Don't worry about guns or sharpshooters; SWOT is an

acronym for strengths, weaknesses, opportunities, and threats.

Your company's strengths and weaknesses can't be measured in a vacuum,
of course. Your situation depends not only on your own capabilities and

resources, but also on the opportunities and threats that arise from things

beyond your control. Check out Chapter 4 to review opportunities and

threats. Depending on the situations that you face, opportunities and

threats appear, disappear, and change all the time, and your company's

strengths and weaknesses change with them.

A thorough SWOT analysis is something that you complete more than once.

In fact, you probably should carry out a SWOT review on a regular basis,

depending on how fast your business environment, the industry, and your

own company change.

Identifying Strengths and Weaknesses
Your company's strengths are the capabilities, resources, and skills that you

can draw upon to carry out strategies, implement plans, and achieve the

goals that you've set for yourself. Your company's weaknesses are any lack

of skills or a deficiency in your capabilities and resources relative to the

competition that may stop you from acting on strategies and plans or

accomplishing your goals.
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When a strength becomes a weakness
For 50 years, General Motors hired its manag-

ers and engineers from a talent pool that con-

sisted almost exclusively of young men who
had graduated from either its own General

Motors Institute or one of the Midwest's Big

Ten universities. GM saw this hiring policy as

being a major corporate strength, creating a

remarkable sense of unity and consistency in

its outlook and its internal culture. The com-

pany didn't need seminars and workshops to

develop a common sense of values and vision;

Midwestern values were built in from the

beginning.

But that apparent strength was challenged in

the late 1970s, when GM's dominance and the

stability of the entire auto industry were

thrown up for grabs. Japanese companies —
Honda, Toyota, Nissan, and the others— were

on their way, and no one at General Motors

seemed to have the slightest idea what that

was going to mean. Many forward-thinking,

out-of-the-mold managers, such as John

DeLorean, had already been driven out of the

cookie-cutter management lineup. Everyone

in the organization came from the same back-

ground and thought in much the same way.

Nobody understood the speed or magnitude of

the competitive threat— or the changes that

were about to engulf the corporation.

What started as an important company
strength turned into a serious weakness as

General Motors faced a battle for survival. The

company began an aggressive campaign to

hire managers with different backgrounds and

diverse experience. It also moved to diversify

its sprawling work force. GM hired women,

minorities, and even people from California in

an all-out effort to prepare for a future in which

global competition was the name of the game.

*?£& To capture your own first impressions of your company, complete the

Company Strengths and Weaknesses Questionnaire (see Figure 8-1). On the

right side of the questionnaire, assess your capabilities and resources in

each area. On the left side, rate the importance of these elements to your
industry.

Frames of reference

Once you complete the questionnaire shown in Figure 8-1, you should have a

beginning list of your company's strengths and weaknesses. In order to be
objective, however, you need to go beyond first impressions and look at

your business assets from more than one point of view. Different frames of

reference offer the advantage of smoothing out biases that are bound to

creep into a single viewpoint. They also offer the best chance of making
your list as complete as it can be.



j jtj Part III: Weighing Your Company's Prospects

Company Strengths and Weaknesses Questionnaire

Importance to Industry

Low Moderate High

Business Area Your Capabilities and Resources

Poor Fair Good Excellent

Management

a Organization

a Customer base

Research & development

Operations

Marketing & sales a

Distribution & delivery

Financial condition

Figure 8-1: Fill out the questionnaire to get a quick take on your company's strengths and weaknesses in

major business areas.

i> Internal view. Draw on the management experience inside your

company (use your own experience, or that of your friends and former

co-workers if you're self-employed) to come up with a consensus on
your business strengths and weaknesses. You may want to use the

same people to get a sense of what's happened in the recent past as

well. A little corporate history can show you how your company's

strengths and weaknesses have changed over time— and how easily

the organization shifts gears.

v* External view. Beware of becoming too self-absorbed in this analysis.

It's important to step back and look around, using your competitors as

yardsticks, if you can. All of your competitors do business in the same
industry and marketplace that you do, and they're strong or weak in all

the key areas that you're interested in. If your list is going to mean
anything when the time comes to apply it to your own business situa-

tion, your strengths and weaknesses have to be measured against

your competitors'. (Flip to Chapter 7 for more information on the

competition.)

i> Outside view. Perhaps you identify company strengths that are assets

only because your competitors haven't reacted yet, or maybe you
ignore real weaknesses because everybody else has them, too. Every

once in a while, you need an objective outside assessment of what's
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happening in your business. That's where consultants can actually be

of some use. If you can't afford that kind of advice, make sure that you

at least monitor the business press to get an outside view of what the

experts are saying about your industry's key players.

If you don't have a management team that can conduct a situation analysis,

bring together one of the informal groups that you rely on for some of your

other planning tasks. Ask the group members to spend a little time analyzing

strengths and weaknesses. Make sure that the group looks at your

company's situation from various perspectives, using the different frames

of reference in the preceding list.

Capabilities and resources

In putting together a list of your company's capabilities and resources, cast

your net as widely as possible. Look at your capabilities and resources in a

systematic way, reviewing all the business areas introduced in the Company
Strengths and Weaknesses Questionnaire (refer to Figure 8-1). In each area,

try to identify as many capabilities and resources as possible by using

different frames of reference. At the same time, assess how relevant each

capability or resource is in helping you to carry out your plans and to

achieve your business goals. You're going to use this master list as raw
material when the time comes to identify your company's strengths and
weaknesses.

Management: Setting direction from the top

Your company's management team brings together skills, talent, and com-
mitment. You want team members to find their direction from your
company's mission, values, and vision statements, as well as from the

business goals and objectives that you plan to achieve. Top-notch managers
and owners are particularly important in industries that face increasing

competition or fast-changing technologies. It's hard to think of an industry

that doesn't fit into one of these two categories.

tS$L?Jfo Management is there to determine what your company's going to do. Senior

managers are officially charged with setting the direction and strategy for

your company, but all managers indirectly set a tone that encourages
certain activities and discourages others. Office products leader 3M, for

example, gives its managers the freedom to be entrepreneurs in their own
right, allowing the company to recognize and invest in new business oppor-

tunities with the speed and flexibility of much smaller rivals. Clothing

manufacturer Levi Strauss & Company, on the other hand, is recognized for

its civic-minded management. The company attracts highly qualified men
and women who want to work in a business environment that values both
personal and corporate social responsibility.
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Following are some key questions to ask about the management and/or
ownership of your company:

*^ How long have managers been around at various levels in your com-
pany? (Alternatively, what variety of experiences do you have as an
owner?)

v* Does your company plan to hire from the outside or promote from
within?

u* What's the general tone set by you or your company's management?

*> Do you have a management-development program in place? (Alterna-

tively, how do you plan to develop your own skills, if you're a sole

proprietor?)

v* What backgrounds do you or your managers have?

*> How is management performance measured in your company?

v* How would you rate the general quality of your own skills or those of

your management team?

Organization: Bringing people together

The people who make up your company and its work force represent a key
resource, both in terms of who they are and how they are organized. Al-

though human resources are important to all companies, they're especially

critical to companies in service industries, in which people are a big part of

the product. (We take a closer look at your organization in Chapter 15 when
we talk about making your business plan work.)

Your organization starts with who your employees are, and that depends
first on how well you select and train them. Beyond that, the work environ-

ment and your company's incentive systems determine who goes on to

become a dedicated, hard-working employee and who gets frustrated and
finally gives up. The setup of your organization (how it's structured and
how it adapts) can be just as important as your employees are when it

comes to creating a company team — even a small one— that performs at

the highest levels, year in and year out.

Companies in the stocks-and-bonds business, for example, hire thousands of

new retail brokers at a cost of millions of dollars annually. Are these compa-
nies really growing that fast? Of course not. But the industry routinely loses

up to 70 percent of new hires by the end of the third year, after investing big

bucks in broker training. Why? Dean Witter Reynolds certainly wanted to

find out. The company discovered that one problem was in their selection

process: Too many of their new brokers were unsuited to the stresses and

strains of selling securities. So the company revised its hiring practices—
candidate advertising, interviewing, and testing— and has already started

to see major improvements in both broker performance and longevity.
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Following are some key questions about your organization to consider:

v* What words best describe the overall structure of your organization?

i> How many reporting levels do you have between a front-line employee

and your CEO?

v* How often does your company reorganize?

*> What are your employees' general attitudes about their jobs and

responsibilities?

u* How long does the average employee stay with your company?

j> Does your company have ways to measure and track employees'

attitudes and morale?

v* What does your company do to maintain morale and positive job

performance?

Customer base: Pleasing the croutds

Your company's business depends, to a great extent, on the satisfaction and

loyalty of your customers. In Chapters 5 and 6, you discover who those

customers are and how you can find out as much as you can about them,

because understanding your customers and satisfying their wants and needs

are critical to the future of your company.

Nordstrom, for example, is a Seattle, Washington-based department-store

chain that appeals to upscale shoppers. The company bases its reputation

on the simple idea that the customer is always right. And the company
means it. As the story goes, a disgruntled customer once stormed into the

back loading dock of a Nordstrom store, demanding satisfaction and his

money back for the defective tires that he'd recently purchased. The store

managers were extremely polite. They quickly discovered that the man was
indeed one of their best customers, and they arranged an immediate reim-

bursement for the full price of the tires. In a better mood, the customer
decided that he'd rather just have a new set installed. When he asked where
he should take the car, he was informed that Nordstrom doesn't sell tires.

Obviously, this man became a satisfied customer— and a Nordstrom
advocate for life.

Following are some key questions to consider when you study your own
customer base:

i^ What does your company do to create loyal customers?

*>* How much effort do you put into tracking customers' attitudes, satisfac-

tion, and loyalty?

<> What do you offer customers that keeps them coming back?

*> How easy and economical is it for your company to acquire new
customers?
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i> How many years does a typical customer stay with you?

*> How many markets does your company serve?

\* Are you either number one or number two in the markets in which you
compete?

Research and development: Indenting the future

Research and development (R&D) often plays an important role in the long-

term success of a company, and R&D is particularly critical in industries in

which new and better products are coming along. But research and product

development must balance the other forces that are at work in your market-

place. R&D is one business area in which even an A-l team effort doesn't

automatically pay off.

Consider the cosmetics industry. Estee Lauder or Revlon could easily spend
millions of additional dollars on research and development. These compa-
nies could fund any number of studies to learn more about everything from

the properties of skin to humans' sense of smell. They could construct state-

of-the-art laboratories, hire teams of dedicated dermatologists and top-

notch chemists, and in the process become unchallenged leaders in basic

cosmetics research. But would the funds invested in these additional

capabilities translate into enduring company strengths? Probably not. These
companies don't want their products to be turned into drugs that have to be

regulated by the U.S. Food and Drug Administration. Most cosmetics prod-

ucts live or die on the strength of their images and on the resources in-

vested in advertising and promoting them. Customers tend to buy the hype
behind beauty aids — not the ingredients inside them.

On the other hand, the makers of integrated circuits and microprocessors —
the brains of computers — have little choice but to commit themselves to

aggressive R&D efforts. Intel and Motorola have world-class R&D organiza-

tions because their industry is driven by continuous product innovation.

These companies continually push for greater processing speed and power
in ever-smaller packages. Failure to maintain leadership in research could

result in catastrophe for either company.

The following key questions help you examine the role of R&D in your

company:

i* To what extent is your industry driven by technology?

*> Can you get enough bang for your buck to bother with R&D?

j> Does your company have a consistent, long-term commitment to R&D?

U* How many dollars do you spend on basic research as opposed to

applied research?

*> How long have the key people on your research staff been with you?
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u* Does your company protect what it owns with copyrights and patents?

*> Have you set up partnerships with universities or outside research

labs?

v* Do you have technology agreements with other companies in your

industry?

Operations: Making things Work

The operations side of your business is obviously critical if you happen to

be a manufacturing company. The products that you make (and the way that

they work, how long they last, and what they cost) depend entirely on the

capabilities and resources of your production facilities and work force— so

much so that you can easily forget that operations are equally important to

companies in the service sector. Customers demand value in all markets

today, and they're simply unwilling to pay for inefficiencies in any business.

Whether you make autos or anoraks, produce cereal boxes or serial ports,

run a bank or manage a hotel, operations are at the heart of your enterprise.

Operations in your own company probably are driven, to some extent, by
costs on one side and product or service quality on the other side. The
tension between controlling costs and improving quality has led many
companies to explore ways to reduce costs and increase quality at the same
time. One way for you to do that is to involve outside suppliers in certain

aspects of your operations, if those suppliers have resources that you can't

match. Another way to achieve both goals is to streamline parts of your

operations (through automation, for example).

Automation can also be a source of growth and may even create new
business opportunities for your company. The airline industry is as big as it

is today because of the computer revolution; computers enable airlines to

track millions of passenger reservations and itineraries at the same time.

Imagine the lines at airports if airlines were still issuing tickets by hand and
completing passenger flight lists by using carbon paper.

When American Airlines developed its computer-based SABRE reservation

system, however, it couldn't predict that yield management— the capability

to monitor demand for flights and continuously adjust prices to fill airplane

seats— would become as important as on-time arrivals. The company has

increased its profit margins because yield-management software ensures

that each American flight generates as much revenue as possible. The
software is so sophisticated and successful that Robert Crandall, American's

chairman, has spun off SABRE as a separate company. SABRE's expertise can
now be used to benefit industries such as the hotel business, in which yield-

management software can automatically adjust room rates and make sure

that as many beds as possible are filled each night.
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Following are some questions on the operations side of your business to

mull over:

v* Does your company have programs for controlling cost and improving
quality?

i> Has your company taken full advantage of new technologies?

i* Are your production costs in line with those of the rest of the industry?

u How quickly can you boost production or expand services to meet new
demand?

j> Does your company use outside suppliers?

v* Is your operations work force flexible, well-trained, and prepared for

change?

j-" Can you apply your operations expertise to other parts of the business?

Sates and Marketing: letting a good story

The best product or service in the world isn't going to take your company
far if it's not successfully marketed and sold to all those potential customers
out there. Your sales and marketing people (or you, if you're operating your
own small business) are your eyes and ears, giving you feedback on what
customers think about and look for. Your sales and marketing people are

also your voice. They tell your company's story and put your products in

context, offering solutions, satisfying needs, and fulfilling wants in the

marketplace.

What could a marketing department possibly do, for example, to package
and promote a boring old bulk chemical such as sodium bicarbonate? It

turns out that such a department can do quite a bit, if it's connected with

Arm & Hammer, which markets sodium bicarbonate as Arm & Hammer
baking soda. Their marketing strategy has created a product that is indis-

pensable for baking, cleaning, bathing, and even medicinal purposes.

The familiar yellow box finds its way into thousands of refrigerators, open
and ready to remove unpleasant odors. The company also created a suc-

cessful market for baking soda-based toothpaste. And in another pitch, Arm
& Hammer baking soda is being touted as the best way to ensure that your

fresh fruits and vegetables are as clean as they can possibly be. All this from

a common, readily available chemical salt.

Following are a few key questions to ask about the marketing of your

product line:

v How broad is your company's product or service line?

U* Do consumers identify with your company's brand names?

v Do you have special processes or technologies that your competitors

can't take advantage of?
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j> Are you investing in market research and receiving continuous cus-

tomer feedback?

*> Are you using all the marketing resources that are at your disposal?

i^ Is your company's sales force knowledgeable, energetic, and

persuasive?

distribution and delivery: Completing the cucte

Distribution and delivery means that your products and services are actually

getting to their final destinations and into your customers' hands. No matter

how good you think your products are, your customers have to be able to

get their hands on them when and where they want them. How customers

shop is often just as important as what they buy, so it's not surprising that

when a different way to deliver products and services comes along (over the

Internet, for example), the new system revolutionizes a marketplace or even

an entire economy. The Internet promises a future in which companies can

reach out to their customers more directly, increasing company clout and at

the same time lowering distribution costs.

Right now, your company probably distributes its products and services

through traditional channels — time-tested ways in which you and your

competitors reach customers— and your distribution and delivery costs

may represent a significant part of your total expenses. The standard costs

often include warehouse operations, transportation, and product returns. If

you're in a retail business, you can end up paying for expensive shelf space

as well. Supermarkets now routinely ask for money up front before they

stock a new item, and you pay more for the best locations. After all, super-

markets control what customers see — and buy— as harried shoppers
troop down the aisles, kids and carts in tow.

Many innovative products and companies succeeded in the past because of

their novel approaches to the costs and other hurdles associated with

traditional distribution networks. When L'eggs decided to enter the market
for women's nylons, for example, the company faced established competi-

tion and a stodgy distribution system dominated by traditional department
stores. Rather than tackle all these problems head-on, the company set off in

a new direction. It created an eye-catching, egg-shaped plastic package to

hold the nylons; leased a fleet of colorfully painted vans; and hired a team of

energetic women to distribute L'eggs. Avoiding department stores, the

women called on supermarkets, drugstores, and convenience markets,

where L'eggs were prominently displayed in specially designed racks. The
result was a revolution in the distribution of women's nylons and a rise to

the top for an innovative company.
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Following are some questions about the distribution and delivery of your
product or service:

is* What are the costs associated with your company's inventory system?

W Can you reduce inventories by changing the way that orders are

processed?

*> How much time does it take for a customer order to get filled, and can
the time be reduced?

*> How many distribution channels does your company use?

v What are the relative costs in various channels, and which are most
effective?

v* How much control over your company do distributors have?

t> Can you use any new channels to reach your customers more directly?

Financial condition: Keeping track of money.

The long-term financial health of your company determines the health of

your company, period. You simply can't survive in business for long without

having your financial house in order. Come to think of it, the things that you
have to track when it comes to company finances aren't all that different

from the issues that you face in running your own household. If you're just

starting in business, for example, how much money your company can get

its hands on up-front (your initial capital) is a key to survival. (Does this

sound like trying to buy and furnish your first house?) When your

company's up and running, it's important to make sure that more money
comes in than goes out (a positive cash flow), so that you can pay all your

bills. (Remember those times when the mortgage and utility bills were due,

and it wasn't payday yet?)

Figuring out how to keep your company financially fit is critical to planning

your business. When you take the time to look over your important financial

statements periodically, you give your company the benefit of a regular

financial checkup. The checkup is usually routine, but every once in a while

you uncover an early-warning symptom— profits that are too low, for

example, or a promotional expense that's too large. That's when all your

financial vigilance is worth it.

Following is a list of oh-so-painful questions to ask about your company's

financial health. (If you don't know how to answer these questions, carve

out some time to spend with Chapters 10 and 11.)

u* Are your revenue and profits growing?

W Are you carefully monitoring your company's cash flow?

W Does your company have ready access to cash reserves?
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i> Does your company— and every business unit or area — have a

budget for the coming year?

v Do you consistently track key financial ratios for the company?

^ How does your company's financial picture compare with that of the

competition?

<$***?

Critical success factors

It's important to decide whether your capabilities and resources represent

company strengths that you can leverage or weaknesses that you must
correct as you plan for the future. To do that, you have to be clear about

exactly what's important to your industry and the marketplace. The critical

success factors (CSFs) are those capabilities and resources that absolutely

have to be in place if you want your company to succeed over the long haul.

You may have already prepared a list of CSFs. (If you haven't, take a look at

Chapter 4.) Along with a CSF list, you need a set of your company's capabili-

ties and resources. You can use the two lists to construct a grid, which in

turn allows you to compare your capabilities and resources with those that

your industry thinks are important. In a perfect world, the lists would be

identical, but that's seldom the case. The completed grid helps you identify

your company's current strengths and weaknesses (see Figure 8-2).

Figure 8-2:

Compare
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Poor

Must Have Nice to Have Not Necessary
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To complete a grid similar to the one in Figure 8-2, remember the following:

j> The capabilities and resources that you place up and down the left side

of the grid are in your industry's "must have" category. They represent

critical success factors.

v The capabilities and resources that you place in the top-left corner of

the grid are critical success factors in which your company is good or

excellent. They represent your company's strengths.

u* The capabilities and resources that you place in the bottom-left corner

of the grid are critical success factors in which your company is only

fair or even poor. They represent your company's weaknesses.

It's easy to find some value in the capabilities that your company already

excels in, and it's just as easy to underestimate the importance of things

that your company doesn't do as well. Try to be as objective as you can

here. It's hard to admit that you're devoting valuable resources to things

that don't really matter, and it's equally hard to admit that you may be
neglecting key business areas.

I i^ Different people have different ideas about what your company's
strengths and weaknesses really are.

v* By combining different viewpoints, both inside and outside your

company, you get a more balanced picture.

f Be sure to assess your capabilities and resources in every area, from

management to marketing to R&D to delivery.

v Strengths are strengths only if your capabilities and resources line up
with the critical success factors in your industry.

Analyzing \!our Situation in 3~b
You must be prepared to take advantage of your company's strengths and

minimize your weaknesses, which means that you have to know how to

recognize opportunities when they arise and prepare for threats before they

overtake you. Timing is everything here, and it represents a third major

dimension that you have to think about.

Chapter 4 discusses where major opportunities and serious threats come
from. These dragons can come from almost any source and from all direc-

tions. They often change the rules of the game and can even alter critical

success factors that you assumed would always be part of your industry.

Many opportunities and threats are the direct result of change (check out

Chapter 12 if you don't believe us); others come directly from your competi-

tors and the uncertainty that they introduce.
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A qlance at competitors

It's a good idea to create strengths-and-weaknesses grids for two or three of

your most intense competitors. (Turn to Chapter 7 for a refresher on exactly

who your competitors are and what information you have about them.) You
won't know as much about your competitors as you know about yourself, of

course, so the grids aren't going to be as complete as they may be about

your own company. But what you do know is going to tell you a great deal.

Comparing the strengths and weaknesses of competitors with your own can

help you see where competitive opportunities and threats to your business

may come from. Opportunities often arise when your company has a

strength that you can exploit in a critical area in which your competition is

weak. And you can sometimes anticipate a threat when the situation is

reversed — when a competitor takes advantage of a key strength by making
a move in an area where you're not as strong. Because the competitive

landscape is always changing, plan to monitor these grids on a regular basis.

Completing your SWOT analysis

A SWOT analysis (an analysis of your strengths, weaknesses, opportunities,

and threats) allows you to construct a strategic balance sheet for your
company. In the analysis, you bring together all the internal factors, includ-

ing your company's strengths and weaknesses. You then weigh these factors

against the external forces that you've identified, such as the opportunities

and threats that your company faces due to competitive forces or trends in

your business environment. How these factors balance out determines what
your company should do and when you should do it. Follow these steps to

complete the SWOT analysis grid:

1. Divide all the strengths that you've identified into two groups, based
on whether they're associated with potential opportunities in your
industry or with latent threats.

2. Divide all the weaknesses the same way— one group associated with
opportunities, the other with threats.

3. Construct a grid with four quadrants.

4. Place your company's strengths and weaknesses, paired with indus-

try opportunities or threats, in one of the four boxes (see Figure 8-3).

The SWOT analysis provides a bit of useful strategic guidance. Most of it is

common sense. First, fix what's broken. Next, make the most of the business

opportunities that you see out there. Only then do you have the luxury of

tending to other business issues and areas. Be sure to address each of the

following steps in your business plan:
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Figure 8-3:
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1. Eliminate any company weaknesses that you identify in areas in

which you face serious threats from your competitors or unfavorable

trends in a changing business environment.

2. Capitalize on any business opportunities that you discover where
your company has real strengths.

3. Work on improving any weaknesses that you identify in areas that

may contain potential business opportunities.

4. Monitor business areas in which you're strong today so that you
won't be surprised by any latent threats that may appear.

Change is the only constant in your business, your industry, and your

marketplace. Constant change means that you can't complete your SWOT
analysis only one time; you have to revise the grid regularly as your com-
pany grows and as the environment around you changes. Think of your

SWOT analysis as being a continuous process — something that you do
repeatedly as an important part of your business-planning cycle.

W To identify potential opportunities and threats, take a close look at the

strengths and weaknesses of your competitors.

\* A SWOT grid places your strengths and weaknesses in the context of

opportunities and threats, and thereby tells you what to do.

v* The SWOT strategy is to eliminate weaknesses in areas where threats

loom and also to capitalize on strengths in areas where you see

opportunities.
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Recognizing opportunity when it knocks lightly

Miller Brewing Company wanted to develop a

lower-calorie light beer that would appeal to

the half of the population that brewers had

never been able to interest. The company be-

lieved that it wasn't the taste but the calories

that kept women from enjoying beer, so it cre-

ated Miller Lite — a brewskie for the ladies,

with all the gusto of the guy beers and without

all the heaviness. The company was wrong,

though; women just never took to the suds the

way that men did. Miller Lite languished for

years, light on calories and market share, a

loser of a drink that no one was interested in.

Then demographics caught up with the beer

industry and changed things forever. The Baby

Boom generation began to enter middle age,

and men's middles began to grow faster than

the rest of them. Suddenly, people decided

that lower-calorie beers were the perfect way
to have a brew and maintain the waistline at

the same time. Recognizing an opportunity,

Miller repositioned its Lite beer as the healthy

choice for sensible men who still wanted to

drink with the guys. Other brewers had to

scramble to catch up. Today, lower-calorie

beers take a major share of the market, and

Miller Lite's a winner.
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Chapter 9

Focusing On What You Do Best

In This Chapter

Describing what your company does

Constructing a value chain

Searching for your competitive advantage

Focusing on your company's core competence

* Sustaining a competitive advantage over time

>» Using the value chain to allocate resources

There are two fools in every market. One asks too little; one asks too much.

— Russian proverb

fvery time you leave the house to go shopping, you gear up to make a

complex set of choices that together determine what you finally come
home with at the end of the day. Have you ever noticed that this decision-

making process somehow seems much more difficult during the holiday

season? Think back on what's involved in a typical day of holiday shopping.

As you look down the shopping list over morning coffee, the decisions begin:

v* Downtown stores or the shopping mall

u* Specialty shops or a department store

i* Clothes, gadgets, toys, or kitchenware

*> Designer brands or store labels

t>$25, $50, or $100 limit

If you happen to be in the business of producing and selling products in any
of those stores, these are make-or-break decisions. How do shoppers make
their choices? Why do they go into one store and not the next? What
determines where they stop to browse and what they take a second look at?
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How are customers different from one another? In what ways are they the

same? No matter what industry you're in, the same kinds of questions are

just as crucial.

As they go about making decisions on what to buy and where to shop,

customers continually weigh various combinations of product or service

benefits against price. When customers make their choices based on their

own calculation of the best value they can find in the marketplace, they are

using a value equation. (Check out Chapter 7 if you want to know more about
that equation.) But what does it actually mean to have the best value out

there? If you're one of the competitors, you need to know exactly where and
how your products add value in the eyes of your customers.

^M£tt? In this chapter, we take another look at how you create customer value

around your own products and services. The approach is called a value-

chain analysis by people who try to make something simple sound difficult,

and we use it to identify which parts of your business are responsible for

adding the greatest value for customers. We show you how to use your value

chain to help explain why you may have a competitive advantage in the

marketplace. We also use the value chain to point out your company's core

competence. We talk about how you can work to maintain your competitive

advantage over the long term. Finally, we show you how to use an under-

standing of your value chain and core competence to make the most of your

company's human and financial resources as you create your business plan.

Describing What j/ou Do
You'd think that it would be easy to describe what your company does,

summarizing your key business activities in a few well-chosen sentences

or in a clear diagram or two. It's not. From the inside of your business

looking out, it's much harder than you may think to push away the everyday

details to get at the core of what actually keeps you in business from one

day to the next.

That's why consultants hang around a lot. Many of them would like nothing

better than to help you describe what you do. Their little secret, of course,

is that they're not really any smarter than you are. Consultants seem to have

a clearer view of your business simply because they are on the outside

looking in.

But chances are that you have a built-in understanding of your own business

and what really makes your company successful — you just need to unlock

what you already know. During a recent business trip, a colleague of ours
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pulled into a small town, looking for a gas station. She had only two choices,

and the gas prices were exactly the same. One station had several cars at

the pumps; the other was empty. When she asked the owner of the busy

station whether he could explain the popularity of his place compared with

the one across the street, the man didn't miss a beat:

Oh, they're in a different business. They're a fillin' station; we're a service

station.

This canny businessman had a real feeling for why he was successful at

what he did. Given a little guidance, you can take the same gut-level under-

standing of your own business and develop a chain of activities that cap-

tures what your company really does to stay in business. In particular, we
focus on creating customer value, and divide your business into the specific

areas and activities that build value into the products and services that you
offer.

*t*^

Constructing a typical Value chain

Your company constructs its value chain from the sequence of activities

that it engages in to increase the value of your products and services in the

eyes of your customers. (See Figure 9-1.) The chain connects you to the

marketplace, making sure that you don't stray too far from the customers

you serve.

Figure 9-1:
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The links in a value chain help you better understand your company's activities:

Primary links in the value chain are the business functions that are at the

heart of what your company does. Primary links are usually sequential.

They're the essential stages that your company goes through in developing,

producing, and getting products to market, and, they often involve the

following:

j> Research and development

j> Operations

i> Marketing and sales

W Distribution and delivery

& Service

Supporting links in the value chain contribute to the overall success of the

business by strengthening your company's primary links. Supporting links

are often spread throughout your organization. They assist and tie together

all the primary business functions, as well as support one another. The
activities often involve the following:

j> Management

*> Organization

v* Strategy and planning

W Financial control

Try to concentrate on organizing your basic business functions around

customer value and the bright idea that everything you do in your company
should somehow contribute to that effort. A value-chain analysis allows you
to take your company apart and put it back together, making sure that each

link in the chain contributes to the value that customers see when they buy
your product or service.

Comparing different Value chains

You can learn a great deal about a company by checking out its value chain:

where and how it's creating customer value. In fact, the value chain is a

relatively good way to compare and contrast competitors in your own
industry. You may even want to use this information to revisit your strategic

groups of competitors. (See Chapter 7 to find out what the phrase a strategic

group of competitors means.)
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The great U.S. Steel conundrum

Created in 1901 out of the combined steel hold-

ings of J. P. Morgan and Andrew Carnegie,

U.S. Steel was a giant corporation on the day

it was born. The firm started with 70 percent of

the U.S.'s basic steelmaking capacity and

became the world's first billion-dollar com-

pany. For the next half-century, however, U.S.

Steel saw its share of the market erode until it

was down to 20 percent by the mid-1960s. The

riddle of U.S. Steel is this: How did the com-

pany manage to keep its profits consistently

high over this 60-year period, when the com-

pany managed to lose almost three-quarters

of its market share?

The answer: U.S. Steel's share of the market

didn't really matter.

You're probably shaking your head and asking

how that could possibly be the case. Well, the

first head of U.S. Steel, Judge Elbert Gary (ever

hear of Gary, Indiana?), started out worrying

about his company's market share, too — but

he was worried that it was too big. He was
afraid that Teddy Roosevelt and the U.S.

government might think that U.S. Steel looked

a lot like a monopoly and would break the

company up into much smaller pieces.

Judge Gary turned out to be one smart capital-

ist. Although he didn't have a name for it at the

time, he created a value chain for U.S. Steel.

He discovered that one of the most important

links in the steelmaking value chain was the

mining of its basic ingredients: iron ore, coal,

and limestone. Coincidentally, U.S. Steel

owned vast land holdings and pretty much con-

trolled the source of all these raw materials.

So the good Judge decided to invite competi-

tors to join him in making steel. The more, the

merrier. In fact, he demanded competition and

was recognized as being an industrial states-

man for his efforts at the time. He never

stopped making lots of money for U.S. Steel, of

course. He knew that the real value in his busi-

ness was in the sale of raw materials to any

and all competitors on an equally profitable

basis— and that's what he did.

*^PLf

To see how to compare value chains, take a closer look at the airline indus-

try. The experience of flying from Tallahassee to Tucson, for example, is

usually measured somewhere in the range of tolerable to terrible. Air travel

always seems to generate metaphors that involve cattle cars, subways at

rush hour, and Guinness records that have to do with people crammed into

telephone booths or Volkswagens. But within these constraints, so to speak,

airlines do in fact compete for your sky business in different ways.

Southwest Airlines, for example, is a major player in the so-called "no-frills"

segment. Compared with other airlines, Southwest can make an additional

two flights a day in each airplane, based on its capability to turn the plane

around — unload, reload, and take off— in about 20 minutes. Most of the

costs in the airline industry are tied up in things such as aircraft and
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buildings, so extra flights a day mean extra profits for an airline — or lower
prices for customers. Southwest chooses to pass its savings along to its

passengers. The company caters to people who have to pay for travel out of

their own pockets and are looking for the best deal. Southwest always
promises the lowest fares around and has attracted a loyal set of customers.

How does Southwest make its business work? A quick glance at its value

chain highlights several important value-adding activities. Key links include

»> Operations. Southwest prides itself on having efficient personnel, ace
ground crews, and state-of-the-art equipment that allow the company to

get airplanes in and out of airports as fast as humanly possible, meet
tight flight schedules, and reduce overall costs.

v" Distribution. The airline has built up a regional route system that tends

to bypass the most crowded airports and overly competitive destinations.

Periodic reviews of passenger traffic and competition suggest expan-

sion opportunities that are in line with the carrier's low-cost strategy.

\* Management. Southwest has put together a team of managers and
professionals who have the skills, aptitude, and temperament to deal

with considerable job stress and who work well together.

v Organization. Rather than create a highly structured environment
dominated by negotiated work rules and adversarial relationships, the

company encourages a hip, relaxed, informal culture that includes

having fun and pitching in to make sure that the jobs get done. Even the

passengers are pressed into service on occasion.

By contrast, American Airlines is a global, full-service carrier at the opposite

end of the airline spectrum from Southwest. The company serves hundreds
of destinations daily and offers frequently scheduled flights to just about

every commercial airport in the nation. Its extensive national network feeds

into international routes that span the globe. American has a toll-free

reservations number, close relationships with travel agents, a frequent-flyer

program offering worldwide awards, and credit cards tied to its mileage

program. Customers count on American to provide in-flight meals and
movies, to transfer their bags, and to cater to them if anything goes wrong
along the way. Who are these customers? Many of them are business

passengers and other well-heeled travelers who are willing to pay the price

to cover the costs of all these added services.

Although getting each airplane turned around quickly on the ground certainly

is important to American Airlines, the company doesn't depend on it the

same way that Southwest does. In fact, the services that American's passen-

gers demand make it almost impossible for its airline crews to keep up with

Southwest on the ground. American's value chain points out the areas in

which the airline adds customer value. Key links include the following:
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v Research and development. Whether it's developing more comfortable

business-class seats, better in-flight entertainment, or Internet connec-

tions at 35,000 feet, American Airlines works to please its most demand-
ing customers. At the same time, its SABRE reservation system and

yield-management software allow the airline to maximize revenue and
match fares with other airlines in certain competitive markets.

v Marketing and sales. The company spends significant time and re-

sources in promoting its image and worldwide brand. American adver-

tises in a wide range of global media, sponsors all sorts of special

events, and maintains strong ties with travel agencies across the

country and the world.

i* Service. Customer service is a major link in American's value chain.

The company makes every effort to create a lasting relationship with its

most loyal customers through its frequent-flyer program. And it makes
sure that these valued customers are pampered with special airport

lounges, hassle-free check-in, and checked baggage that always arrives

first in the baggage claim.

j*" Financial control. American Airlines maintains the financial resources

and flexibility to fund continued investments in the extensive ground
facilities and huge fleet of aircraft that allow it to serve a global network
of routes and destinations.

Both Southwest and American Airlines are in the business of transporting

passengers from one location to another by using aircraft on regularly

scheduled flights, yet their value chains and the important links in creating

customer value are quite different. The airlines are so different, in fact, that

when United Airlines (a full-service carrier that's similar to American)
decided to compete with Southwest, it created an "airline within an airline."

Shuttle by United now serves cities up and down the West Coast and has a

value chain that's much closer to Southwest Airlines' value chain than to

that of its parent, United Airlines.

Forgittq your own Value chain

To develop your company's own value chain— the sequence of activities

that you go through in the process of adding customer value to your prod-

ucts and services — you need a list of your company's capabilities and
resources. Take a look at Chapter 8 if you need help.

You can construct a framework for your value chain by creating a grid that

divides your business into value-creating areas (see Figure 9-2). Then you
place activities in the grid based on whether they are part of your primary
business functions or are associated with supporting areas.
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Figure 9-2:

The

value-chain

framework.

The Value-Chain Framework

Supporting Links

R&D

^ O ' CO ' Tl

3 .1 *§ i Si 1 2>
°>

1 3| CD | ^
'Si Hi «= 2.

3.' =*-.! .m i _._
<d i o r— 3 T £?3

(

3
t

a.
, §

3 i ^
CD , O
3 '

-1
1 37

1 131
1 1

<°
1

| f. t

Operations

Marketing and Sales

Distribution and Delivery

Service

I

cj&sr/fi

Follow these steps to create the grid that shapes your value chain:

1. List all the key business areas that are directly involved in putting

together your own company's products and services and getting

them out to customers.

Include such things as R&D, operations, marketing, sales, distribution,

delivery, and service.

2. Arrange the list of key business areas in order, from the first good
idea out of R&D to the finished product or service.

3. List the general business areas in your company that support the

primary business functions.

Include such things as management, organization and human re-

sources, strategy and planning, and financial control.

4. Construct a grid similar to the one in Figure 9-2, using your own lists

of primary and supporting business areas.

Your value chain may not look exactly like all those organization charts that

are floating around your company. The primary and supporting business

functions that end up adding customer value may be framed differently,

depending on whom you ask, so it's important to talk to customers as well

as to co-workers. Ask your customers to describe your business as they see

it. Your customers just may have a better vantage point.
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To fill in the value-chain grid, you have to fill in all the specific value-adding

activities — the capabilities and resources that your company uses to

increase the value of your products and services in the eyes of your custom-

ers. Follow these steps:

1. Go through the lists of capabilities and resources, and make a first

pass at placing them in the value-chain grid.

2. In the boxes on the left side of the value-chain grid, place value-adding

activities that directly contribute to your primary business functions.

These activities make up the primary links in your value chain.

3. Place value-adding activities that are associated with supporting func-

tions in grid boxes across from the primary functions that they support.

These activities are the supporting links in the value chain.

4. On the grid, include a description of the customer value that's added
at each link, as well as how that value is added.

The value chain offers you a unique look at your company through your
customers' eyes. Every link in the value chain is something that you do as a

company. Every link is an activity that you spend money on. The value chain

allows you to see exactly what value customers are getting out of each link.

A value-chain analysis gives you a relatively clear picture of why you stay in

business, as well as where you could be doing a better job.

A blueprint for change

An architectural and engineering firm in the

Northeast that we'll call N.A.E. used to pride

itself on being a full-service building

consultant. Its professional staff ranged from

structural engineers to interior designers and

everyone in between. The company
maintained a complete project-budgeting

department and a full in-house blueprinting op-

eration; in fact, the firm routinely turned down
requests by small outside contractors to take

over and supply blueprinting services. Busi-

ness was booming, the company was growing,

and its clients couldn't have been happier.

All that changed in 1989. A major downturn in

real estate hit N.A.E. quite hard, and the com-

pany was forced to think about ways to cut

costs for the first time in its history. As part of

the restructuring effort, N.A.E. took another

look at its internal blueprinting operations, and

it learned that it should have taken the bids

from outside suppliers more seriously. Inde-

pendent contractors could provide the quality

and reliability that N.A.E. demanded and sub-

stantially lower the firm's blueprinting costs at

the same time.

When N.A.E. asked its most important cus-

tomers what they thought about the proposed

changes, the answers were surprising. No one

chose the company because of the quality of

its blueprints; clients saw real value in the

breadth and expertise of the company's pro-

fessional staff. By reviewing the value chain,

N.A.E. had an opportunity to refocus its re-

sources and energy on the activities and links

in the chain that provided the most value to its

customers.
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*-" The value chain describes all the things that you do to add value to the

products and services that you offer customers.

v* Value is in the eyes of the customer.

v* By comparing the value chains of other companies in your industry,

you learn about the competitive landscape and how you fit in.

v* A value chain shows exactly what value your customers are getting

from each of your basic business functions.

Staying in Business
Companies don't just stay in business year after year by accident. Oh,

maybe a manager somewhere gets lucky every once in a while, making a

brilliant move without having a clue as to why it's so brilliant. But that kind

of luck never lasts long, especially when the competition is intense. Compa-
nies succeed over the long haul because they understand what their cus-

tomers place the most value on, and they translate that knowledge into

products and services that consistently meet or exceed customers' expecta-

tions, often at the expense of unsuspecting competitors.

Using a value chain for your own company enables you to pinpoint the

business areas and activities in which most of your customer value is

created. Those key areas and activities tell you about your company's
advantage in the marketplace and how it achieved that advantage. The value

chain may highlight the importance of your cost advantage in the market,

for example, and point out that your company achieved that advantage

through careful, continuous improvements in manufacturing efficiency. Or
maybe your value chain flags the caliber of your professional staff as being a

key advantage in the marketplace, achieved through a commitment to hire,

develop, and support the most capable people out there.

A downtown videotape-rental store may highlight its convenient location

and a club that offers a free tape for every 10 rentals. A competitor that has

a location on the outskirts of town may create value by offering a large

selection that features hard-to-find videos. In the same way, large chain

bookstores compete on the basis of savings, whereas local booksellers

are valued for their knowledgeable staff, personal service, and friendly

atmosphere.

Take a close look at what it means to have an advantage over the competi-

tion in your marketplace, where the advantage comes from, and how you
can work to maintain it over the long haul.
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Searching for competitive advantage

We all know people who like to take car trips — maybe up to a ski resort on

winter weekends or off to the family cabin whenever the weather's nice. If

you ask them where they stop along the way, they always have a special

produce stand, a favorite diner, or a certain ice-cream place that they would

never dream of missing. Why do these travelers develop such affection for

specific stops on their route when hundreds of other places are available

along the way? What makes particular establishments so unique?

If you push them, these travelers come up with all sorts of reasons. They
may tell you that they've been stopping at the same places for years, that

they love the food, that they like the atmosphere, that they know the owners,

that they can count on the service . . . whatever. No doubt all these things

are true. But take a careful look at the value chain for many of these busi-

nesses, and one important link that jumps right out at you is likely to be

location. Distances and driving times most likely are the major reason

why many of their customers find these businesses in the first place;

the storefronts literally happen to be in the right place at the right time.

Location provides a significant competitive advantage in this on-the-move

marketplace.

Competitive advantage means exactly what it says; a company has some sort

of advantage over the competition. Where does it come from? Usually, out of

the distinct and special value that the company can offer its customers—
and from the premium that customers place on that value. Ask yourself this

basic question:

Why do customers choose my company and its products when other

competitors in the industry have more-or-less similar offerings?

You can find the answer in the strongest links of your value chain. The links

that produce the bulk of your customer value— whether it's location,

service, image, or product features — are the links that create your competi-

tive advantage in the marketplace.

In 1975, Microsoft was a partnership of two: Bill Gates and Paul Allen. They
started out competing against a host of bright young entrepreneurs like

themselves and eventually had to go head-to-head with IBM itself. Today,

Microsoft has 20,000 employees and $8 billion in revenue and offers a wide
array of software products, ranging from word processing programs and
spreadsheet applications to language tools and operating systems. Its

Windows program alone has sold more than 100 million units. Where is

Microsoft's competitive advantage?
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*> Standards. Microsoft's programs pretty much set the standards in the

PC world. Microsoft offers the standard operating system and the

standard suite of office applications. Although other companies sell

better products here and there, Microsoft is seen as being the safe and
sensible choice across the board.

j> Compatibility. Microsoft programs promise to work with one another

and with the operating system. You don't have to worry that your
favorite application will become an outcast or somehow misbehave
inside your computer.

\^ Product range. You name it, and Microsoft probably has a product that

can do it. The company continues to aggressively develop new software

to meet the needs of rapidly changing markets. Most recently, the

company targeted Internet users with a host of new products.

& Service and support. With Microsoft, you know what you're getting. If

something doesn't work, the company tries hard to fix it. In the mean-
time, it's comforting to know that you can always find other people who
have the very same problem.

Hertz is by far the largest car-rental agency in the world. The company has

rental locations in more than 150 countries and boasts a fleet of more than

500,000 vehicles. But Hertz faces competition at all levels, from the mom-and-
pop rental outlets at popular vacation spots to regional agencies and other

global companies, including Avis, Alamo, and National. Where is the Hertz

Corporation's competitive advantage?

\* One-stop reservations. When you call the Hertz 800 number, you gain

immediate access to the company's worldwide fleet. You can quickly

and conveniently book the kind of car that you want, when and where
you want it. Changing your mind is just as easy.

v* International presence. No matter where or why you need the car—
for a safari in Africa, a tour of Italy, or a business trip in Idaho — you
can safely bet that Hertz can rent you what you need.

)S Peace of mind. With Hertz, you don't have to worry that the car won't

be there, that the rate will double, or that you'll end up paying for a

rent-a-dent that's obviously a year old. Also, to help you find your way
around, the company offers personalized maps and is introducing a

new onboard navigation system.

v Rewards for loyalty. As a loyal Hertz customer, you're rewarded with

membership in a club that provides extra service, attention, and the

chance to apply the dollars that you spend toward free rental days.
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Focusing on core competence

Your competitive advantage is created in the marketplace. That advantage

has everything to do with your customers, with the relative value that they

place on your products and services, and with the purchase decisions that

they finally make. But what is it about your company that allows you to

achieve this competitive advantage? What internal capabilities and re-

sources do you have, and what business activities do you engage in that

lead directly to your competitive advantage?

You probably already have the answer. Go back to your company's value

chain, and focus on those links that are most responsible for your own
competitive advantage. When you do, you come face to face with something

that the gurus call your core competence. Simply defined, core competence

is your company's special capability to create a competitive advantage for

itself in the marketplace. In almost all cases, this gift is specific to your
company. Think of core competence as being corporate DNA. Unlike your
personal genetic code, however, your company's core competence is there

for you to build on — or to lose, depending on how attentive you are to your
markets and your business.

The section "Searching for competitive advantage" earlier in this chapter

examined two well-known companies, each of which is a household name.
Can you identify the core competence behind that competitive advantage

for both Microsoft and Hertz?

Microsoft's core competence:

u* Visionary executives. The executive team has a broad vision of the

future, enabling the company to forge today's software standards and
shape tomorrow's.

u* Top-notch development team. The company is committed to support-

ing a dream-team corps of developers and programmers who are

charged with creating and maintaining a state-of-the-art product line.

i^ Management of complexity. Microsoft manages a complex related set

of software products that all have to behave and work together.

W Capability to change direction. The company has the capacity to

redirect resources and energies when the fast-moving marketplace
shifts course and the rules of the game suddenly change.

Hertz Corporation's core competence:

Iu*
Information systems. A sophisticated computer database allows the

company to keep track of customer profiles and match them against an
ever-changing supply of rental cars around the world.
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u* Global logistics. The company has the capability to track, distribute,

arrange, and rearrange a huge fleet of vehicles in all shapes and sizes

on a worldwide basis.

i* Scale of operations. The company uses its sheer size and business

volume to negotiate favorable terms when it comes to new-car pur-

chases and even insurance premiums.

u* Relationships and tie-ins. Hertz.has the resources to work closely with

travel agencies and the travel industry to create new business by
expanding car-rental options and opportunities.

Sometimes, a company's core competence can point the way toward new
market opportunities. Honda, for example, used a core competence in

designing engines to expand its markets. The company created product

lines in lawn mowers, snow blowers, snowmobiles, and all-terrain vehicles,

to name just a few of its motor-based businesses. Honda benefits from a

related competitive advantage in each of these distinct markets. Take

another look at your own company's core competence to see whether you
can come up with any new business directions, based on those things that

you already do well.

Sustaining an advantage oi/er time

Every company that manages to stay in business from one month to the next

has some sort of competitive advantage and core competence to draw upon;

otherwise, it simply wouldn't be there. But the million-dollar question has to

do with how to renew and sustain that competitive advantage over years

and even decades. Customers and their needs shift over time, competition

gets more intense, and industries evolve, so your competitive advantage and

the core competence that supports it aren't guaranteed to stay around. You
rent them; you don't own them. You want to make sure that you keep a long-

term lease on both.

&2& Sustained competitive advantage — the business world's Holy Grail— is a

company's capability to renew a competitive advantage over and over again

in the face of a constantly changing business environment and marketplace.

But if you want to sustain a competitive advantage over time, you need to

have a long-term strategy in place. Chapter 7 introduces three common
alternatives called generic strategies and gives you a handle on what your

competitors may be up to. Chapter 13 takes a much closer look at your own
strategic options.

Spend some time thinking about things that your company can do on an

ongoing basis to see that your core competence is preserved. How can you

sustain the competitive advantage that your company already has? Get a

blank sheet of paper and jot down answers to these key questions:
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i> Where will changes in your business most likely come from?

v* How are those changes likely to affect your company's competitive

advantage?

*> What can your company do to maintain core competence in the face of

change?

Focus on each of the major forces that fuel change in your own industry:

\* Your customers and their changing needs and requirements

*> Your competitors and their changing capabilities, strategies, and goals

i> Your company, its value chain, and its shifting strengths and weaknesses

As you create your business plan, make sure that you continue to track

these forces so that they don't threaten the core competence you've worked
so hard to achieve.

i> Your core competence— what sets you apart — is based on the

strongest links in your value chain.

v* Competitive advantage in the marketplace is a direct result of your

company's distinct core competence.

\^ Staying ahead of the competition means sustaining your competitive

advantage, which requires a long-term strategy.

Whatever happened to Daddy's Caddy?
Cadillac used to be a synonym for making /Tin

America. When you had a Cadillac parked in

front of your house, everybody knew that you

had finally arrived. In fact, it's hard to think of

another product that could bestow quite as

much status on its owner. The car was builtfor

ultimate comfort, and it conveyed an image of

wealth and luxury. Cadillac owners were an

intensely loyal bunch, typically ordering new
models every couple of years or so, just to

burnish that image.

Cadillac owners are still loyal today. But in the

1980s, a new generation of car buyers began

to look for new status symbols. The young and

wealthy began to chase foreign cars with

names such as BMW, Mercedes, and Volvo

(or Lexus, Infiniti, and Acura). Whatever hap-

pened to Cadillac's enviable position in the

luxury-car market? Competition, of course,

and a failure on Cadillac's part to respond

quickly to changing tastes. The image of luxury

and intense brand loyalty that the car once

enjoyed simply weren't passed along to the

next generation of buyers, and a once-

powerful competitive advantage quietly

slipped away.
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The value chain paints a portrait of your company as your customers see it.

Links in the chain reflect the value that customers place on aspects of your
products and services. The strongest links capture your competitive advan-

tage in the market and define your core competence as a business. Because
the value chain is so good at weighing the importance of the things that

your company does, it also comes in handy when you plan how your

resources are going to be used.

Have you ever been to a horse track? If you have, you know that there's

bound to be a group of regulars hanging around the stands or clustered at

the fence. These people are serious about horse racing. They spend time

poring over track sheets and newspapers, circling this, checking that. They
pace back and forth, occasionally disappearing for a while to do something

or other. What are they up to?

Well, they're placing bets, of course. But they're certainly not relying on
Lady Luck alone to keep them flush. Instead, they're using all the informa-

tion available— the condition of the track, the horse's health, the jockey's

record, and the betting odds— to place their cash only on those wagers

that are most likely to result in the best payoffs and the biggest winnings.

Betting on the horses is a serious business for these committed profession-

als. Maybe those bettors can teach you something about how to divvy up
working assets. Is it sensible to spread your company's limited resources

equally among all the areas that make up your business? Probably not. Each

time you set aside time and money for a particular business activity, you're

placing a bet. What you're betting is that the resources you commit are

going to contribute to your business, add value to what you do, and eventu-

ally come back around to generate revenue and profits.

Chapters 10 and 1 1 help you pore over the numbers (financial statements,

ratios, and budgets) that keep track of where you spend money and then tell

you whether you're winning. In short, your financial statements tell you a

great deal about how you manage your cash, what bets you place, and how
well you do at the track. But your financial statements alone don't tell you
what to do. So how do you know where to place your bets in the first place?

You guessed it: You go back to your company's value chain. Consider this

simple way to check your resource allocation based on your own value chain.

1. Look at where your company currently spends money.

Make a quick-and-dirty estimate of how yearly expenses are divvied up
among business activities — from R&D to delivery and service— and

jot the numbers down on your value-chain grid. To keep things simple,

use percentages. Make sure that the numbers add up to 100 percent.
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2. Look at where customers think that you are providing them value.

Take the total value that customers think you provide, and divvy it up
among your business activities. If customers pay $100 to buy your

widget, for example, how much of that are they willing to pay for

features, how much for service, and how much for convenience? Again,

use percentages, and jot the numbers on the same value-chain grid.

Make sure that the numbers add up to 100 percent.

3. As a reminder, highlight the boxes on the value-chain grid that

represent your core competence and account for your competitive

advantage in the marketplace.

4. Analyze the completed grid.

If the percentages line up and are concentrated in the highlighted

boxes, you're in fairly good shape. But if you find a glaring mismatch in

terms of where you're spending money, what your core competence is,

and where your customers think that your products get their value, it's

time to reassess where your company's resources are directed.

The value chain is invaluable when it comes time for you to earmark re-

sources for your business activities. A clear understanding of your core

competence and competitive advantage helps you make informed decisions

when you have to allocate scarce resources.

W Value chains come in handy when it comes to planning the best way to

allocate your company's resources.

*> A value chain highlights mismatches between current spending and the

areas that provide the most value to customers.
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Chapter 10

Figuring Out Financials

In This Chapter

) Reading an income statement

Interpreting the balance sheet

Examining cash flow

) Evaluating financial ratios

I've learned it's always better to have 3 percent of something than

100 percent of nothing.

— Art Linkletter

J\ lumbers. Some people love them; others are bored by them; still

# w others begin to stammer, shake, and exhibit other physical signs of

distress around them. But almost everyone agrees that, love 'em or hate

'em, numbers are the way that we keep track of things— baseball, choles-

terol, the stock market, and our latest business venture. There's a lot more
to numbers than simply the score at the end of the game or the final Dow
Jones closing, however. When they're put together in the right ways, num-
bers paint detailed pictures and tell stories about everything from the

career of a football player to the state of the global economy.

You're probably familiar with the numerical snapshots that a bank requires

when you want to borrow money for a new car, a bigger house, or the cabin

in the mountains that you've always wanted. Those snapshots always

include an income statement, as well as some sort of balance sheet. The
income statement tells the bank where you get your money and where you
spend it. The balance sheet lists the value of all the things that you own and
balances it against the money that you owe, including your car loans,

mortgages, credit cards, even personal IOUs.

Financial statements tell the bank a great deal about you, and the bank
learns even more by taking numbers from the statements and calculating a

bunch of ratios. The bank totals your monthly loan payments and divides

that number by your monthly income, for example, and then compares this
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ratio with the average for other borrowers. The result gives the bank a

relatively good measure of your ability to repay the loan. Taken together, the

statements and ratios create a financial portrait that the bank uses to get to

know you better. And the better the bank knows you, the more reliable its

decision is.

In this chapter, we introduce the basic financial statements and ratios that

are widely used in business planning— which really are the same ones that

paint a picture of your personal finances. First, we show you how an income
statement and a balance sheet are put together. Next, we explain cash-flow

statements, which do pretty much what the name implies. Finally, we
explore simple financial ratios that you can use to evaluate your business.

Reading an Income Statement

*^!^ An income statement presents the proverbial bottom line. By adding all the

revenue that you receive from selling goods or services and then subtract-

ing the total cost of operating your company, the income statement shows
net profit— how much money the company has made or lost over a given

period. Here's how to think of net profit:

Net profit = Revenue - Costs

The important thing to remember is the fact that the income statement

captures a simple idea. No matter what your accountants call it — an

income statement, earnings report, or statement of profit and loss — or how
complicated accounting types make it look, it still uses the same basic

principle of subtracting costs from revenue to come up with profit.

Your income statement should cover a period that makes the most sense for

your business planning: monthly, quarterly, or yearly. (The tax people, of

course, are always interested in seeing your income statement once a year.)

You get a better financial picture of your company and where it's going if

you look at income statements over several periods and even over several

years. In Chapter 11 (no, not that Chapter 11; ours), you develop a pro-forma

income statement — a forecast of your profits based on projected revenue

and costs.

Look at the various parts of a income statement for Global Gizmos Company
(see Figure 10-1). Notice that Global Gizmos includes a two-year comparison

to show how revenue, costs, and profits have changed over time. Global

Gizmos is a small company; if you want to make it a big company, add three

zeros after all the numbers. In either case, the income statement works

exactly the same way.
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Figure 10-1:

An income

statement

starts with

gross

revenue

and then

subtracts

the costs of

various

business

activities to

arrive at

different

kinds of

profit.

Income Statement at a Glance

Global Gizmos Company

l>

O

[>

INCOME STATEMENT AS OF DECEMBER 31

This Year Last Year

Gross Revenue on Sales $810,000 $750,000

Cost of goods sold

Gross Profit

-560,000

250,000

-520,000

230,000

Sales, general, and administration

Depreciation expense

Operating Profit

-140,000

-30,000

80,000

-140,000

- 25,000

65,000

Dividend and interest income

Interest expense

Profit Before Taxes

+ 3,000

-13,000

70,000

+ 2,000

- 14,000

53,000

Taxes

NET PROFIT FOR YEAR

- 20,000

$50,000

- 18,000

$35,000

***^

Revenue
Revenue refers to all the money that a company receives as a result of

being in business. The most important source of revenue (usually, the sale

of goods or services) always appears as the first item in the income
statement— in the case of Global Gizmos, gross revenue on sales. In this

context, gross doesn't mean anything unpleasant; it indicates that the

revenue is a total, without costs subtracted. Revenue from sources other

than sales usually shows up a bit later in the income statement.

Gross revenue on sates

[j> Gross revenue on sales is based on the number of units actually sold

during a particular period multiplied by the prices actually paid. Global

Gizmos sold 32,400 widgets at a price of $25 each, for a gross revenue of

$810,000. Things can be a little more complicated than this example, of

course; your company may have several products or kinds of service, or

your prices may change over time. Maybe you have to make an allowance
for items that are returned. All these considerations contribute to your own
calculation of gross revenue on sales.
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dividend and interest income

£> Your company may have sources of revenue besides sales — the income
from savings accounts and other securities, for example. Because you must
have money to operate the company anyway, you probably want that money
to make money while it's sitting around. You should keep this investment
income separate from your revenue on sales, however, so that you always
know how much money the company itself is generating. In your income
statement, your dividends and interest income should appear separately

from your other revenue.

Costs

Unfortunately, you have to spend money to make money. The cost of doing
business usually is divided into general categories that reflect the separate

activities that a company is involved in and the different kinds of expenses
that it incurs. Major cost categories include cost of goods sold, sales and
administrative expenses, depreciation, interest expense— and don't forget

taxes. Each item deserves its own entry in the income statement.

Cost of goods sold

£> The cost ofgoods sold (COGS) combines all the direct costs of putting

together your product or service. Raw materials, supplies, and the labor

involved in assembling a product are all part of the COGS; so are the elec-

tricity, water, and gas used in manufacturing, as well as the costs of main-

taining production facilities. If you offer dog-walking for vacationing pet

owners, for example, the costs associated with delivering that service —
leashes and pooper scoopers— go into the COGS.

You may have to make a judgment call here and there about what is or isn't

part of the COGS. Just remember to be consistent over time.

Sates, general, and administration

\p> Sales, general, and administration expenses (SG&A) combine all the costs

associated with supporting your product or service. If the company is just

you, a telephone, and a tiny rented office above the hardware store, the

costs won't amount to much. But for larger companies, these costs seem to

go on and on. SG&A includes salaries and overhead for the sales staff as well

as the receptionist, secretary, and the boss. SG&A also includes advertising

and promotion, travel, telephone calls, accounting fees, office supplies, dues

and subscriptions, and everyone's favorite: miscellaneous expenses.
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SG&A costs are tracked separately because they're not tied directly to

revenue and can easily get out of hand. Make sure that you keep an eye on

this particular entry

Depreciation expense

\p> Depreciation expense is a standard way to spread both the cost and the

usefulness of big-ticket items out over time. Whether it's a building, a truck,

or a computer, almost any durable item that your company buys slowly

declines in value, because of simple wear and tear or because new technol-

ogy makes the item obsolete. Bean-counters have come up with various

ways to calculate that depreciation. All the methods allow you to allocate a

portion of the purchase price as a business expense each year, to reflect a

decrease in value. (Land, by the way, isn't included in depreciation ex-

penses and can't be depreciated.)

**"*»>-

Interest expense

\*> Interest expense includes all the money that you pay out to the parties

that loaned you funds to operate the company. You don't want to overlook

this cost. You may have entered into agreements with banks or other

investors, for example, and are obligated to pay back interest on a fixed

schedule. An interest expense (often called a fixed charge) is isolated in the

income statement because it absolutely, positively has to be paid year after

year.

Taxes

\*> Even Albert Einstein stopped short of trying to figure his own taxes. But

taxes are a fact of life and represent another cost of doing business. You can

minimize your company's taxes by making sure that you keep careful track

of all your other expenses.

Profit

Profit is the Holy Grail. When you do things right, the total costs flowing out

of your business are less than all the revenue coming in. Your profit, of

course, represents the difference. But it's useful to talk about different kinds

of profit at various stages along the way. In particular, you can keep track of

gross profit, operating profit, and profit before taxes, as well as your overall

net profit. Comparing profit at different stages gives you a clearer picture of

where your company is most efficient and where you could do better.
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£> Gross pro/iY measures how much money your company still has after you
subtract all the direct costs of putting together your product or service

(COGS) from the total revenue generated by sales. This profit doesn't

include the many indirect expenses that you have in running the company
or any revenue sources other than sales.

Operating profit

D> Operating profit accounts for all those additional sales, general, and
administration (SG&A) costs that you incur as part of operating your
business; it also subtracts the depreciation expense of your big-ticket

purchases. Operating profit reflects the money that you make from your
overall business operations.

^j^z
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Profit before taxes

{£> Profit before taxes takes everything else into account, including any
financial transactions that you make. Your income from other sources (such

as investment dividends and interest) is included here, as well as your
interest payments to creditors.

Met profit

£> Net profit, of course, is the bottom line after the company's tax bite is

subtracted. Global Gizmos made money in its most recent period (yea!).

| j> An income statement begins with your revenue and subtracts all your

costs to come up with net profit, usually for a year.

i> Revenue includes all the money that you take in from sales, as well as

income that you receive from dividends and interest.

v* Your costs include the cost of goods sold; sales, general, and adminis-

trative expenses; depreciation; interest expense; and taxes.

J> By calculating profit at various stages — gross profit, operating profit,

and profit before taxes— you can see precisely where the money
comes from and where it goes.

Interpreting the Balance Sheet

<&***»>•
Whereas an income statement captures the financial results of your opera-

tions for a given period, a balance sheet is more like a snapshot of your

financial condition at a particular moment. The income statement lists your
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revenue, your costs, and the profit that you make. The balance sheet, on the

other hand, addresses what your company owns, what it owes, and what it's

worth at a given moment. Ideally, the balance sheet tells you just how much
money you'd have left over if you sold absolutely everything and then paid

every last one of your debts.

The things that your company owns are called assets by the same people

who look forward to audits and dream about accounting standards. The
amounts that you owe make up your liabilities. The difference between the

two represents the equity in your business. Think of equity in terms of the

following equation:

Equity = assets - liabilities

You have to admit that the equation is simple. Unfortunately, our accounting

friends have dreamed up another, less-straightforward way of looking at this

equation:

Assets = liabilities + equity

Go figure. Anyway, the balance sheet is based on this second equation.

A balance sheet is always divided into two parts. The top half deals with all

the company's assets; the bottom half lists liabilities and equity. Because of

the second equation, the top and bottom half are always in balance, adding

up to exactly the same amount. Although the two totals always match, the

entries along the way say a great deal about the overall financial health of

the company.

Just as the income statement usually covers a full year, the balance sheet is

often compiled for the last day of the year. Figure 10-2 shows Global Gizmos'

balance sheet. In this case, figures are provided for two years, so that the

reader can make a comparison between those years.

Assets

Your company's assets include anything and everything you own that has
any monetary value. When you think about your assets in terms of the

balance sheet, all that you're concerned about is how much each asset is

worth and how quickly it can be sold. So assets are separated into catego-

ries, depending on how liquid they are— how fast and easy it is to liquidate

them, turning them into cold, hard cash. Current assets are those that you
can dispose of within a year, if you have to, whereas fixed assets often take

much longer to get rid of. Intangibles may never be converted to cash.
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Figure 10-2:
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Balance Sheet at a Glance

Global Gizmos Company I

BALANCE SHEET ON DECEMBER 31

ASSETS This Year Last Year

Current Assets

Cash

Investment portfolio

Accounts receivable

Inventories

Prepaid expenses

Total Current Assets

30,000

35,000

135,000

115,000

5,000

$320,000

15,000

20,000

150,000

120,000

5,000

$310,000

Fixed Assets

Land

Buildings, equipment, machinery
Minus accumulated depreciation

Total Net Fixed Assets

60,000

355,000

-125,000

$ 290,000

60,000

315,000

-95,000

$ 280,000

Intangibles (goodwill, patents) $ 5,000 $ 5,000

TOTAL ASSETS $615,000 $595,000

LIABILITIES & OWNERS' EQUITY This Year Last Year

Current Liabilities

Accounts payable

Accrued expenses payable

Total Current Liabilities

60,000

80,000

$140,000

70,000

90,000

$ 160,000

Long-term Liabilities $90,000 $100,000

Owners ' Equity

Invested capital

Accumulated retained earnings

Total Owners' Equity

155,000

230,000

$385,000

150,000

185,000

$335,000

TOTAL LIABILITIES & OWNERS' EQUITY $615,000 $ 595,000
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Current assets

£> Current assets represent your company's readily available reserves. As

such, they're the assets that you draw on to fund your day-to-day business

operations, as well as the assets that you may have to turn to in a financial

emergency. Current assets include the following:

v* Cash. You can't get any more liquid than cash, which is just what you
expect it to be: bills and coins in the till, the petty-cash fund, and

money on deposit in the bank.

f" Investment portfolio. Investments are also usually liquid assets. Your

investment portfolio includes savings accounts, short-term government

bonds, and other safe securities that you invest in to watch your cash

earn a bit of money while you wait to use it.

v* Accounts receivable. Accounts receivable represents the money that

customers owe you for goods and services that you've already deliv-

ered. Maybe you give customers 30, 60, or 90 days to pay. You want to

keep tabs on this particular asset. You may end up reducing it by some
percentage if you run into deadbeat customers who just won't pay up.

t> Inventories. The cash value of your inventories can be a bit tricky to

calculate, but it should reflect the costs of the raw materials and
supplies that you have on hand, as well as the value of partially fin-

ished products and products that are ready to be shipped.

*> Prepaid expenses. If you pay any of your business expenses ahead of

time, you should treat them as current assets. These expenses may
include paid-up insurance premiums or retainers for unused accounting

or advertising services.

Fixed assets

[£> Fixed assets are fixed in the sense that they can't be readily converted to

cash. These assets are the big-ticket items that usually cost a great deal of

money up front and are meant to last for several years — things like build-

ings, trucks, machines, and computers.

In the balance sheet, the value of a fixed asset is based on its original cost

minus its accumulated depreciation over time, so the figure doesn't neces-

sarily reflect the true market value of the asset or how much it may actually

cost to replace it. Fixed assets can include the following:

I*>

Land. The land that your company owns is listed separately in the

balance sheet, because it doesn't depreciate over time; its value on the

books remains the same from year to year.
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u* Buildings, equipment, machinery. These assets represent the original

cost of all the big-ticket items that you've invested in to operate your
company. The entry should include anything you purchase that's

expected to last more than a year.

v* Minus accumulated depreciation. Depreciation measures the decline

in the useful value of a big-ticket item over time, so the original cost of

all your fixed assets (excluding any land) is reduced by an amount
equal to the total depreciation accumulated over the years. Notice that

Global Gizmos shows accumulated depreciation increasing by $30,000

in its most recent year. Because its fixed assets are now worth $30,000

less on paper, Global Gizmos also takes a $30,000 depreciation expense
in its income statement (refer to number three in Figure 10-1).

Intangibles

[j> Even though you can't kick or polish any of these assets, intangibles can

be extremely important to your company. Intangibles include such things as

your rights to a manufacturing patent, a long-term contract, or an exclu-

sive service franchise. Intangibles also cover something called goodwill.

Although it's not at all obvious from the name, goodwill represents the extra

money that you may spend for an asset above and beyond its fair market
value — maybe because it's worth more to your company than to

anybody else.

By definition, intangibles are hard to describe and difficult to put a real

value on. Some companies don't even try. Instead, they place a nominal

value of $1 on all their intangibles to indicate that although these assets

exist, there's no way to measure what they're actually worth.

<&***?
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Liabilities and owners' equity

Your company's liabilities cover all the debts and obligations that you enter

into while you run your company. In the same way that assets are divided

up, your liabilities are separated into categories, based on how soon they

are due. Current liabilities are those that have to be paid off within a year;

long-term liabilities may stay on the books much longer. When these liabili-

ties are subtracted from total assets, you're left with owners' equity, which is

a measure of how much the company is actually worth.

Current liabilities

\i> Current liabilities are the debts that your company has agreed to pay in

the short term (say, within a year), so you have to be able to cover them
from your current assets. What's left over (the difference between your
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current assets and current liabilities) is so important that it has a name:

working capital, which is the chunk of money that you actually have to work
with. Here are some standard liabilities:

u* Accounts payable. Accounts payable represents the amounts that you
owe your regular business creditors as part of your ongoing operations.

At any given time, you may have accounts payable to all sorts of

outside suppliers and service people, including the merchants, profes-

sionals, and even utility companies that you deal with every d^y.

i> Accrued expenses payable. On any given day, your company also owes
salaries and wages to its employees, interest on bank loans, and maybe
insurance premiums— not to mention the taxes that you haven't sent

in. To the extent that any of the obligations are unpaid on the date of

the balance sheet, these liabilities are totaled as accrued expenses

payable.

Long-term liabilities

£> Long-term liabilities usually represent large chunks of money that you're

scheduled to pay back over several years. These liabilities are often at the

center of your company's financing. You may have issued bonds to inves-

tors, for example, or you may have gone directly to the bank and secured a

loan against your company's assets. In any case, you're probably using the

money to invest in long-term growth of the company— acquiring new
equipment, building a new manufacturing facility, developing additional

products, or expanding into new markets.

Owners' equity

\*> A company's owners come in various shapes and sizes. Their invest-

ments and equity in the company are arranged and distributed in all sorts of

ways and can become incredibly complicated, especially if the company is a

publicly traded corporation. But don't be confused. All this complexity boils

down to two major sources of equity: Money and resources that flow in from

outside the company, and profits that the owners keep and pump back into

the company. Owners' equity can be any of the following:

V Invested capital. The money that's invested in your company can take

various forms, from the direct infusion of cash by inside owners who
manage the business to the buying and selling of stocks that represent

small chunks of the company owned by outside investors. Invested

capital represents the total of all this money, no matter where it comes
from or how it's described.

^ Accumulated retained earnings. Your company makes a profit each
year (at least, we hope it does), and you choose what to do with that

excess cash. You can distribute it to the owners (that arrangement
is where dividends come from) or keep part of it to reinvest in the
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company. If you put profits back into the company, it can grow. And if

the company grows, you can increase the company's net worth and
owners' equity (at least, we hope you do). Accumulated retained earn-

ings represent the profits that you plow back into the company year

after year.

Keep the following in mind when interpreting the balance sheet:

i^ A balance sheet is a snapshot of your financial condition at a particular

moment— usually, the end of the year.

u* Your assets include everything that has monetary value, ranging from
cash and investments to buildings and inventory.

*> Liabilities include all the debts and financial obligations that you incur

in running your company.

*> Subtract liabilities from assets to calculate your equity in the business.

Examining the Cash-FlouJ Statement
If you know what your company is worth and how much it makes every year,

can't you just relax and assume that your financial plan is in reasonably

good order? After all, what else do you need to know?

As it turns out, you've got to keep close track of one other absolutely

indispensable resource: cash. No matter how good things look on paper —
no matter how bright the balance sheet and how rosy the income
statement— you still need cash on hand to pay the bills. The fact that

you've got assets and profits doesn't automatically mean that you have

money in the bank. Cash can turn out to be much more important than

income, profits, assets, and liabilities put together, especially in the early

stages of your company.

&2& The cash-How statement monitors changes in your cash position over a set

period. The top half of the statement tracks the flow of cash in and out of

your company; the bottom half reports where the funds end up. Just like the

balance sheet, the top and bottom halves of a cash-flow statement match.

Given the importance of ready cash, you want to look at cash-flow state-

ments on a regular basis — quarterly, monthly, or maybe even weekly.

Figure 10-3 shows a cash-flow statement for Global Gizmos Company. The
cash-flow statement contains many of the same elements as an income
statement, but with a few critical adjustments.
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Figure 10-3:
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Cash Flow at a Glance

Global Gizmos Company (^«W

CASH FLOW AS OF DECEMBER 31

INFLOW AND OUTFLOW This Year Last Year

Funds Provided By:

E>
Gross receipts on sales

Dividend and interest income

825,000

3,000

760,000

2,000

Invested capital 5,000 10,000

Total Funds In $833,000 $772,000

Funds Used For:

B>

Cost of goods produced

Sales, general, and administration

Interest expense
Taxes

555,000

160,000

13,000

20,000

515,000

150,000

14,000

18,000

Buildings, equipment, machinery

Long-term debt reduction

Dividend distribution to owners

40,000

10,000

5,000

50,000

5,000

5,000

Total Funds Out $803,000 $757,000

NET CHANGE IN CASH POSITION $30,000 $15,000

CHANGES BY ACCOUNT This Year Last Year

Changes In Liquid Assets

&>
Cash

Investment portfolio

15,000

15,000

5,000

10,000

F>

Total Changes $30,000 $15,000

NET CHANGE IN CASH POSITION $30,000 $15,000

Cash in and cash out

The top half of the cash-flow statement deals with the inflow and outflow of

cash, tracking where your company gets funds and what you use those

funds for. Cash flow is a little more honest than an income statement, because
the cash-flow statement shows money coming in only when you actually

deposit it and money going out only when you actually write a check.
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Funds provided by

\}> Where does all that money originate? Because the cash-flow statement

reflects the actual receipt of cash, no matter where it comes from, the

entries are a bit different from the revenue shown in a company's income
statement. These funds are usually made up of the following:

u* Gross receipts on sales. This entry represents the total money that you
take in on sales during the period. Gross receipts are based on your
gross revenue, of course, but they also take into account when you
actually receive payment. Global Gizmos, for example, received all of its

$810,000 in gross revenue this year, plus $15,000 in accounts receivable

that the company was owed from last year, for a total of $825,000.

u* Dividend and interest income. Your income from savings accounts and

other securities is also reported in your income statement. The amounts
should be the same, as long as you actually receive the money during

the period covered by the cash-flow statement.

e" Invested capital. The money invested in your company shows up as

part of the owners' equity in your balance sheet. Invested capital

doesn't represent revenue from your business operations, of course, so

it never appears in the income statement, but it can be a source of cash

for the company. As Figure 10-3 shows, Global Gizmos received an

additional $5,000 in invested capital this year.

Funds used for

B> Where does all the money go? The cash-flow statement keeps track of the

costs and expenses that you incur for anything and everything. Some of the

expenses appear in the income statement; others don't, because they don't

directly relate to your costs of doing business. These funds usually consist

of the following:

v Cost of goods produced. This entry represents the total cost of produc-

ing your product or service during the period. The cost of goods

produced often differs from the cost of goods sold shown in your

income statement, because the cost of goods sold also includes sales

out of inventory (items that your company has already produced and

paid for) and doesn't include the cost of products that you add to

inventory. Global Gizmos, for example, reduced its overall inventory by

$5,000 this period, so the company's cost of goods produced was $5,000

less than its cost of goods sold from the income statement.

V Sales, general, and administration (SG&A). These expenses are the

same SG&A expenses that appear in an income statement, except that

paying off bills that you owe or postponing payments may change the

amount. Global Gizmos paid down $10,000 in both its accounts payable

and expenses payable this year, increasing its SG&A cash outflow by

$20,000 for a total of $160,000.



Chapter 10: Figuring Out Financials j Q 1

\* Interest expense. Interest expense shows up in the income statement

as well. The number reflects the amount that you actually pay out

during the period.

v* Taxes. Taxes also appear in the income statement. But in the cash-flow

statement, taxes are the ones that you actually pay out during the

period.

i* Buildings, equipment, machinery. When your company buys a big-

ticket item, it doesn't appear in your income statement as an expense,

because you're really just trading cash for another asset. Instead, you
take a depreciation expense each year to reflect the slow decline in the

value of that asset. When you buy the building, truck, or whatever,

however, you've got to pay for it. The cash-flow statement reflects

those costs. Global Gizmos, for example, shelled out $40,000 this year

for new equipment.

j-" Long-term debt reduction. It costs you money to pay down any long-

term debt that your company may have, and that expense doesn't

appear in the income statement. Global Gizmos reduced its long-term

debt by $5,000 last year and $10,000 this year.

*> Dividend distribution to owners. The portion of your company's
profits that you decide to give back to the owners comes directly out of

your cash box. Again, this entry isn't a business expense in the income
statement, but it costs you nonetheless. Global Gizmos distributed

$5,000 to its owners this year.

What's left oiter

The flow of cash in and out of your business is like water flowing in and out

of a reservoir. If more water comes in than goes out, the water level goes up,

and vice versa. When your company's cash reserves rise, however, the

money flows into one or more of your liquid-asset accounts. The bottom half

of your cash-flow statement keeps track of what's happening to those

accounts.

Changes in liquid assets

\P> With cash flowing in and out of the company, your liquid assets are going

to change during the period covered by the cash-flow statement. The items

listed in this portion of the cash-flow statement are the same ones that

appear in the balance sheet. This year, for example, Global Gizmos improved
its cash reserves and investment portfolio by $15,000 each.
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Net change in cash position

\i> Raising the level of your liquid-asset accounts has the happy effect of

strengthening your cash position. Global Gizmos increased its liquid assets

and cash position by $30,000 this year. Not coincidentally, this $30,000 is

also the difference between the $833,000 that Global Gizmos took in during

the year (Total Funds In) and the $803,000 that it spent (Total Funds Out).

How to make a profit and go broke at the same time

Meet poor Floyd Finance, a classic example of

the manager and company owner who falls

into a common financial trap. Floyd used to

work for Global Gizmos. But one night, after

working late on widget sales, he decided that

it was high time to start a small business of his

own. Floyd developed a business plan to make

and sell a little doohickey that he invented in

high school. He figured that he could make it

for 75 cents and sell it for $1. To test his con-

cept, Floyd took all his savings and had 2,000

doohickeys made up. He sold 1,000 right off

the bat.

Armed with a product, a market, and a plan, he

opened his doors for business on January 1.

His total assets were $1,000 in cash, 1,000

Income Statement

doohickeys in inventory, and $1,000 in ac-

counts receivable from those first customers.

Floyd's business plan was relatively straight-

forward. He gave his doohickey customers 30

days to pay, he always maintained a 30-day

supply of doohickeys in inventory, and he paid

his own bills promptly. And business was
great. He sold another 1,000 doohickeys in

January. After that, sales steadily climbed by

500 a month, and all his customers paid in 30

days. Within six months, his profits hit $2,500.

But none of that really matters now, because

Floyd Finance is broke.

How did that happen? Take a look at his books:

January February March April May

Revenue on sales $1,000 $1,500 $2,000 $2,500 $3,000

Cost of goods sold 750 1,125 1,500 1,875 2,250

Monthly profit 250 375 500 625 750

Yearly profit to date $250 $625 $1,125 $1,750 $2,500

Cash Flow Statement

January February March April May

Funds in $1,000 $1,000 $1,500 $2,000 $2,500

Funds out 750 1,500 1,875 2,250 2,625

Change in cash position 250 -500 -375 -250 -125

Total cash on hand $1,250 $750 $375 $125 $0
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Poor Floyd just didn't understand that a grow-

ing company can eat up capital even while it's

making a profit. Each month that he was in

business, Floyd took the preceding month's

revenue (his accounts receivable) and paid

out the next month's costs (his inventory). The

difference between the two kept growing as

his business expanded. Floyd's business plan

simply didn't include the financial cushion to

support his growth.

Whatever you do, don't become a Floyd Fi-

nance. Don't assume that as long as you make

a profit every month, you'll always have money

in the bank. It ain't necessarily so.

**M»
*-*' A cash-flow statement tracks the movement of cash in and out of your

company.

i> Cash in represents money that you deposit; cash out, the checks that

you write.

v* Cash flow can be more important than income, assets, and profits

combined, especially for a new business.

Evaluating Financial Ratios

<$**»>

Armed with an income statement, a balance sheet, and a cash-flow state-

ment, you have a relatively complete financial picture of your company in

front of you. But when you look everything over, what does that financial

picture actually tell you? Is it good news or bad news? What things should

you plan to do differently as you go forward?

Your financial picture may tell you that you pay your bills on time, keep a

cash cushion, and make some money. But could your company do a better

job down the road? It would be nice if you could look at the picture year

after year and compare it against a competitor, several competitors, or even
your entire industry. But companies come in all shapes and sizes, and it's

hard to compare numbers from any two companies and make sense of them.

As a result, companies use financial ratios. When you divide one number by
another, thereby creating a ratio, you eliminate many of the problems of

comparing things on different scales.

Take your personal finances as an example. You're looking for help on
investments. One friend boasts that he made $5,000 in the stock market last

month; another made only $1,000. Who do you ask for advice? It depends. If

the first friend has $500,000 invested and the second friend has only $20,000,

who's the savvy investor?
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A ratio gives you the answer. The first friend saw a return of only 1 percent

(5,000 * 500,000), whereas the second friend realized a better return of 5

percent (1,000 * 20,000).

Comparing two companies of different sizes works just the same way. If you
want to compare your company's financial ratios with those of major
competitors or with an industry average, you need to get your hands on
some outside data. You can always start by asking your banker, accountant,

or investment adviser, because financial institutions keep close track of

standard ratios across industries. But you should also check out financial-

data services such as Standard and Poor's, Value-Line, and Moody's. Also,

Dun & Bradstreet offers a publication called Industry Norms and Key
Business Ratios.

With all these data in hand, you can see how your company measures up,

because you can bet that your investors, creditors, and competitors are

going to, even if you don't.

Financial ratios fall into three categories. The first two categories take your
company's vital signs to see whether you're going to make it (remain

solvent). One set of ratios measures the company's capability to meet its

obligations in the short term; the other looks at the long term. The final set

of ratios indicates just how strong and vigorous your company really is,

measuring its relative profitability from several points of view.

**£**?

Short-term obligations

The overriding importance of being able to pay your bills every month is the

major reason why current assets and current liabilities are separated in the

company's balance sheet. The difference between the two — your working

capital— represents a safety net that protects you from almost certain

financial catastrophe.

How much working capital do you need to ensure survival? Having the liquid

assets available when you absolutely need them to meet short-term obliga-

tions is called liquidity. You can use several financial ratios to test your

company's liquidity. You can monitor the following ratios year by year and

measure them against your competitors' ratios and the industry averages.

Current ratio = current assets -r current liabilities

You determine your company's current ratio by looking at the balance sheet

and dividing total current assets by total current liabilities. Global Gizmos

Company, for example, has a current ratio of $320,000 + $140,000, or 2.3

(refer to Figure 10-2). You can also express this ratio as 2.3 to 1 or 2.3:1.
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Like most financial ratios, the current ratio isn't an especially precise

measurement, so there's no point in calculating it to more than one or two

decimal places.

What's the magic number to aim for? If your company falls below a current

ratio of 1.0, you're in serious financial danger. In most cases, you want the

number to stay above 2.0, meaning that you have more than twice the

current assets that you need to cover current liabilities. But again, the

answer depends on your industry. Companies that move inventories quickly

can often operate with somewhat lower current ratios, because the invento-

ries themselves are a little more liquid. You don't want your current ratio to

get too high, either. Then you could be sitting on excess cash that should

really be put to work and invested back in the company.

Quick ratio = (cash + investments + receivables) -r current liabilities

The quick ratio sometimes is called the acid test, because it's more stringent

than the current ratio. The quick ratio doesn't allow you to count invento-

ries and prepaid expenses as part of your current assets, because it's

sometimes hard to turn them back into cash quickly, especially in an

emergency. This situation is particularly true in industries in which products

go out of fashion rapidly or are quickly outdated by new technology.

Global Gizmos has a quick ratio of $200,000 -h $140,000, or 1.4, this year

(refer to Figure 10-2). You want to keep your own company's quick ratio

above 1.0 by a comfortable margin that is in line with your industry.

InVentoru turnover = cost of goods sold -r inventories

Inventory turnover (sometimes called just inventory turn) tells you some-
thing about how liquid your inventories really are. This ratio divides the

cost of goods sold, as shown in your yearly income statement, by the

average value of your inventories. If you don't know the average, you can

estimate it by using the inventories listed in the balance sheet at the end of

the year.

Global Gizmos has an inventory turnover of $560,000 h- $115,000, or 4.9.

(Refer to Figures 10-1 and 10-2 for the company's income statement and
balance sheet, respectively) This ratio means that Global Gizmos turns over
its inventory almost five times each year. Expressed in days, Global Gizmos
carries a 75-day (365 * 4.9) supply of inventory.

Is a 75-day inventory good or bad? It depends on the industry and even on
the time of year. An auto dealer who has a 75-day supply of cars at the

height of the season may be in a strong inventory position, but the same
inventory position at the end of the season could be a real weakness. As
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automation, computers, and information systems make business operations

more efficient across all industries, inventory turnover is on the rise, and
the average number of days that inventory of any kind hangs around
continues to shrink.

Receivables turnover = sates on credit ¥ accounts receivable

Receivables turnover tells you something about liquidity by dividing the

sales that you make on credit by the,average accounts receivable. If an
average isn't available, you can use the accounts receivable from a balance

sheet.

If Global Gizmos makes 80 percent of its sales on credit, its receivables

turnover is ($810,000 x .8) * $135,000, or 4.8. (Refer to Figures 10-1 and 10-2

for Global Gizmos' income statement and balance sheet.) In other words, the

company turns over its receivables 4.8 times per year, or once every 76

days, on average. That's not so good if Global Gizmos' payment terms are 30

or 60 days. Unlike fine wine, receivables don't improve with age.

Long-term responsibilities

Your company's liquidity keeps you solvent from day to day and month to

month, but what about your ability to pay back long-term debt year after

year? Two financial ratios indicate what kind of shape you're in over the

long haul. The first ratio gauges how easy it is for your company to continue

making interest payments on the debt; the second tries to determine

whether the principal amount of your debt is in any danger.

If you've read this chapter from the beginning, you may be getting really

bored with financial ratios by now, but your lenders— bankers and bond-

holders, if you have them— find these long-term ratios to be incredibly

fascinating, for obvious reasons.

n&HE*/-

Times interest earned = earnings before interest and
taxes -r interest expense

Don't get confused — earnings before any interest expense and taxes are

paid (EBIT) really is just the profit that you have available to make those

interest payments in the first place. Global Gizmos, for example, has an EBIT

of $57,000 and an interest expense of $13,000 this year for a times-interest-

earned ratio of 4.4. (Refer to Figure 10-1 for the company's income
statement.) In other words, Global Gizmos can meet its interest expense

4.4 times over.
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<&*£*? You may also hear the same number called an interest coverage. Lenders get

mighty nervous if this ratio ever gets anywhere close to 1.0, because at that

point, every last cent of profits goes for interest payments on the long-

term debt.

bebtto-equity ratio - lona-term liabilities 4- owners' equity

The debt-to-equity ratio says a great deal about the general financial struc-

ture of your company. After all, you can raise money to support your

company in only two ways: borrow it and promise to pay it back with

interest or sell pieces of the company and promise to share all the rewards

of ownership. The first method is debt; the second, equity.

Global Gizmos has a debt-to-equity ratio of $90,000 * $385,000, or .23. (Refer

to Figure 10-2 for Global Gizmos' balance sheet.) This ratio means that the

company has more than four times as much equity financing as it does long-

term debt.

Lenders love to see lots of equity supporting a company's debt, because
they know that the money they loan out is safer. If something goes wrong
with the company, they can go after the owners' money. Equity investors, on
the other hand, actually want to take on some risk. They like to see rela-

tively high debt-to-equity ratios, because that situation increases their

leverage and (as the following section points out) can substantially boost

their profits. So the debt-to-equity ratio that's just right for your company
depends not only on your industry and how stable it is, but also on who
you ask.

Relative profitability

If profit is the bottom line for your business, profitability is the finish line.

Profitability tells you how well you measure up when it comes to creating

financial value out of your company. Profitability ratios allow you to keep
track of your own performance year by year. They also allow you to com-
pare that performance against that of other competitors, other industries,

and even other ways of investing resources.

You could easily invest the money that flows into your company in other

businesses, for example, or in bank accounts, real estate, or government
bonds. Each of these investments involves a certain level of risk. By compar-
ing profitability ratios, you begin to see whether your own company
measures up, generating the kinds of financial rewards that justify the risks

involved.
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Profitability ratios come in three flavors. The first type of ratio examines
profit relative to your company sales. The second type examines profit

relative to total assets. The final type examines profit relative to owners'
equity. Each of the ratios reflects how attractive your company is to an
investor.

Net profit margin = net profit -r gross revenue on sates

The net profit margin is your net profit divided by your gross revenue. The
ratio really says more about your costs in relation to the prices that you
charge, however. If your net profit margin is low compared with that of other

companies in your industry, your prices are generally lower or your costs

are too high. Lower margins are quite acceptable if they lead to greater

sales, larger market share, and bigger profits down the road, but you want to

monitor the ratio carefully. On the other hand, no one's going to quibble

with net profit margins that are on the high side, although they're an awfully

good way to attract new competitors.

Global Gizmos Company has a net profit margin of $50,000 * $810,000, or 6.2

percent, this year. (To examine Global Gizmos' income statement, refer to

Figure 10-1.) That result is a substantial increase from the 4.6 percent for the

year before. The company didn't grow just in terms of revenue, but also got

more profitable.

When you calculate your own net profit margin, you should also think about

calculating margins based on your operating profit and gross profit. To-

gether, these ratios give you a better idea of where your company's profit-

ability really comes from.

<^W^/
Return on investment = net profit -r total assets

Net profit divided by total assets gives you the overall return that you're

able to make on your company's assets — referred to as return on assets

(ROA). Because these assets are equal to all your debt and equity com-
bined, the ratio also measures an average return on the total investment in

your company. What does the ratio mean? It's similar to the yield on
Grandma's savings bonds or the return on that hot new mutual fund that

you've discovered. Return on investment (ROI) is widely used as a test of

company profitability, because you can compare it to other types of invest-

ments that an investor can put money into.

Watch out for one thing, though: The value of the total assets used in the

calculation of ROI usually is taken from a company's balance sheet and can

be way off base. If the assets have been around for a while, the numbers on

the page may not reflect real replacement costs, and if the assets are

undervalued, the ROI is bound to be a bit exaggerated.
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Global Gizmos has an ROI of $50,000 + $615,000, or 8.1 percent, this year.

(Refer to Figures 10-1 and 10-2 for the company's income statement and

balance sheet.) That figure is up from 5.9 percent the year before, and the

increase certainly is good news.

Whether your own company's ROI is where it should be depends to a large

extent on your industry, as well as on what the economy is doing at the

moment.

*****/

vtfBE*

Return on equity = net profit § owners' e^uitu

Net profit divided by the owners' equity in your company gives you the

return on just the equity portion of the investment (ROE). Keep in mind that

you've already taken care of all your bankers and bondholders first by
paying their return— the interest expense on your debt— out of your

profits. Whatever is left over goes to the owners and represents their return

on equity.

Your creditors always get paid first, and they get paid a fixed amount;
everything else goes to the owners. That's where leverage comes in. The
more you finance your company by using debt, the more leveraged you are,

and the more leveraged you are, the more you're using other people's

money to make money. Leverage works beautifully as long as you're good at

putting that money to work— creating returns that are higher than your
interest costs. Otherwise, those other people may end up owning your
company.

Global Gizmos, for example, has an ROE of $50,000 -k $385,000, or 13.0

percent. (The income statement and balance sheet shown in Figures 10-1

and 10-2, earlier in this chapter, shed some light on where these figures

come from.) Without any leverage, that ROE would be the same as the

company's ROI, or only 8.1 percent. More leverage probably would raise the

ROE even higher, upping the risk at the same time. In short, leverage makes
the good years better for the owners and the bad years much worse.

v* Financial ratios allow you to compare your performance with that of

other companies, especially your competitors.

*> One set of ratios examines your company's vital signs to see if your
company is going to remain solvent.

v* Another set of ratios examines your company's financial health by
measuring profit in terms of sales, assets, and equity.
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Chapter 11

Forecasting and Budgeting

In This Chapter

Constructing your financial forecast

>- Putting together a pro-forma income statement

• Estimating a balance sheet

! Projecting your cash flow

Exploring financial alternatives

Preparing your company's budget

Money is an excellent servant, but a terrible master.

— P. T. Barnum

**£^

Wow many times have you sat around the table with the family (or

maybe just your dog) and talked about the importance of putting the

household on a budget? Everybody knows what a budget is, of course: It's a

way of figuring out how much you're going to spend on essentials (the

things that you need) and incidentals (all the frills). By its very nature, a

budget is something that looks ahead, combining a forecast and a set of

guidelines for spending money.

As you probably know from experience, it's a lot easier to put together a

budget if you have some basic financial information to work with. It's nice to

know how much money's going to come in, for example, and when you
expect it to arrive. It's also important to keep track of the expenses that

absolutely have to be taken care of, such as the mortgage and the car

payment. Only then can you begin to get a handle on what you have left

over— your working capital.

For your company, this kind of basic financial information resides in its

financial statements. (For more information on financial statements, refer to

Chapter 10.) These financial statements— income statements, balance sheets,
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cash flow— are fairly straightforward, because they're based on how your
company performed last year or the year before. Unfortunately, financial

information is not quite as easy to put together and use when you have to

plan for next year, three years from now, or even five years from now.

Why go to all the trouble of putting financial information together in the first

place? The answer is simple: Although the numbers and financials aren't your
business plan by themselves, they help you to fulfill your business plan.

Without them, you're in real danger of allowing your financial condition—
money (or the lack of it) — to take control of, or even replace, your business

plan.

In this chapter, we help you construct a financial forecast for your company,
including a pro-forma income statement, an estimated balance sheet, and a

projected cash-flow statement. Because nothing in the future is certain, we
also introduce scenario planning and what-if analysis as ways to consider

several financial alternatives. Finally, we talk about how you can use the

financial information to create a budget, explaining what goes into a budget

and how to go about making one.

Constructing a Financial Forecast

Every philosopher-wannabe has spoken profound words about the future

and about whether we should try to predict it. But we can't avoid the future.

It's there, it's uncertain, and we're going to spend the rest of our lives in it.

All of us make decisions every day based on our own personal view of what's

ahead. Although things often end up surprising us, our assumptions about

the future at least give us a basic framework to plan our lives around. Our
expectations, no matter how far off the mark they are, encourage us to set

objectives, to move forward, and to achieve our goals somewhere down
the road.

You can think about the future of your company in much the same way.

Assumptions about your own industry and marketplace — that you'll have

no new competitors, that a new technology will catch on, or that customers

will remain loyal, for example — provide a framework to plan around. Your

expectations of what lies ahead influence your business objectives and the

long-term goals that you set for the company.

^HEfy You want to be clear about what your business assumptions are and where

^)if" they come from, because your assumptions are as important as the numbers
themselves when it comes to making a financial prediction. If you are

convinced that no new competitors will enter the market, say why. If you see
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a period of rapid technological change ahead, explain your reasons. Don't

try to hide your business assumptions in a footnote somewhere; place them
in a prominent position. That way, you make your financial forecast as

honest, adaptable, and useful as it can be. If all your assumptions are out in

the open, nobody can possibly miss them.

Ij>

Everybody who looks at your forecast knows exactly what's behind it.

j> You know exactly where to go when your assumptions need to be

changed.

As you may have guessed, coming up with predictions that you really believe

in isn't always easy. You may trust some of the numbers (next year's sales

figures) more than you do others (the size of a brand-new market). Some of

your financial predictions are based on your best estimate. You may arrive

at others by using sophisticated number-crunching techniques. When you
get the hang of it, though, you begin to see what a broad and powerful

planning tool a financial forecast can be. You'll find yourself turning to it to

help answer all sorts of important questions, such as the following:

v* What cash demands does your company face in the coming year?

u* Can your company cover its debt obligations over the next three years?

v* Does your company plan to make a profit next year?

\* Is your company meeting its overall financial objectives?

i* Do investors find your company to be an attractive business proposition?

With so many important questions at stake, a financial forecast is worth all

the time and effort that you can spend on it. Because if you're not careful,

a forecast can turn out to be way off base. Did you ever hear the old com-
puter hacker's expression "Garbage in, garbage out"? The same is true of

financial forecasts. Your financial forecast is only as good as the numbers
that go into it. If the numbers are off the mark, it's usually for one of the

following reasons:

v* Expectations were unrealistic.

v* Assumptions weren't objective.

i> Predictions weren't checked and rechecked.

The following sections examine the financial statements that make up a
financial forecast. After we explain how to put these statements together,

we point out which of the numbers are most important and which are the

most sensitive to changes in your assumptions and expectations about the

future.
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Pro-forma income statement

Pro forma refers to something that you describe or estimate in advance. (It

can also mean something that is merely a formality and can be ignored —
but don't get your hopes up; we're talking about a serious part of a business

plan.) When you construct your financial forecast, you should try to include

pro-forma income statements — documents that show where you plan to get

your money and how you'll spend it— for at least three years and for as long

as five years in the future, depending on the nature of your business. You
should subdivide the first two years into quarterly income projections. After

two years, when your income projections are much less certain, annual

projections are fine. (For a look at an income statement, flip to Chapter 10.)

Your company's pro-forma income statements predict what sort of profit

you expect to make in the future by asking you to project your total busi-

ness revenue and then to subtract all your anticipated costs. The following

should help you get ready:

i> If you're already in business and have a financial history to work with,

get all your past financial statements out right away You can use them
to help you figure out what's likely to happen next.

W If you have a new company on your hands and don't have a history to

fall back on, you have to find other ways to get the information that you
need. Talk to people in similar businesses, sit down with your banker

and your accountant, visit a trade association, and read industry

magazines and newspapers.

The pro-forma income statement has two parts — projected revenue and
anticipated costs.

Projected revenue

Your company's projected revenue is based primarily on your sales

forecast — exactly how much of your product or service you plan to sell.

You have to think about two things: how much you expect to sell, naturally,

and how much you're going to charge. Unfortunately, you can't completely

separate the two things, because any change in price usually affects the

level of your sales.

Your sales forecast is likely to be the single most important business prediction

that you'll ever make. If you get it wrong, the error can lead to mountains of

unsold inventory or a sea of unhappy, dissatisfied customers— a financial

disaster in the making. A souvenir-T-shirt company that overestimates how
many Super Bowl T-shirts customers will buy, for example, is going to be

left with an awful lot of worthless merchandise. By the same token, the

corner toy store that underestimates how many kids will want the latest

Tickle Me Elmo will have to answer to many frustrated parents and unhappy
children — and will suffer lost sales.
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How do you get the sales forecast right? Start by looking at its formula:

Sales forecast = market size x growth rate x market-share target

i> Market size estimates the current number of potential customers.

*> Growth rate estimates how fast the market will grow.

*> Market-share target estimates the percentage of the market that you
plan to capture.

Because your sales forecast has such a tremendous impact on the rest of

your financial forecast— not to mention on the company itself— you
should try to support the estimates that you make with as much hard data

as you can get your hands on. Depending on your situation, you can also

rely on the following guides:

Company experience. If you already have experience and a track record in

the market, you can use your own sales history to make a sales prediction.

But remember that your sales are a combination of the size of the market

and your own share of the market. You may still need other sources of data

(listed in the following paragraphs) to help you estimate how the market

and your share of it are likely to change in the future.

Using data from outside your company also ensures that you're taking full

advantage of all the growth opportunities that are available. All too often,

companies use last year's sales as a shortcut to estimating next year's sales,

without taking the time to look at how their markets are changing. Because a

sales forecast can be self-fulfilling, those companies may never know what
they missed!

Industry data. Industry data on market size and estimates of future growth
come from all quarters, including trade associations, investment companies,

and market-research firms (covered more extensively in Chapter 4). You can
also get practical and timely information from industry suppliers and
distributors.

Outside trends. In certain markets, sales levels are closely tied to trends in

other markets, social trends, or economic trends (a phenomenon described

in Chapter 12). Car sales, for example, tend to move with the general

economy. So when car dealers track what's happening with the Gross

Domestic Product (GDP), they get an estimate of where car sales are

headed.

Even if a product is brand-new, you can sometimes find a substitute market
to track as a reference. When frozen yogurt first appeared on the scene, for

example, frozen-yogurt makers turned to the sales history of ice cream to

help support their own sales forecasts.
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Speaking of ice cream, don't forget to factor sales cycles into your forecast;

in most of the U.S., ice-cream sales freeze over in January and February.

Other markets may have other cycles.

Next, multiply your sales forecast by the average price that you expect to

charge. The result is your projected revenue and it looks like this:

Projected revenue = sales forecast x average price

Where does the average price come from? Your average price is based on
what you think your customers are willing to pay and what your competi-

tors are charging. Use the information that you pack away on your industry

and the marketplace. (Refer to Part II for how to analyze your industry and
customers.) The price should also take into account your own costs and
your company's overall financial situation.

Now put all the numbers together and see how they work. We'll use a

company called Global Gizmos as an example. Sally Smart, widgets product
manager, is putting together a three-year revenue projection. Using industry

and market data along with the company's own sales history, Sally estimates

that the entire market for widgets will grow about 10 percent a year and that

Global Gizmos' market share will increase by roughly 2 percent a year, with

projected price increases of approximately $1 to $2. She puts the numbers
together in a table so that she can easily refer to the underlying estimates

and the assumptions that support them (see Table 1 1-1).

Table 11-1 Widget-Revenue Projection for Global G zmos Company

Revenue Projection Yearl Year2 Year 3

Projected market size (units) 210,000 231,000 254,100

Projected market share (%) 20 22 24

Sales forecast (units) 42,000 50,820 60,980

Average price $26 $27 $29

Projected revenue $1,092,000 $1,372,140 $1,768,420

Anticipated costs

When you complete your revenue projection, you're still not quite finished.

You still have to look at anticipated costs — the price tag of doing business

over the next several years. To make life a little easier, you can break

anticipated costs into the major categories that appear in a pro-forma

income statement: projected cost of goods sold, projected sales, general and

administration expenses, projected interest expenses, and projected taxes

and depreciation. The following list defines these categories:



Chapter 11: Forecasting and Budgeting J y/

Projected cost of goods sold (COGS). COGS, which combines all the direct

costs associated with putting together your product or delivering your

service, is likely to be your single largest expense. If you have a track record

in the industry, you have a useful starting point for estimating your

company's future COGS.

Even though the following formula may look ugly, it's actually a simple way
to calculate your projected COGS. Based on the assumption that the ratio of

your costs to your revenue will stay the same,

Projected COGS = (current COGS + current revenue on sales) x

projected revenue

If you haven't been in business long or if you're just starting a company, you
won't have access to this kind of information. But you can still estimate your

projected COGS by substituting industry averages or by using data that you
find on other companies that have similar products or services.

Although this ratio approach has the advantage of being simple, you can get

into trouble if you don't confirm the COGS that you come up with. At the

very least, you should sum up the estimates of the major costs looming

ahead (materials, labor, utilities, facilities, and so on) to make sure that the

projected COGS makes sense. This method is tougher, but it gives you a

chance to make separate assumptions and projections for each of the

underlying costs. You may be pleasantly surprised; you may discover that as

your company gets bigger and you're in business longer, your projected

revenue goes up faster than your costs do. The effect is called the experi-

ence curve (explained thoroughly in Chapter 13), and it means that your
COGS-to-revenue ratio will actually get smaller in the coming years.

Sales, general, and administration (SG&A). SG&A represents your
company's overhead: sales expenses, advertising, travel, accounting,

telephones, and all the other costs associated with supporting your busi-

ness. If your company is brand-new, try to get a feel for what your support

costs may be by asking people in similar businesses, cornering your accoun-

tant, or checking with a trade association for average support costs in your
industry. Also come up with ballpark numbers of your own, including

estimates for all the major overhead expenses that you can think of.

If you've been in business for a while, you can estimate a range for your
SG&A expenses using two calculations. The first method projects a constant

spending level, even if your company's sales are growing. In effect, you
assume that your support activities will all get more efficient and will

accommodate your additional growth without getting bigger themselves.

The other method projects a constant SG&A-to-revenue ratio. In this case,

you assume that support costs will grow as fast as your revenue and that

you won't see any increase in efficiency. An accurate SG&A forecast probably
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lies somewhere in between. Given what you know about your company's
operations, come up with your own estimate, and include the assumptions
that you make.

Interest expense. Your interest expense is largely the result of decisions

that you make about your company's long-term financing. Those decisions,

in turn, are influenced by your ability to pay your interest costs out of profits.

Think about what sort of financing you will need and what interest rates you
may be able to lock in; then estimate your interest expense as best you can.

Taxes and depreciation. Taxes certainly affect your bottom line, and you
want to include your projections and assumptions in your anticipated costs.

It's usually pretty simple to estimate their general impact in the future by
looking at their impact on your company now. If you're starting a new
business, do a bit of research on tax rates.

Depreciation, on the other hand, is an accountant's way of accounting for

the value that your big purchases lose over time. As such, it's an expense
that doesn't really come out of your pocket every year. You can estimate the

numbers, but don't get too carried away. In the future, your depreciation

expense will include a portion of those big-ticket items that you have to buy
to keep the business healthy and growing (computers, automobiles, forklifts,

and so on).

When you plug the numbers into your pro-forma income statement and calcu-

late your net profit, be prepared for a shock. You may discover that the

profit you were expecting in the first year or two has turned into a projected

loss. But don't panic. New business ventures often lose money for some
time, until their products catch on and some of the startup costs begin to

get paid off. Whatever you do, don't try to turn a projected loss into a profit

by diddling with the numbers. The point isn't to make money on paper; the

point is to use the pro-forma income statement as a tool that can tell you
what sort of resources and reserves you need to survive until losses turn

into predicted profits.

<$UE*r

Estimated balance sheet

Another part of your financial forecast is the estimated balance sheet, which,

like a regular balance sheet, is a snapshot of what your company looks like

at a particular moment— what it owns, what it owes, and what it's worth.

Your estimated balance sheets describe what you want your company to

become and how you plan to get it there. The estimated balance sheets that

you put together as part of your financial forecast should start with the

present and extend out three to five years in a series of year-end projections.

(For much more information on balance sheets, check out Chapter 10.)
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tf*^?/ While the pro-forma income statements in your financial forecast project

future revenue, costs, and profits, your estimated balance sheets lay out

exactly how your company will grow so that it can meet those projections.

First, you want to look at what sorts of things (assets) you'll need to support

the planned size and scale of your business. Then you have to make some
decisions about how you're going to pay for those assets. You have to

consider how you'll finance your company— how much debt you plan to

take on (liabilities) and how much of the company's own money (equity) you
plan to use.

Assets

Your company's projected assets at the end of each year include everything

from the money that you expect to have in the petty-cash drawer to the

buildings and machines that you plan to own. Some of these assets will be

current assets, meaning that you can easily turn them into cash; others will

be fixed assets. Don't be confused by the word current; we're still talking

about the future.

Current assets. The cash on hand and your investment portfolio, as well as

accounts receivable and inventories, add up to your current assets. How
much should you plan for? That depends on the list of current liabilities

(debts) you expect to have, for one thing, because you'll have to pay short-

term debts out of your current assets. What's left over is your working
capital. The amount of working capital that you will need depends on your
future cash-flow situation.

*M^

Your estimates of future accounts receivable (money that customers will

owe you) depend on the payment terms that you offer and on the sales that

you expect to make on credit.

Projected inventories (the amount of stuff in your warehouse) depend on
how fast your company can put together products or services and get them
to customers. The longer it takes to build products, the bigger the inventory

cushion you may need.

Fixed assets. Land, buildings, equipment, machinery, and all the other

things that aren't easy to dispose of make up your company's fixed assets.

Your estimated balance sheets should account for the big-ticket items that

you expect to purchase or get rid of. Your capital purchases (such as

additional buildings, more equipment, and newer machines) can play a

major role in company growth, increasing both your revenue and the scale

of your business operations.

Keep an eye on how each machine or piece of equipment will help your bottom
line. If you plan to buy something big, make a quick calculation of its payback
period (how long it will take to pay back the initial cost of the equipment out

of the extra profit that you'll make). Is the payback period going to be months,
years, or decades? As you plan for the future, you also want to keep track of
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your overall expected return on assets (ROA), which is your net profits

divided by your total assets. This figure monitors how well you expect all

your assets to perform in the future. Compare your estimated ROA with

industry averages and even with other types of investments.

Extruding better returns

A small, up-and-coming West Coast company

(we'll call it Klever Kitchens) has made a big

name for itself in the kitchen-accessories

business. Klever Kitchens produces all sorts

of newfangled gadgets and utensils for the

gourmet chef— everything from pasta hooks

to melon scoops. Because many of the

company's products are made of plastic, the

owners face a decision about the purchase of

a second plastic-extruding machine. They

know that the investment is sound, because

the new $20,000 machine will allow the com-

pany to grow, and they expect it to generate

an additional $4,000 a year in profit, resulting

in an estimated payback period of about five

years ($20,000 divided by $4,000). The question

is whether to pay for the extruder by borrow-

ing the funds or by using some of the

company's equity reserves.

The owners understand that using debt is a way
to leverage the company. The bank has already

agreed to loan Klever Kitchens 75 percent of

the $20,000 investment at a fixed 8 percent

interest rate. But what do the numbers say?

Return on equity (ROE) really measures how
much money Klever Kitchens makes on the

money that it invests (ROE = (added profit -

interest expense) * equity). By taking on debt,

the owners expect to earn an additional $2,800

on their investment of $5,000 in the new ex-

truder, for an ROE of 56 percent. That figure is

almost three times the return that they would

receive by putting up the funds themselves.

Acting like a financial crowbar, leverage al-

lows Klever Kitchens to use other people's

money to generate profits for itself. The risks

are also a bit higher, of course, because the

owners have to make added interest payments

or face losing the extruder and maybe the en-

tire company. In this case, Klever Kitchens

should borrow the funds, deciding that the re-

wards are well worth the risks.

Additional Plastic Extruder No Leverage Leverage

Liability $0 $15,000

Equity $20,000 $5,000

Added net profit $4,000 $4,000

Added interest expense $0 $1,200

Added profit minus interest expense $4,000 $2,800

Return on equity (ROE) 20% 56%



Chapter 11: Forecasting and Budgeting 20 1

&H**?-

<$***>•

Liabilities and owners' equity

Estimated balance sheets have to balance, of course, and your projected

assets at the end of each future year have to be offset by all the liabilities

that you intend to take on, plus your projected equity in the company. Think

about how leveraged you intend to be (how much of your total assets you
expect to pay for out of money that you borrow). Your use of leverage in the

future says a great deal about your company. It shows how confident you are

about future profits; it also says, loud and clear, how willing you are to take

risks for future gain. For more about how leverage works, check out the

sidebar "Extruding better returns," or flip to Chapter 10.

Current liabilities. This category consists of all the money that you expect

to owe on a short-term basis. That's why these debts are called current

liabilities, although we're still talking about the future. Current liabilities

include the amounts that you expect to owe other companies as part of your

planned business operations, as well as payments that you expect to send to

the tax people. You have to plan your future current assets so that they not

only cover these estimated liabilities, but also leave you some extra capital

to work with.

Long-term liabilities. The long-term debt that you plan to take on repre-

sents the piece of your company that you intend to finance. Don't be

surprised, however, if potential creditors put a strict limit on how much they

will loan you, especially if you're just starting out. It's hard to buy a house
without a down payment, and it's almost impossible to start a company
without one. The down payment is your equity contribution. In general,

bankers and bondholders alike want to see enough equity put into your
business to make them feel that you're all in the same boat, risk-wise. Equity

reassures them that you and other equity investors have a real financial

stake in the company, as well as tangible reasons to make it succeed.

How much are lenders willing to loan you, and how much of a down pay-

ment do you need to come up with to satisfy them? The answer depends on
several things. If you're already in business, the answer depends on how
much debt your company already has, how long your company's been
around, how you've done up to now, and what the prospects are in your
industry. If your company is new, financing depends on your track record in

other businesses or on how well you do your homework and put together a

convincing business plan.

Before you take on a new loan, find out what kind of debt-to-equity ratios

similar companies have. (For help, turn to Chapter 10.) Make sure that

yours will fall somewhere in the same range. As an additional test, run some
numbers to make sure that you can afford the debt and the interest pay-

ments that come along with it.
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tives, acquaintances, and often total strangers lay claim to are all lumped
together as owners' equity. Although the details of ownership can become
ridiculously complex, the result of the process is fairly straightforward. All

owners own part of your company, and everybody sinks or swims, depend-
ing on how well the company does.

In general, you can estimate how well the company is likely to do for its

owners by projecting the return that you expect to make on the owners'

investment (refer to Chapter 10 for the details). Then you can compare that

return with what investors in other companies, or even other industries, are

earning.

In the initial stages of your company, equity capital is likely to come from

the owners themselves, either as cash straight out of the wallet or from the

sale of stock to other investors. The equity at this stage is crucial, because if

you want to borrow money later, you're going to have to show your bankers

that you have enough invested in your business to make your company a

sound financial risk. When the company is up and running, of course, you can

take some of your profits and (rather than buy the little sports car that you've

always wanted) give them back to the company, creating additional equity.

Unfortunately, profit has another side, and the down side is definitely in the

red. Although you probably don't want to think about it, your company may
lose money some years (especially during the early years). Losses don't

generate equity; on the contrary, they eat equity up. So you have to plan to

have enough equity available to cover any anticipated losses that you
project in your pro-forma income statements (refer to the section "Pro-

forma income statement" earlier in this chapter).

Projected cash ftou?

The flow of cash through a business is much like the flow of oil through an

engine; it supports and sustains everything that you do and keeps the various

parts of your company functioning smoothly. We all know what happens

when a car's oil runs dry: The car belches blue smoke and dies. Running out

of cash can be just as catastrophic for your company. If you survive the

experience, it may take months or even years for your company to recover.

Cash-flow statements keep track of the cash that comes in and the cash that

goes out of your company, as well as where the money ends up. These

statements are crucial. Projected cash-flow statements ensure that you

never find the cash drawer empty at the end of the month when you have a

bunch of bills left to pay.
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Cash-flow statements should project three to five years into the future, and

for the first two years, they should include quarterly (or, better yet,

monthly) cash-flow estimates. Monthly estimates are particularly important

if your company is subject to seasonal cycles or to big swings in sales or

expenses. (If you're not sure what a cash-flow statement looks like and how
it's different from an income statement, flip to Chapter 10.)

You get a bonus from all this work: The effort that you put into creating

cash-flow statements for the company gives you a head start when the time

comes to create a budget for your business (see "Making a Budget" later in

this chapter).

j> Your financial forecast should include a pro-forma income statement,

an estimated balance sheet, and a projected cash-flow statement.

v^ The business assumptions behind your forecast are as important as the

numbers themselves.

j> Your company's pro-forma income statement predicts the profit that

you expect to make in future years.

\* Your estimated balance sheet lays out how you expect your company
to grow in the future.

j> Your company's projected cash-flow statement tracks your expected

cash position in coming years.

Exploring Alternatives

Wouldn't it be nice if you could lay out a financial forecast — create your
pro-forma income statements, estimated balance sheets, and projected

cash-flow statements — and then just be done with it? Unfortunately the

uncertain future that makes your financial forecast necessary in the first

place is unpredictable enough to require constant attention. To keep up,

you have to do the following things:

v Monitor your financial situation and revise the parts of your forecast that

change when circumstances— and your own financial objectives— shift.

v* Update the entire financial forecast regularly, keeping track of when
past predictions were on target or off, and extending your projections

another month, quarter, or year.

v* Consider financial assumptions that are more optimistic and more
pessimistic than your own best predictions, paying special attention to

the estimates that you're the least certain about.



201$ Part '"- Weighing Your Company's Prospects

«*2£& Why take the time to look at different financial assumptions? For one thing,

they show you just how far off your forecast can be if things happen to turn

out a bit differently than you expect. Also, the differences that you come up
with are an important reminder that your forecasts are only that. You have
to be prepared for alternatives.

&2&

The DuPont formula

If you really want to get a feel for what's going to happen when you change
any of the estimates that make up your company's financial forecast, you
have to understand a little bit about how the numbers relate to one other.

The DuPont company came up with a formula that turned out to be so useful

that other companies have been using a similar one ever since.

The idea behind the DuPont formula is simple. The recipe describes all the

ingredients that play a role in determining your return on equity (ROE) — a

number that captures the overall profitability of your company. ROE is your
company's overall net profit divided by the owners' equity. But knowing that

your ROE is 13 percent, for example, is a lot like getting B+ on a test. You
think that you did relatively well, but why did you get that particular grade?

Why didn't you get an A? You want to know what's behind the grade so that

you can do better next time.

By learning what's behind your company's ROE, you have a way to measure the

impact of your financial predictions on your profitability. The DuPont chart

shown in Figure 1 1-1 turns the formula into a pyramid, with the ROE at the top.

Each level of the pyramid breaks the ratio into more basic financial ingredients.

Figure 11-1:

The DuPont

chart turns

the DuPont

formula into

a pyramid,

with return

on equity

(ROE) at

the top.

DuPont Chart at a Glance

Leverage

Assets -5- Equity

ROE

X ROA

Assets

Turnover

X Net Profit

Margin

Sales -J- Assets Net Profit -5- Sales
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First level

ROE = ROA x leverage

You can increase your company's return on equity by increasing the overall

return on your company assets or by increasing your leverage (the

ratio of your total company assets to equity).

Second level

Leverage = assets -s- equity

As your debt increases relative to equity, so does your company's
leverage.

ROA = asset turnover x net profit margin

You can increase your return on company assets by turning those

assets into more sales or by increasing the amount of money that you
make on each sale.

Third level

Asset turnover = sales + assets

Asset turnover is the amount of money that you take in on sales relative

to your company's assets. The bigger your asset turnover, the more
efficient you are at turning assets into sales.

Net profit margin = net profit -r sales

Net profit margin is the profit that you make after subtracting expenses

divided by the amount of money you take in on sales. The larger your
profit margin, the lower your overall costs relative to the prices that

you charge.

U/hat-if analysis

After you see how the DuPont formula is put together, you can start explor-

ing different assumptions and what happens when you change the financial

forecast. With the DuPont formula, you can look at how those changes are

likely to affect your projected profitability, measured by your return on
equity. The DuPont formula makes answering questions like the following

much easier:

v* What if you cut prices by 3 percent?

\* What if you increase sales volume by 10 percent?

v* What if cost of goods sold goes up by 8 percent?

^ What if you reduce your leverage by 25 percent?
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If you get your computer and a spreadsheet program involved in the analy-

sis (see your local computer guru for help, if necessary), you can ask 10

what-if questions and get the answers before you have time to think of the

next 10.

The better you understand where your revenue and profits come from, the

better prepared you are to meet financial challenges. For more help on
preparing for change, check out Chapter 12.

*> Looking at different financial assumptions allows you to cover your
bets in an uncertain future.

*> The DuPont formula describes exactly what goes into your return on
equity, which is a measure of your overall profitability.

v* Using the DuPont formula, you can ask what-if questions to gauge the

effects of changing your financial assumptions.

Making a Budget

*!«&*

The pieces of your financial forecast— the pro-forma income statements,

estimated balance sheets, and projected cash-flow statements — are meant
to create a moving picture of your financial situation tomorrow, next month,

next year, and three or even five years out. Your financial picture is likely to

be much clearer in the near term, of course, and much cloudier the farther

out you try to look. Fortunately, you can use the best of your forecasts to

make near-term decisions about where, when, and how much money to

spend on your company in the future.

Making a budget for your company is one of the most important steps that

you'll take as you prepare your business plan. Your budget, in effect, con-

sists of a series of bets that you're willing to place, based on what you
expect to happen in your industry and in the marketplace in general. Your

budget spells out exactly where your company's resources will come from

and where they're going to go, and helps ensure that you make the right

financial decisions.

S&SJ/A A budget is more than a collection of numbers, though. Your budget is also

a business tool that helps you communicate, organize, monitor, and control

what's going on in your business. Your company's budget does the

following things:

J*>

Requires managers to communicate with one another so that they can

agree on specific financial objectives, including revenue levels and

spending targets.
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»> Establishes roles and responsibilities for managers, based on how
much money they're in charge of bringing in and how much they're

allowed to spend.

v Creates a standard way of measuring and monitoring management
performance by keeping track of how well the revenue targets and

spending limits are met.

*> Promotes the efficient and effective use of your financial resources by

making sure that all your resources point toward a common set of

business goals.

&***?
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What's inside the budget

The rough outlines of your company's budget look a lot like your projected

cash-flow statement. In fact, the cash-flow statement is the perfect place to

start. Projected cash flow is a forecast of where you think the company's
money will come from and where it's going to go in the future. Your budget

fills in all the details, turning your financial forecast into a specific plan for

taking in money and doling it out.

The master budget that you create is meant to account for everything that

your company plans to do over the next year or two. Although you spend
your company's money in all sorts of ways, all those ways can be divided

into short-term and long-term spending. In the short term, you use money to

keep the business up and running every day, covering the costs and ex-

penses of putting together and selling products and services. Over the

longer term, you use money to invest in things that will make your company
bigger, better, or more profitable.

If your company is small and you have only a few employees, a single master

budget should be all that you need to keep your day-to-day finances on track

as well as to make decisions in the future. When your company gets a little

bigger, however, you may want to think about your company's finances in

terms of more than one budget, each of which covers a different aspect of

your business. You may want to create the following budgets:

*** Operating. This budget deals with all the costs that are directly associ-

ated with putting your product or service together, such as materials,

supplies, labor, utilities, services, and facilities.

»> Administrative. This budget deals with the expenses that are involved

in supporting your products and services, including sales and advertis-

ing, administrative salaries, phone and fax lines, and travel expenses.

*-" Financial. This budget deals with the overhead expenses involved in

managing your assets, including keeping your books, doing your taxes,

controlling your product inventory, and keeping track of your accounts

receivable (the money that customers owe you).
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v* Capital. This budget deals with funds that are earmarked for the

purchase of big-ticket items, such as new equipment, computers, a

company car, and additional office space.

f Development. This budget deals with money that is set aside for

developing new products, opening branches in other cities, or market-

ing to brand-new groups of customers.

When you need several budgets, like those in the preceding list, you use a

master budget to pull all the separate budgets together and make sure that

they meet your company's larger goals and financial objectives.

Global Gizmos Company put together a budget for the next two years based
on a financial forecast and its projected cash flow (see Figure 11-2). The
company's master budget looks a great deal like one of its cash-flow state-

ments (flip to Chapter 10 for a comparison). But the budget goes into more
detail in dividing the broad financial objectives into actual revenue and
expense targets for specific company activities. The cost of goods produced,

for example, is broken down into the cost of raw materials and supplies,

labor, and utilities and facilities.

Hou/ budgets are done

Somehow, it's never the right time to sit down and make a budget; there's

always something much more important to do. This situation seems to hold

true for household and company budgets alike. Why doesn't anybody like to

do them? Often, there doesn't seem to be enough financial information

around to make a budget that's of any real use. If you complete a financial

forecast first, however, your company's budget is much easier to complete.

So when do you get started? If you're just starting your company, there's no

time like the present. If you're already up and running, when you create a

budget depends on the company's size. For really big companies, the yearly

budget process may begin six to nine months in advance. No wonder that

the job can feel a bit like never-ending drudgery! Most companies, however,

can count on spending some serious time with their budgets three or four

months before the next year gets under way.

Established companies can use their track records and financial histories as

starting points for next year's budget. But be careful. When you're a veteran,

it's all too easy to get a bad case of budgetary laziness, using last year's

numbers as a shortcut to next year's numbers. Unfortunately, you can veer

off financial course before you know it. A good compass for this situation is

something called zero-based budgeting. When you insist on zero-based

budgeting, you ask everybody— including yourself— to go back and start

from ground zero in preparing a budget. Rather than use last year's budget

numbers, you make full use of your financial forecast, building up a new set

of numbers from scratch. The process takes a little longer but is almost

always worthwhile.
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Figure 11-2:

The master

budget

looks a lot

like the

company's

projected

cash-flow

statement.

Master Budget

Global Gizmos Company

REVENUE AND EXPENSES

Next Year Year After

Budgeted Revenue:

Gross receipts on sales

Dividend and interest income

$895,000

4,000

$970,000

5,000

Total Revenue Available $899,000 $975,000

Budgeted Expenses:

Cost of goods produced

Raw materials and supplies

Labor costs

Utilities and facilities

$ 600,000

250,000

300,000

50,000

$ 650,000

275,000

325,000

50,000

Sales, general, and administration

Sales and distribution

Advertising and promotion

Product service

Accounting and office support

$165,000

90,000

30,000

15,000

30,000

$170,000

95,000

30,000

20,000

30,000

Interest expense

Taxes

12,500

22,000

12,000

24,000

Buildings, equipment, machinery

Equipment and computers

Expanded warehouse

40,000

35,000

5,000

$100,000

25,000

75,000

Development projects

New product development

New market development

10,000

8,000

2,000

15,000

5,000

10,000

Long-term debt reduction

Dividend distribution to owners

2,500

6,000

2,000

7,000

Total Expenses Out $858,000 $980,000

NET CHANGE IN CASH POSITION $41,000 $ -5,000



210 Part '"- Weighing Your Company's Prospects

S&Vb

The process of making a budget often gets a bad rap in the business world.

Rather than see budgeting as being a helpful business tool, business

owners often rank budgeting among the greatest evils on earth, and
managers often talk about it in unprintable ways. So what gives? When the

budgeting process falls apart in a company, at least one of the following

things probably happened:

v* The budget was handed down from above and used to control the

company's managers, taking away their ability to influence the business

decisions that they were ultimately responsible for carrying out.

*> The budget was based on short-term thinking, ignoring the company's
longer-term plans and strategic goals.

u* The budgeted revenue and expense targets had nothing to do with the

company's larger financial objectives or its real financial situation.

To make sure that your own company's budget doesn't suffer these fatal

flaws, take a close look at two ways to put together a budget.

Top-doutn budqetinq approach

The top-down approach to making your budget is the simplest way to work
through your company's financial plans. The process pretty much begins

and ends with the people who are in charge. If your company is small, you
may want to invite some outside people to join you— people whom you
trust, such as your banker, accountant, or maybe a close business associate.

The process goes something like this:

1. Put the finishing touches on your company's financial forecast,

including pro-forma income statements, expected balance sheets, and
projected cash-flow statements.

If certain pieces are missing or incomplete, try to get the information

that you need, or make a note that the document you need is unavailable.

2. Meet with the company's decision-makers (or your trusted group, if

you're self-employed) to review the financial forecast.

Take time to discuss general expectations about the future. Talk about

the business assumptions that go into the forecast and the key predic-

tions and estimates that come out of it.

3. Meet again to explore possible financial alternatives.

Look at different sets of business assumptions and weigh their potential

effects on the forecast. Continue to meet until the group either agrees

or agrees to disagree about the future.

4. Come up with revenue and expense targets for each of your
company's major business activities or functional areas (whichever is

more appropriate to your company).
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5. Meet one last time after the budget is in place to review the numbers
and get it approved.

Put together a written summary to go along with the numbers so that

everyone in the company knows what the budget is, where it comes
from, and what it means.

Although top-down budgeting does a fairly good job when you know all the

people in your company by their first names, the approach has some
definite disadvantages when your company gets bigger. By including only

the managers at the top, you run the risk of leaving out large chunks of the

organization and losing track of your real business situation when it comes
time to plug in the numbers.

Bottom-up budgeting approach

The bottom-up approach to creating your budget really is just an expanded
version of the top-down process, taking into account the demands of a

bigger company and of more people who have something to say. You still

want to begin putting together your budget by getting a group of senior

managers together. That group should still spend time coming to a general

understanding of, and agreement on, your company's financial forecast,

along with the business assumptions and expectations for the future that go

with it. But rather than forcing a budget from the top, this approach allows

you to build the budget up from the bottom.

Don't ask the group of senior managers to go on and dictate the company's
budget. At this point in the budget process, the bottom-up approach means
that it's time to get managers and supervisors at all levels of the company
involved. The process goes like this:

1. Meet with senior managers and ask them to review the company's
broad financial objectives for each of the major business areas.

Try to come up with guidelines that set the tone and direction for

budget discussions and negotiations throughout the company.

2. Ask managers to meet with their managers and supervisors at all

levels in the organization.

Meetings can start with a recap of the budget guidelines, but discus-

sions should focus on setting revenue and expense targets. After all,

these managers are the ones who actually have to achieve the numbers
and stay within the spending limits.

3. Summarize the results of the budget negotiations.

If necessary, get the senior group members together again to discuss

revisions in the financial objectives, based on the insights, perceptions,

and wisdom of the company's entire management team.
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4. Go through the process again, if you have to, so that everyone at

every level of the organization is on board (or at least understands
the reasoning behind the budget and its numbers).

5. Approve the budget at the top.

Make sure that everybody in the company understands what the

budget means, applying the budget not only to financial objectives but

also to larger business goals.

*^ Your budget spells out exactly where your company's resources will

come from and where they will go.

u* Your budget should be based on your projected cash-flow statements.

«> Top-down budgeting is done by the top people— owners or senior

managers — and works best in small companies.

j> Bottom-up budgeting involves all management levels, which can mean
more realistic revenue targets and spending limits.
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In this part . .

.

mMyou\dnt life be easier if you could predict the

future? You'd never second-guess any of your
decisions again. We have some good news: Although you
can't predict the future with 100 percent accuracy, you
can prepare yourself for the future. And planning for the

future — whether in life or in business — is a great way to

cut down on all the second-guessing that comes later.

In this part, we help your company look to the future. We
prepare you for change by looking closely at where
changes are likely to come from. We talk about how you
can anticipate changes ahead of time, assessing what
effect these changes will have on your business and how
likely they are to really happen.

Of course, you don't necessarily have to accept the future

that you predict, so we help you shape your own future

by thinking strategically. We introduce tried-and-true

business strategies that have worked in the past, and
show you how to create your own company strategy for

the future. Finally, we explore different ways your busi-

ness can grow. We look at ways to extend your product

line, expand into new markets, and branch out into brand

new businesses.



Chapter 12

Preparing for Change

In This Chapter

»- Defining the dimensions of change

»» Tracking economic, government, technology, and cultural trends

Anticipating changes

Using trend forecasting and scenario planning

• Assessing the effects of change

Making use of probabilities and impacts

There is no finish line.

— Nike, Inc.

m ife is defined by change. When we get up in the morning, we expect to

Itm live through a day that's different in all sorts of ways from the day
before. As far as we know, only Bill Murray in the movie Groundhog Day ever

had to live the same day over and over again, and it almost drove him crazy.

All of us expect change. At one time or another, no doubt, each of us has

said, "I really need a change." But you don't often hear people say that they

want a change or like change. Change makes things uncertain, uncertainty

makes planning difficult, and people like to plan. (After all, you're reading

this book.)

Companies don't want or like change, either, and they have come up with

hundreds of excuses for trying to keep things just the way they are. Follow-

ing are some of the top excuses:

»> It's never been tried before.

u* We tried it before.

u* It's too radical.

u* It's working fine as it is.

u* We don't have the time.

»> We're not ready for it.
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j> We can't take a chance.

*> Our company's different.

i> We should, but . .

.

w It's impossible.

Although companies try to avoid change, they can never escape it, because
change is what makes a market work in the first place. Change is the neces-

sary evil that allows companies to form and grow, products and services to

get better, competitors to come from everywhere, and customers to go on
shopping. In a competitive marketplace, if you stop changing, you die.

Harsh, but true.

Good companies understand this fact but often have a hard time acting on it

when they become successful— maybe because they have more at stake.

The original Fortune 500 list, published more than 50 years ago, represented

the biggest and best American companies. Today, only a few of the original

companies are still on the list, and many are in completely different busi-

nesses.

Across all industries, the list of companies whose stars have dimmed
continues to grow:

v* Royal Typewriters (outstanding manual typewriters)

V Pan American Airways (pioneered commercial aviation)

*> Commodore Computers (built the personal-computer market)

\* A&P (grocery stores from the Atlantic to the Pacific)

U* Schwinn (a bicycle for every kid on the block)

In this chapter, we try to prepare you for change. We start by defining the

elements of change, including economic, technological, governmental, and
cultural trends. We go on to look at ways in which you can anticipate change

by forecasting those trends and creating alternative scenarios. We also show
you how to assess the possible effects of change.

Defining the Dimensions of Change
<$***>> Events and forces that are beyond your control continuously change the

business conditions around you. You can't fiddle with the laws of physics or

human nature, but you must keep track of changes as they're taking place.

The experts would say that you're doing environmental scans— not the kind

that the U.S. Environmental Protection Agency does, but the kind that look

at anything that might affect your business situation.
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Topps isn't tops any longer

It's not just the big, slow-moving companies

that get swept away by change. Did you ever

hear of Topps, Inc.? In the '50s and '60s, base-

ball cards and brittle pink chewing gum went

together. The Mickey Mantle card was a

Topps, and so were most of the other cards

traded by aspiring young fans. Topps more or

less invented the modern sports-card indus-

try. But kids today aren't as interested in Topps.

What happened? You guessed it: The world

changed. Competitors saw a lucrative market

and responded to the changing tastes of base-

ball fanatics, young and old. Nowfans buy and

sell Upper Deck, Fleer, Leaf, and other, newer

cards. The competitors offer improved graph-

ics, sturdier cards, and catchier packaging

than Topps did — and the cards don't come
with that silly gum. Topps went right on doing

what it had always done, but when it was
thrown an unexpected curve, it failed to keep

an eye on the ball.

Although thousands of factors can influence your business environment,

you can simplify matters by first looking at the ones shown in Figure 12-1.

(For the details, check out the following sections.) When radical changes
threaten to reshape your business, it's safe to bet that you should look more
closely at broad economic, technological, governmental, or cultural trends.

Figure 12-1:

You can

break an

environmental

scan into

four major

groups of

trends.

Trends at a Glance

Governmental

•Regulations

•Tax Policy

• Legal System

Economic ^ ^-— »»w ^ Technological

'.^SZtSS. ^Mour Company]^ :J~
•Currency Value ^ ^^-^—.A—-^-"'^ ^ • Life Cycles

Cultural

• Profiles

•Social Issues

• Lifestyle
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Economic trends
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A bank account, a mortgage, a car loan, and credit cards seem to be rela-

tively straightforward financial arrangements, which we all take advantage
of every day. When combined, these financial arrangements create the glue

that holds our economy together. It's not surprising that the economy, on a

large scale, is complex and complicated, but the biggest mystery in econom-
ics is why no one seems to understand the basic forces at work.

Economics involves numbers, which are called indicators. Indicators include

inflation rates, growth rates, interest rates, blah, blah, blah — the list goes
on and on. Fortunately, you need to focus on only four key economic
indicators, which reflect major trends in the economy:

v* Gross Domestic Product, or GDP (the total value of the nation's annual

production of goods and services)

v* Interest rates (the cost of borrowing money)

i* Inflation rates (the rate at which prices go up)

\^ Currency value (the value of a nation's money in the international arena)

Dealing with economic uncertainty can be difficult, but economic trends are

important enough that you have to keep track of them, even if your informa-

tion is incomplete. What numbers should you keep your eye on? The answer
depends on your business. We outline a number of trends and help you
figure out the important ones you need to be aware of:

A time when retail giants roamed the land

The 1930s and '40s were rough times around

the world. But all through the Great Depres-

sion and World War II, Americans could still

count on finding whatever they needed, from

handbags to house-building kits, if they

stopped and shopped at Sears, Roebuck & Co.

or Montgomery Ward. These two giant retail-

ers revolutionized one-stop shopping, and for

decades, they were locked in a fierce battle

for dominance of the mass-merchandising

market in America.

As World War II ended, each company
scanned the environment and came up with

different readings of America's economic fu-

ture. Sears saw a bright tomorrow in which

pent-up demand, held in check by war and

depression, would lead to unprecedented

growth as Americans rebuilt their lives. Mont-

gomery Ward saw things very differently, bet-

ting that war was only a brief intermission in a

continuing depression. Sears began a major

expansion, especially into the suburbs that

were popping up everywhere. Wards re-

trenched and waited for the downturn that it

predicted.

A simple difference of opinion? This predic-

tion of an economic trend turned into a "bet-

the-company" decision as Sears swept past

Wards, becoming the unchallenged retailer to

an entire generation of Americans.
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GDP. The GDP (short for Gross Domestic Product) is the total value of a

country's annual production of goods and services, and it is the broadest

measure of the economy. You probably want to keep track of the change in

GDP from year to year, because that change reflects what's happening with

the economy. Moderate, consistent growth in the GDP generally produces a

healthy economy, with expanding opportunities for many businesses. A
drop in the GDP, on the other hand, often leads to lower demand for prod-

ucts and services, increased competition, and lower profits for everyone.

You can't always generalize about the GDP, though. Businesses can go

bankrupt even when the economy is booming, and even in the worst of

times, the entertainment industry rakes in cash. Don't rely completely on
the GDP; also look at how your industry and your company is performing

within the larger economy.

Interest rates. Interest rates are simply the cost of renting money— how
much you have to pay a bank, for example, to use its cash for a certain

period. Short-term rates apply when you borrow money for periods ranging

from a month to two years. Long-term rates apply to loans that extend all

the way out to 30-year home mortgages. As you can imagine, the cost of

money affects every facet of the economy, from consumer spending to

business expansion.

In the United States, short-term interest rates are pretty much set by the

Federal Reserve Bank in Washington, the bank that holds the nation's bank
account. With the rise of the almighty credit card, short-term rates influence

shopping habits, which means that if you're thinking about starting a retail

business, you have to pay special attention to short-term interest rates.

Long-term interest rates rise and fall in the corporate and government bond
markets. Long-term rates have a major impact on how easy it is for consum-
ers to afford houses, cars, and anything else that's big and expensive,

because these items usually are financed with long-term loans. Long-term
rates, therefore, affect consumer demand for big-ticket items. Long-term
rates also affect business decisions such as building big new factories and
buying expensive new equipment.

Inflation rates. Inflation, which is a continuous rise in wages and prices, is a

nasty habit that economies often suffer from. Consumers are the first to

know when inflation rears its ugly head, because prices go up and money
just doesn't buy as much as it used to.

When inflation is high, companies find that things are more expensive for

them as well. They have to pay more for everything from materials to

employees' wages and benefits. Investors turn their attention to things that

have intrinsic value, such as gold, real estate, and art— anything that will

protect them against money that's worth less and less. Consumers may
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borrow more money, partly to pay the higher prices and partly because they

can pay back today's cash with money that's not going to be worth as much.
Lenders know what's happening, so interest rates go up. All these factors

tend to be a real drag on the economy over time, and inflation can lead to a

recession if it's left untreated.

Not all companies suffer equally from inflation, however. If you're in the

business of mining precious metal, pumping oil, or selling real estate, for

example, you can often do quite well during a period of inflation. You have
to balance the broad economic trend against its effect on your own
company.

Currency value. In the past, the value of the U.S. dollar against the German
mark or the Japanese yen was something that only the biggest multinational

companies ever had to worry about, because economies didn't rely much on
the economies of other countries. That's no longer the case. In today's

global economy, the rise or fall of the dollar can have an enormous impact

on your entire industry. Your suppliers, competitors, and customers may be
anywhere in the world, no matter what industry you're in or how small your
company is.

Currencies change their relative values daily for all sorts of reasons. As a

result, short-term fluctuations in the value of the U.S. dollar, say, are unpre-

dictable. The effects of longer-term currency trends, on the other hand, are

a little easier to predict.

When the value of the U.S. dollar is relatively low, for example, American
goods turn into bargains, so consumers around the world have a little extra

incentive to buy American. To compete, foreign competitors have to lower

their own prices (and watch profits go down) or see their share of the

market get smaller. These companies also have a third option: come to

America, build plants, and produce products to take advantage of the weak
dollar.

The reverse is also true. A strong U.S. dollar leads to bargain prices on
foreign products, a shift toward imports, and sometimes the relocation of

U.S. companies abroad to take advantage of cheaper foreign currencies.

Technological trends

You can argue that technology is good, technology is bad, or technology is

ugly. But no matter which side you're on, everyone agrees that technology

means change. In the past 150 years, we've gone from buggies to space

shuttles and from the Pony Express to the Internet.
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<#W£*/ But every new technology that comes along isn't guaranteed to change the

world overnight. You could produce a weekly TV show on the world's

funniest inventions. For the most part, the technologies that finally make it

have been around for quite some time. No matter how fast a new technology

takes over from the old, it usually follows a diffusion curve — which traces

how a new technology catches on in an industry (see Figure 12-2).

*-

E
CD

>•—

o

Technology Diffusion Curve

Figure 12-2:

Thp

technology

diffusion

curve

points out

that when a

new /
technology

finally takes

off.it

usually r\
catches on Time to Adoption ^>

rapidly.
— i^

The diffusion curve demonstrates that it always takes a certain amount of

time for any new technology to take off. When (and if) it does catch on, the

technology usually sweeps through an industry quickly, because companies
don't want to be left behind. The technology reaches a plateau when most of

the companies that planned to adopt the new technology have done so.

Failing to adopt a new technology that's sweeping your industry can be
disastrous. The advent of audio CD technology, for example, put most
manufacturers of vinyl records, turntables, and diamond-tipped needles out

of business in a couple of years. But not all technologies live up to their

early press. Just look at nuclear power and its promise of cheap, clean,

unlimited energy. Plenty of the companies that jumped on that bandwagon
now find themselves saddled with hugely expensive nuclear plants — and
little to show for it.

For the majority of new technologies that come along, reality lies some-
where between eureka and potential disaster. Think about the electronics

industry— transistors succeeded but did not kill off their older cousins,
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vacuum tubes. The older technology managed to hang in there, because for

certain applications, tubes are still preferred. After funeral services were
held for radios (supposed to be replaced by television), eyeglasses (consid-

ered to be outdated with the advent of contact lenses), and razor blades

(not much use in the world of electric razors), these industries all turned

around and actually grew. Radio stations are some of the hottest properties

around, designer eyewear is definitely in, and sales of safety razors never

stopped expanding.

What do these examples all say about trends in technology? Although each
industry is different, a few generalizations come to mind:

V Older technologies often have time to adjust to innovations.

v Older technologies can get better even after they're mature.

v* New technologies usually begin by focusing on specialized markets.

i> New technologies can create new customers, expanding the

marketplace.

v* Old and new technologies often live together for many years.

It's hard to predict when a new technology is going to come along, and you
can't even say for certain what's going to happen when it arrives. Computer
printers are a perfect example of changing technologies. Not too many years

ago, four major technologies were represented in that marketplace, each in a

different stage of its technology life cycle— a four-stage process that every

new technology goes through. Laser printers were just being released, inkjet

printers were in their growth stage, daisywheel printers were in a mature

market, and printer-ball printers (typewriter-style) were in slow decline.

To prepare yourself for possible changes in technology and their potential

effects on your industry, review the major technologies that are currently in

use. For each technology, do the following things:

j> Find out which research laboratories specialize in the technology

and what technical journals and publications cover and report on it.

Make sure that you check out academic, private, and government
institutions.

v* Attend major conventions and scientific meetings on the technology,

and subscribe to any relevant journals and publications.

v* Monitor press releases on the technology, and keep track of patents

that are filed in the field.

J> Compare your company's capability to adapt to and apply the technol-

ogy relative to that of your key competitors.

*> On a regular basis, reexamine the likelihood of a fundamental techno-

logical breakthrough, and check the status of small, step-by-step

process improvements in the technology.
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Although technologies within your own industry may be unpredictable, you

can at least track them over time and take them into account as you create

your business plan. The technology advances in unfamiliar areas, however,

have the potential to bite you before you know what's happened. When
Xerox introduced its first copier in 1959, it pretty much stopped mimeo-

graph machine makers cold. When Hewlett-Packard came out with its first

hand-held calculator in 1970, slide-rule manufacturers took a fast slide into

oblivion. So you want to make a point of keeping your eye on technology

trends beyond your immediate industry. That way, you'll be better prepared

for changes in your business that might come at you from out of the blue.

U.S. governmental trends

We're not going to grab any headlines by reminding you that government
has a profound effect on your company, no matter what industry you're in.

From the rules and regulations that it issues to the tax policies and legal

system that it supports, the government is a major player in your market-

place. Because of its sheer size and impact, there's a continuing national

debate on how large, how wide, and how deeply involved government
should be in the day-to-day running of our economy.

No matter which side of the more-or-less-government debate you're on, you
don't have much choice but to keep track of where the discussion is head-

ing. Government actions at any level — local, state, and federal — can

rapidly and dramatically alter your business environment.

What kinds of issues should you be watching for? Topics that arouse public

opinion and finally lead to some sort of government reaction seem to have
an eight-year cycle. During the first five years, nothing much happens. Oh,

the issue may come up in an article here or an opinion poll there. But it's

usually not until around the sixth year that the national press picks up on it

in a serious way and mounting public pressure finally results in some sort of

government legislation. The earlier you spot a smoldering issue that may
affect you, the more time you'll have to prepare a response. The following

companies have done just that.

j> After several complaints and investigative news reports, Bank of

America realized that banks were discriminating against certain bor-

rowers by redlining (avoiding) specific neighborhoods. Bank of America
revised its own lending policies two years before laws that outlawed
redlining were finally passed.

j> After several reported tragedies, Sears recognized the brewing contro-

versy over children's flammable pajamas and nightgowns. The com-
pany stocked up on nonflammable nightwear before new government
regulations were announced.
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v After monitoring dire reports of ozone depletion, Johnson Wax Com-
pany eliminated fluorocarbons in its product line three years before a

new federal law required the change.

What parts of government should you pay most attention to? Think back to

civics class (if you can remember anything more than shooting spitballs). At

the federal level, government has three branches — executive, legislative,

and judicial— and each branch can affect your company.

Executive branch. The person who occupies the White House sets the

general tone and direction of the U.S. government. When Ronald Reagan
became president in 1981, he came into office determined to rebuild the

military might of the United States. The Department of Defense saw its

budget increase 10 percent annually, and tens of billions of dollars flowed to

defense contractors. But the end of the Cold War and the downsizing of the

military in the Bush and Clinton administrations changed feast into famine,

resulting in massive layoffs and the restructuring of some of the nation's

largest defense companies.

How might the federal government's agenda influence the future of your
industry?

Legislative branch. The Congress of the United States writes the laws of the

land and holds the nation's purse strings. Only the House and Senate, acting

together, have the authority to spend your tax dollars. In the 1960s and 70s,

Congress was in the mood to create new laws and agencies that had the

power to police various aspects of the nation's commerce, from the Occupa-
tional Safety and Health Administration (OSHA) to the Equal Employment
Opportunity Commission (EEOC).

The Environmental Protection Agency (EPA) was created to ensure that

America's air, water, and land remain clean and safe. As part of that effort,

Congress passed laws to increase the fuel efficiency of automobiles. Those
laws in turn had a major effect on the size, design, and materials used in

every new car built. Car manufacturers in Detroit saw these laws as being

unprecedented interference and a constraint on what automakers could do.

Japanese car companies, however, viewed the new rules as being a golden

opportunity.

Today, deregulation is all the rage in the halls of Congress. Looking toward

continuing deregulation, are you going to discover new opportunities or find

only threats?

Judicial branch. The federal courts interpret all the laws that Congress

passes each year, so they have a profound effect on every industry in

America. The courts enforce antitrust legislation, for example, and as a

result, Judge Harold Green was able to break up the old AT&T monopoly
almost single-handedly. That single court case is responsible for much of the

current competition in the telecommunications industry.
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On another front, the tobacco industry boasted for decades that it had

never lost a product-liability lawsuit over cigarette smoking. Tobacco

companies may have thought that this record meant that they would never

be held responsible for what their product does to people. A jury in Florida

changed all that in 1996. The consequences for the tobacco industry could

be as devastating as the effects of earlier judgments on asbestos manufac-

turers and the makers of breast implants.

Although we focus here on the U.S. government, the governments of other

countries can create just as many complications. State, provincial, and local

governments can also complicate your business life. Just try to build

something without involving those agencies and their ever-changing rules

and regulations.

You may need a little help in picking out the government activities and

trends that are most likely to affect your own business environment. Almost

every industry has a trade association, along with an industry newsletter or

two. These organizations devote much of their time and resources to

keeping tabs on — and influencing— what's going on at all levels of govern-

ment. Check in with your trade association from time to time.

From mad to MADD
Candy Lightner was driving her child to school

in Southern California one day when tragedy

struck — she was in a horrible car accident

that killed her little girl. The driver of the other

car was legally drunk at the time. Unfortu-

nately, there wasn't anything unusual about

the accident. Similar tragedies were happen-

ing all too often all around the country.

But this particular story didn't end with a head-

line and a shattered family. Candy Lightner got

mad. She decided that her child's death was
going to mean something, so she started an

organization called Mothers Against Drunk

Driving (MADD).

The new group attracted attention and mem-
bers, striking a resonant chord across the

nation. Members wrote articles, staged ral-

lies, and mounted protests. Politicians took

notice. Soon, legislative hearings were being

held, and elected officials were demanding

action. Finally, the efforts of MADD and its

supporters paid off with new laws that af-

fected everything from the minimum drinking

age, the timing of "happy hours" in bars, and

the advertising of alcoholic beverages to the

arrest and sentencing of drunk drivers.

The laws changed business as usual for the

entire alcoholic-beverages industry, its adver-

tisers, and countless bars, nightclubs, and res-

taurants across the country. And MADD is still

on the job.
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Take two frogs and a skillet. Place the skillet on the stove and bring a small

amount of water to a boil. Drop one of the frogs into the skillet. The frog will

most likely jump out of the skillet, onto the floor, and out the door. Let it go.

Place the skillet back on the stove, this time filled with cold water and the

second frog. As the water slowly heats, the frog sits there agreeably, never
noticing that the temperature's rising. (Don't try this experiment at home
unless you're planning to have frog legs for dinner.) The moral? When you
ignore the slow changes that are taking place around you, you boil.

Cultural changes don't happen overnight (after all, the graying of the Baby
Boomers has taken many years). But the glacial speed of these trends

reflects the glacial forces that lie behind them. The real danger lies in

ignoring these trends simply because you can always worry about them
later. Well, later always gets here sooner than you realize. Consider the

cultural shifts described in the following sections.

The lowdown on Lowe's

For decades, Lowe's operated a chain of old-

fashioned building-supply stores in the South-

eastern United States. Most of its customers

were self-employed contractors or small-time

builders. Then, in the late 1970s, a new CEO

recognized an emerging trend that the com-

pany was ill-prepared for: the growing ranks

of do-it-yourselfers. These people weren't at

all like Lowe's traditional customers. They

didn't know what they were doing, they ex-

pected a great deal of helpful advice, and they

wanted lots of options.

Lowe's prepared for change. Today, you can

find its stores throughout the Midwest and

Southeast. The stores don't look anything like

they once did; most of them have been built

since 1988 and are absolutely huge. Inside,

you can find doors, windows, cabinets,

counters, fixtures, siding, lumber, tools . . . you

name it. If you need help, you can take advan-

tage of kitchen planners, interior designers,

and even gardening and landscape experts,

all for free.

Today, more than 70 percent of Lowe's cus-

tomers are retail buyers rather than contrac-

tors. Half the customers are women, many of

whom shop with Lowe's credit cards, and they

come back because of the service that they

receive. Customer service is so important to

Lowe's that each store has its own training

coordinator, and every employee must put in

one or two hours a week on customer-service

training. Is it any wonder that the company,

which is the 29th-largest retailer in the United

States, continues to grow at 25 percent to 30

percent a year?
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specific population— anything from your company's customers to the

citizens of a nation. Demographic data include things that you might find in

a national census form, such as age, gender, and family size.

Changes in the profile of a nation are bound to have profound effects on its

economy and business. Western Europe, Japan, and the United States, for

example, are all trying to come to terms with the slow aging of their popula-

tions. Their governments have to figure out how to take care of all these

older people, and companies are scurrying around trying to figure out how
to sell them things.

Social changes. A society is made up of the combined values, customs, and
traditions that its people hold in common. Social behavior changes over

time, of course, but people tend to give up their traditions slowly and
grudgingly. Americans still give their children the summer off from school,

for example, even though the children are not usually needed in the farm

fields anymore.

But what happens to customs and traditions as the population changes —
as people move from place to place, as families start to look different, and as

new citizens bring along their own customs and traditions? Any change in

broad social behavior, no matter how slowly it occurs, can have a dramatic

effect on your company and on industries across the economy.

Lifestyle changes. Changes in the way people live their lives affect how they

work, what they buy, how they play, and where they live. About 10 or 15

years ago, for example, the health-and-fitness craze caught on in America.

Today, the industry includes the makers of sports shoes, sportswear,

exercise equipment, tennis rackets, mountain bikes, kayaks, yogurt, diet

drinks, bottled water, and many other products.

Other major lifestyle changes that affect all sorts of industries include:

u* Growing gender equality in every area

v* At-home companies and telecommuting

V At-home shopping, education, and entertainment

i* Multiple-career professionals

i^ Alternative family units

W Workers who continue to work past retirement age

v* Workers who opt for early retirement

When you define the dimensions of change, you have to look at trends in a

number of areas.



228 Part '^' Looking to the Future

1 f In a competitive marketplace, if you ignore change, you lose.

j*" The four major dimensions of change are economic, technological,

governmental, and cultural trends.

v* To track economic changes, keep an eye on the Gross Domestic Prod-

uct, interest rates, inflation rates, and currency value.

v* Technological changes are driven by the diffusion of innovation (how
fast new technologies catch on).

j> When the government changes its mind on regulation, taxes, or spend-

ing, shock waves can transform entire industries.

\^ Cultural trends are like glaciers — slow-moving but powerful enough to

flatten you if you don't pay attention.

Anticipating Change
Obviously, it's hard just to keep track of what's going on all around you;

never mind trying to anticipate what's going to happen in the future. The
point is not to predict the future, however; we'll leave that to the palm

readers and the people who gaze into crystal balls. The point is to have a

better understanding of what may happen so that you can be better pre-

pared than your competition.

To do that, you need to sort out which of the many trends — economic,

technological, governmental, and cultural— are going to turn into the

megatrends that will make tomorrow's entrepreneurs rich. What trends will

influence your industry, your strategies, and the competition?

Start by turning to the professionals and seeing what they have to say. Scan

the publications that make it their business to follow these trends. After a

while, you can judge which of them are most useful. Along with The New
York Times and The Wall Street Journal, try The Economist, Business Week,

Forbes, The New Republic, Foreign Affairs, and Public Policy, among others.

You should also check out organizations that specialize in the future,

including The Aspen Institute, Global Business Network, Foresight Institute,

Institute of the Future, and Millennium Institute.

Trend forecasting

You can use several tricks of the trade to peer into the future and see

whether a particular trend is likely to continue. Given the nature of the

challenge, however, you may not want to rely on any one of these tricks too

heavily. Each approach provides its own unique look forward.
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Extrapolation

Sometimes, you can use mathematical sleight of hand to project a historical

trend into the future. This process, called extrapolation, works particularly

well for trends that aren't changing rapidly and can be measured in num-
bers. The idea's fairly simple: You take your favorite trend (the inflation rate,

for example) and assume that it's going to change in exactly the same way
as it has in the past. Certain economic measurements, customer profiles,

and even a few technology trends are likely candidates for extrapolation.

The easiest way to extrapolate a trend is to find someone who's already

done it for you, which means tracking down a magazine article or an aca-

demic paper. But don't despair if you have to do the job yourself. Computers
make the job much easier, and the current crop of spreadsheet programs
have buttons that you can click to generate an extrapolation. You need
historical data to get started, of course.

Any sudden changes in a trend really mess up your extrapolation. Unfortu-

nately, many trends are getting less and less predictable these days, which
makes forecasting more difficult— and the abrupt changes are exactly the

ones your business needs to know about ahead of time. Judgment forecast-

ing and Delphi studies may help you predict some of these changes.

Judgment forecasting

Judgment forecasting relies on the information, experience, and gut feelings

of the people in and around your company to predict specific trends. Use
a short questionnaire or a brainstorming session to get your managers,
employees, and even suppliers and customers to give you their judgments
about where trends are likely to head.

Judgment forecasting isn't mathematical so you can use it to make predic-

tions about things that can't be described in terms of numbers. You should
do some sort of judgment forecasting periodically, just so that you can stay

one step ahead of the most recent events and changes in your business

environment.

Delphi study

A Delphi study is a set of questionnaires that you put together to send to a
group of experts when you have a particular question about the future. Then
you summarize the answers and send the questionnaires out again to get

another set of responses. A Delphi study is really a way to bring in the big

guns without having to get them together in the same room.

Suppose that you want to forecast trends in the use of solar energy to heat,

cool, and provide electricity for entire housing developments. You know that

the issue is best addressed by experts in the solar-energy field. Ideally,
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you'd like to bring a group of these experts together for a face-to-face

discussion of the issues, but that meeting would cost big bucks and would
be hard to organize. Instead, you can use a Delphi study. Follow these steps:

1. Send a questionnaire to each of your experts, asking for his or her
judgment on an issue.

For this example, the issue is solar energy and the feasibility of solar-

driven housing developments in the future.

2. Read the completed questionnaires when the experts return them
to you.

3. Summarize the experts' forecasts, including majority judgments,

minority opinions, and any dissenting views.

4. Send the summary back to each of the experts, along with a second
copy of the questionnaire.

You ask the experts to review the first-round summary and then fill out

and return the questionnaires again. Some experts may alter their

original judgments and respond to new issues and concerns that are

raised.

5. Continue the process of responding and getting feedback until you're

satisfied that a consensus has been reached.

s*M&tr

Scenario planning

Sometimes trends are too unpredictable or too numerous to track, so you

can't project a single view of the future that seems to make any sense.

Scenario planning allows you to imagine several complete versions of the

future and consider how each version might affect your company's fortunes.

Start with a trend (the inflation rate, for example), and think about how you

might create two or three alternative scenarios, based on different levels of

inflation in the future. (For more information on inflation, refer to the

section "Economic trends" earlier in this chapter.) Try to include a fairly

complete description of what your business environment might look like in

each case.

Don't be too surprised if you feel the need to introduce another important

trend into your scenario. Maybe your company's future is also tied to

government regulations that are to be announced sometime in the next five

years; you can put together another set of scenarios that involve those

regulations. But if you have three possibilities for regulation, with three

possible levels of inflation, you now have nine scenarios to juggle. Obvi-

ously, this situation can get out of hand rather quickly.
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*^fc Experienced scenario jugglers are quick to point out the wisdom of working

with no more than three or four scenarios at a time. Rather than add trend

after trend into a growing set of scenarios, limit yourself to three complete

scenarios based on different views of your industry in the future:

*> A scenario based on an optimistic view

<> A scenario based on a pessimistic view

«" A scenario based on the most likely view

You may decide that low inflation, minimum regulation, and a technology

breakthrough create an optimistic scenario, while high inflation, heavy

regulation, and no technology breakthroughs are the pessimistic view. The
most likely view probably falls somewhere in between.

You may decide to create a business plan for the future by looking backward
and doing what you've always done in the past. That method is easy,

comfortable — and dangerous. Scenario planning isn't meant to predict the

future; its real value lies in offering you new options and a wider range of

possibilities to think about. Different business scenarios stimulate your

imagination and bring to life compelling glimpses of your company's future.

*> Effective plans don't have to predict the future, but they do have to

anticipate change.

**" One way to forecast trends is to go by the numbers, using mathematical

tricks such as extrapolation.

v* You can look to the smart people around you to brainstorm and make
judgments about what the future holds.

v* When you have too many uncertainties, try several scenarios: optimis-

tic, pessimistic, and most likely.

Assessing the Effects of Change
All sorts of changes take place around you all the time. Some of the changes
have a big effect on your company; you scarcely notice others. Some of the

changes are obvious and predictable; others come out of nowhere. The
critical questions for your company are:

u* Which changes will actually take place?

v* What do the changes mean for your industry?

*-" What do the changes do to your company?
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Rollinq the dice
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What are the odds that something — a specific event, a particular activity, a

given scenario — will actually occur in the future? Fortunately, you don't

have to dust off the crystal ball just yet. Probability theory is a respectable

branch of mathematics that's been around for a long time. Probabilities are

important, because they give you a rough idea about the likelihood that a

prediction will come true.

You probably understand more about probability theory than you think. If

you flip a coin, for example, you probably have a gut feeling that half the

time, you'll get heads. The odds of getting heads, then, are 1 in 2. What other

probabilities can you come up with? Here are some coin-flipping odds:

*> Probability of flipping heads: 1 in 2

u* Probability of flipping two heads in a row: 1 in 4

*-" After flipping three heads in a row, probability of flipping another

heads: 1 in 2

These probabilities are all based on something called random statistics.

Every time you flip a coin, the outcome is going to be random; it doesn't

depend on anything else that happened before or around it. That's why it

doesn't matter whether you've already flipped three heads in a row; your
next flip is still random, and flipping heads is still a 50-50 possibility.

But many activities and events aren't at all random. The weather, for ex-

ample, is certainly unpredictable and subject to change (that's why we talk

about it so much). But weather is not random; it's influenced by all sorts of

factors and forces. What's the probability that the thermometer will hit the

century mark tomorrow? The answer depends on your location and the

season. The probability is higher in summer than in winter, and higher still

during a heat wave.

Many of the business trends that we look at in this chapter behave much
like the weather; they're unpredictable and subject to change, but not

random. The probability that inflation, for example, is going to reach a

certain level over the next six months depends on past inflation rates as well

as on underlying factors that include economic demand, factory output

levels, and wage pressures. That's why the experts tell us that they can

forecast inflation, and their track records are about as good as weather

reporters'. Still, everybody's interested in forecasts, because they're better

than guesses.
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Wirt or lose

The impact that a trend or an event will have on your business tells you just

how hopeful or worried you should be if predictions actually do come true.

A trend may be the best thing to happen to one industry and a complete

disaster for another. An event may create a major opportunity for your

company or have no noticeable effect at all.

Review your own business trends and scenarios, and place significant

events or possible outcomes in one of the four probability/impact categories

shown in Figure 12-3. Each category requires a different level of planning

and preparation on your part.

v High probability, high impact events demand careful preparation.

*> High probability, low impact events call for routine planning.

**" Low probability, high impact events require contingency planning.

W Low probability, low impact events suggest routine monitoring.

Figure 12-3:
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«££& If you need help figuring out which trends and scenarios belong in which
categories, you can always open your wallets to the experts. But first, see
what you can do on your own. Get together a group of your colleagues and
maybe one or two of your best customers for a brainstorming session on the

future of your company. You may be surprised by the insights that can come
out of this kind of get-together when you start the ball rolling. Here's what
you do:
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1. Give the group a fixed amount of time to review the trends and
scenarios that you come up with and to throw in any new ones of

their own.

2. Have someone make a list as the group generates ideas.

3. Put the complete list of trends and scenarios in front of the group.

4. Rank trends and scenarios, based on their potential to affect your
company's future.

5. Rank these trends and scenarios again, this time in terms of the

probability that they will actually occur.

6. Divide the trends and scenarios into the four probability/impact

categories (refer to Figure 12-3).

The Probability and Impact Grid tells you where to concentrate your efforts.

Putting the trends and scenarios that you come up with in probability/

impact categories gives you a place to begin. You can prepare for change,

allocate time and resources, and plan for possible events based on a practi-

cal combination of probabilities and potential effects on your company.

i> It's not enough just to predict change; you also have to figure out what
it means for your company.

*> Probabilities tell you the likelihood that your best guess will come true.

<> By weighing the impact of your best guess, you know whether to be

excited, worried, or unconcerned.

v* Looking at probability and impact together gives you a better idea of

how to plan.
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Thinking Strategically

In This Chapter

Discovering why strategy can make a difference

^ Exploring the low-cost leadership strategy

^ Applying differentiation strategies

Focusing on a focus strategy

^ Examining other strategic alternatives

p- Coming up with your own strategy

Ifyou don't know where you're going, you could wind up someplace else.

— Yogi Berra

n this chapter, we help you formulate a strategy for your company that's

in keeping with its basic mission. First, we explore why strategy is so

important to the business-planning process. We examine what it means to

have a strategy and when that strategy works best, and introduce several

basic strategies that you can apply across many industries. These off-the-

shelf strategies include efforts

*> To be the low-cost provider

f To differentiate your products

i^ To focus on specific market and product areas

We talk about several other general strategic alternatives as well, answering
questions such as "What does it mean to become more vertically integrated

as a company?" and "How should you act when you're the market leader or

a market follower?" We also give you some pointers about creating a strate-

gic blueprint for your own company.
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Making Strategy Make a Difference
Some companies think that strategy and planning are four-letter words.

Those companies would never think of using either term in the context of

their own organizations. It isn't that these companies don't move forward;

it's just that they don't talk much about it ahead of time. So why do the two
terms have such bad reputations in certain quarters? More than likely, it's

because they've been misunderstood or applied incorrectly. Strategy and
planning have become such buzzwords in today's business world that their

real meanings are easily lost in all the muddle surrounding them.

<v*
PL£ The colorful and outspoken Wall Street trader Alan "Ace" Greenberg, head of

the Bear Stearns brokerage house, is no fan of strategic planning. He has

even gone so far as to suggest that because strategic plans have such poor
track records looking ahead, he should establish a Backward Planning

Committee to guarantee his company's success. What a card. Still, although

Greenberg won't give business planners the time of day, it's clear that he has

a strong personal vision, strategy, and plan to make Bear Stearns successful

over the long haul.

At the opposite end of the playing field from Ace Greenberg is a fictional

character named Joe Clueless, who doesn't give a hoot about the future. Joe

doesn't have a personal vision or a strategy. He doesn't have his own plan,

because he's an opportunist. Maybe he's in the right place at the right time,

right now. But no one can consistently survive on short-term breaks alone.

As the old saying goes:

Luck sometimes visits a fool, but it never sits down with him for long.

The process of strategic planning creates a framework and a discipline to

guide those of us who find ourselves somewhere in between Ace, who has

built-in business radar, and Joe, who can't be bothered. We know that

strategic planning works, because we've seen it with our own eyes. We've

also seen where a lack of strategic planning can lead. A 1996 survey of close

to 1,000 small companies backs us up; it found that companies with strate-

gic plans have 50 percent more revenue and profit growth than companies

that fail to plan. It's that simple.

What strategy means
The word strategy comes to us from the ancient Greeks and translates

literally as the art ofgeneralship. When you compete, you probably feel that

you're suiting up for battle, jousting with your competitors for the hearts

and minds of customers.
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Modern definitions of the word are even less precise, so we're proposing our

own standard definition of strategy in the business arena. A strategy does the

following things:

i> Describes how to reach the goals and objectives that you set for the

company

i* Takes into account the personal and social values that surround your

company

*> Guides the way that you allocate and deploy your human and financial

resources

*> Creates an advantage in the marketplace that you can sustain, despite

intense and determined competition

Putting together a strategic business plan requires you to gather data,

analyze the information, and then do something with it — something more
than just reformatting it, printing it, and packaging it in a tidy report titled

"The Five-Year Plan." In most cases, that kind of report begins and ends with

numbers— revenue projections, cash flows, expense allocations and the

like, which are things that don't help you figure out what to do next. Reports

like this are sure to fall victim to the dreaded SPOTS (Strategic Plans on Top
Shelves) syndrome: They gather dust and little else. These reports don't

represent strategy or planning; they represent a waste of time.

What can you do to make sure that this doesn't happen to your business

plan? For one thing, a healthy dose of plain old common sense works
wonders as you pull all the pieces together to create your strategy. Experi-

ence in your industry and some smarts are advantages, too. Unfortunately,

we can't give you any of these gifts. But we can offer you some solid advice

about laying out your strategy, including some hints that make you look like

a planning pro.

Keep the following questions in mind as you begin to formulate your
strategic plan:

*-" What markets and segments does your company plan to compete in?

v* Which products and services will your company develop and support?

i> Where is your company's competitive advantage in these markets and
products?

j> How will your company sustain that competitive advantage over time?

The answers that you come up with go a long way toward keeping your
strategy focused and on target, so you want to return to them from time to

time at each phase of the planning process.
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When strategy Works
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Strategy works when you have a process to ensure that planning is consis-

tently tied to the ongoing operations of your business. If strategic plans fail,

it's usually because they don't seem to be relevant to the issues and prob-

lems at hand. Strategy and planning get linked with committee meetings,

bureaucracy, overhead, and all those other barriers that are thrown up to

ensure that results aren't achieved. As a result, strategy and planning are

seen by some companies as a part of the problem, not a solution.

Strategy works best when strategic planning is integrated into every aspect

of your business, every day of the week and every week of the year. An
ongoing strategic-planning process means that you do the following things:

*> Always question what makes your company successful.

v* Continually observe customers and markets, tracking their wants
and needs.

j> Relentlessly examine the competition and what it's up to.

*> Steadily work at maintaining your competitive advantage.

\* Continually search for ways to leverage your core competence
(check out Chapter 9 for the definition of core competence).

Some managers may do all these things automatically and intuitively. But if

you want to make sure that strategy and planning are carried out in all parts

of your company, you have to create a framework to ensure that it happens.

When you make strategic planning a basic responsibility, you get the added
benefit of including all levels of employees in the planning process. Employees
often have different and equally valuable viewpoints about shaping strategy,

and a strategic-planning framework ensures that their voices are heard.

To start the ball rolling in your own company, pull together a group of

employees who represent different functions and various levels in your

organization. Meet on a regular basis to talk about strategy and planning.

Concentrate on how to set up a framework to promote strategic thinking,

and focus on problems associated with the strategic-planning process itself.

Then group members can take what they learn back to their own areas and

begin to integrate strategic planning into the way that they do business.

*> Strategy is the art and science of creating a business plan that meets

your company's goals and objectives.

v* Strategy works best when strategic planning is integrated into every

aspect of your business.

i> Don't fall victim to the SPOTS (Strategic Plans on Top Shelves) syndrome.

v On average, small companies that have strategic plans have 50 percent

higher revenue and profit growth than companies that fail to plan.
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Applying Off-the-shelf Strategies

Maybe you think your company's situation is absolutely unique and the

issues you face are one-of-a kind. Does this mean that your strategy and

business plan have to be unique as well? Not entirely. If you look through a

microscope, every snowflake is different. But snowflakes have a great deal in

common when you stand back and watch them pile up outside. Companies
are like snowflakes. Although all the details give companies their individual

profiles, companies and industries in general display remarkable similarities

when you step back and concentrate on their basic shapes.

s^£/ Master business strategist and Harvard University professor Michael Porter

was one of the first to recognize, and take an inventory of, standard busi-

ness profiles. Based on what he saw, he came up with three generic ap-

proaches to strategy and business planning. These generic strategies are

important, because they offer off-the-shelf answers to a basic question:

What does it take to be successful in a business over the long haul? And the

answers work across all markets and industries.

Generic strategies boil down to the following standard approaches (high-

lighted in Figure 13-1):

*> Cut costs to the bone. Become the low-cost leader in your industry. Do
everything that you can to reduce your own costs while delivering a

product or service that measures up well against the competition.

**" Offer something unique. Figure out how to provide customers some-
thing that's both unique and of real value, and deliver your product or

service at a price that customers are willing to pay.

v* Focus on one customer group. Decide to focus on the precise needs and
requirements of a narrow market, using either low cost or a unique pro-

duct to woo your target customers away from the general competition.

It's not surprising that cutting costs and offering something unique repre-

sent two generic strategies that work almost universally. After all, business,

industry, and competition are all driven by customers who base their

purchase decisions on the value equation — an equation that weighs the

benefits of any product or service against its price tag. (Refer to Chapter 7

for more information on the value equation.) Generic strategies merely
concentrate your efforts on influencing one side of the value equation or

the other.
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Figure 13-1:
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Lout-cost leadership

Becoming the low-cost leader in your industry requires the commitment and
coordination of every aspect of your company, from product development
to marketing, from manufacturing to distribution, from raw materials to

wages and benefits. Every day and in every way, you track down and
exterminate unnecessary costs. Find a new technology that simplifies

manufacturing? Install it. Find a region or country that has a more produc-

tive labor force? Move there. Find suppliers to provide cheaper raw materi-

als? Sign 'em up.

A cost-leadership strategy is often worth the effort because it gives you a

powerful competitive position. When you're the low-cost leader, you call the

shots and challenge every one of your competitors to find other ways to

compete. Although the strategy is universal, it works best in markets and

industries in which price tends to drive customer behavior— the bulk- or

commodity-products business, for example, or low-end, price-sensitive

market segments.

The following sections describe the ways in which you can carry out a cost-

leadership strategy.
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No-fritts product

The most obvious and straightforward way to keep costs down is to invoke

the well-known KISS (Keep It Simple, Stupid!) principle. When you cut out all

the extras and eliminate the options, your product is bound to be cheaper

to put together. A no-frills product can be particularly successful if you're

able to match it with a market that doesn't see any benefit in (or is even

annoyed by) other products' bells and whistles— the couch potatoes

whose VCRs sport a flashing 12:00, for example, or famous-writers-to-be who
are baffled by their word processors.

In addition to removing all the extras, you can sometimes take advantage of

a simple product redesign to gain an even greater cost advantage. Home
developers have replaced plywood with pressed board, for example, to

lower the costs of construction. Camera makers have replaced metal

components with plastic. And, of course, there's always the Hershey's

solution; the company reduced costs at one point simply by making its

chocolate bars a wee bit smaller.

Stripped-down products and services eventually appear in almost every

industry. The most obvious examples today are:

h* No-frills airlines such as Southwest, Tower Air, and Reno Air

*-" Warehouse stores such as Price/Costco and Sam's Club, which offer a

wide selection, low prices, and no help

** Bare-bones brokerage houses such as Olde Discount and Quick & Reilly,

which charge low commissions on trades without any hand-holding or

personal investment advice

Experience curve

Cost leadership is often won or lost based on the power of the experience

curve, which traces the declining unit costs of putting together and selling a

product or service over time (see Figure 13-2).

The curve measures the real cost per unit of various general business

expenses: plant construction, machinery, labor, office space, administration,

advertising, distribution, sales — everything but the raw materials that

make up the product in the first place. All these costs combined tend to go
down over time when they're averaged out over all the products that you
make or services that you provide.
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Figure 13-2:
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The underlying causes of the experience curve include the following:

I *> Scale. Scale refers to the fact that you have fixed business costs, which
are fixed in the sense that they're not affected by how much of your

product you make and sell. (Fixed costs usually include such things as

your rent, the equipment that you buy, and some of your utility bills.)

The more product you produce, the more you gain an immediate scale

advantage, because the fixed costs associated with each unit go down
automatically.

Think about widgets for a moment. Suppose that you rent a building at

$1,000 a month to house widget production. So as not to lose money,

you have to add that rental expense into the cost of the widgets that

you make. Perhaps the first month, you turn out only 10 widgets. No
matter what else they cost, you have to add $100 rent ($1,000 divided

by 10 units) to the price of each widget. But if you can boost produc-

tion to 100 units the next month, you have to add only $10 in rent

($1,000 divided by 100 units) to the price of each widget, and you
reduce your rental costs per unit by a whopping 90 percent. Scale is

good for business and your bottom line.

U* Scope. Scope works a little like the scale effect, but scope refers to the

underlying cost benefit that you get by serving larger markets or by

offering multiple products that share overhead expenses associated

with such things as advertising, product service, and distribution.
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(Chapter 14 provides more information on juggling more than one

product.) These expenses aren't exactly fixed, but you do gain an

automatic scope advantage if the ad that you decide to run reaches a

larger market or if your delivery trucks deliver two or three different

products to each of your sales outlets instead of one.

i> Learning. Remember the first time you tried to tie your shoelaces? Big

job. A lot of work. Now you can do it in your sleep. What happened?

The more you tied your shoes, the better you got at it. The same is true

whether you're on a factory floor, at a computer workstation, or in a

conference room. You (and your employees) get better at something

the more you do it. As you learn, the overall cost of doing business

goes down.

A general rule suggests that all these underlying causes result in what's

known as an 80 percent experience curve. Every time you double the total

number of products produced, unit costs go down by about 20 percent— to

80 percent of what they were before.

The cost benefit that you actually get out of your own company's experience

is bound to vary and depends partly on your industry A few industries

don't benefit from experience effects at all. In industries in which the basic

costs of raw materials are high, for example, there's not much room for

gaining a big advantage through experience. Many service industries may
not get much of an advantage from experience, either. It doesn't matter how
good hairstylists become at what they do; it still takes them about an hour

to wash and style each customer's hair, so the company's costs don't

change.

&**£>

Low-cost culture

You can sustain low-cost leadership only if every part of your company is

committed to keeping costs under control, reducing or eliminating expenses
and unnecessary spending. This kind of commitment doesn't occur without

leadership and the example set by the owners themselves.

Perhaps more than any other strategy and business plan that you can pursue,

the push to be the low-cost leader in your industry succeeds or fails based on
how well you actually carry it out. Knowing where and when to bring in cost-

saving technology may be one important aspect of your drive, for example.
But at the heart of your plan, it's absolutely critical that you figure out how to

structure the company, reward your employees, and create the spirit of a

"lean, mean fighting machine." In the end, your employees determine just

how efficient your company really is. This may mean that you don't drive a

company car or that you never, ever make personal long-distance calls from
work. You can bet that your employees will follow your lead.
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^iHEfy^ Low-cost leadership means exactly what it says. It's just not good enough to

be first, second or third runner-up; it's not even all right to be first among
equals. If you can't assume the cost-leadership position, you run the risk of

playing a part in your own worst nightmare: a high-stakes, cutthroat indus-

try in which price-war shoot-'em-outs threaten to destroy all the players.

After all, if no one's a clear leader, everyone's a challenger, and when low-

cost challengers decide to battle for market-share advantage, they use price

as their favorite weapon. If you happen to find yourself in such a Wild West
industry, take action. Look for new and different ways to compete — alterna-

tive strategies that are more likely to reward you in the end.

Standing out in a crowd
Not every company can be the low-cost leader in an industry, and many
companies don't even want to be. Instead, they prefer to compete in the

marketplace by creating products and services that are unique, offering

customers things that they just have to have — things that they're willing to

pay a little extra for. The strategy is known as differentiation.

Differentiation has a great deal going for it, because companies can be
different in many ways, which means that there are many ways to be suc-

cessful. Although the low-cost strategy that we talked about in the preceding

sections can easily produce a win-lose situation for many companies,

differentiation often creates room for more players, each of which competes
successfully in its own special ways. That's not to say that competition isn't

fierce, even when companies offer distinctly different products or services.

Companies that can make themselves distinct from their competitors often

enjoy enviable profits, and they frequently use those extra dollars to rein-

force their unique positions in the marketplace. A premium winery, for

example, earns its reputation based on the quality of grapes and expertise of

the winemaker, but it goes on to polish that reputation through expensive

packaging and promotional campaigns. All these added investments make it

more difficult for competitors to join in, but they also raise the cost of doing

business. Although a maker of jug wine has trouble competing in premium
markets, a premium winery really can't afford to compete on price alone. No
company can ignore cost, of course, even if it offers something that no one

else does. Wine-lovers may be willing to spend $15 for a special bottle of

chardonnay but may balk at a $30 price tag.

Chances are that you can make your company unique in a number of ways.

You can set your product or service apart based on what it can do, how well

it works, or the way that it is packaged and distributed. Then you can go on

to develop any of these aspects into a successful differentiation strategy,

creating a loyal set of customers along the way.
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Because a differentiation strategy hinges completely on your relationship

with customers, however, stop and ask yourself several questions before

you move ahead:

j-" Who are your customers?

v How would you best describe them?

j-" What are their basic wants and needs?

f" How do they make choices?

i> What motivates them to buy things?

Check out Chapters 5 and 6 for insight on customers. The following sections

describe ways that you can set yourself apart from the competition.

Product features

You can often find the basic outlines of a successful differentiation strategy

in what your product can and can't do for customers. After all, a product's

features are frequently among the first things that a potential buyer consid-

ers. How do your products stack up? Are you particularly strong in product

design and development? (Chapter 9 may help you decide whether you are.)

If so, you probably want to consider how to leverage your strength in

developing new features to make your company's product a standout.

Unfortunately, product features represent a big target for your competitors

to aim at, and trying to be different based on major product attributes alone

is sometimes hard to sustain over the long haul. Technology-driven compa-
nies such as Sony, 3M, and Intel have managed to stay one step ahead of the

competition for many years by always offering the latest and greatest

products. But it's not easy (or inexpensive) to be chased all the time.

Rather than always take the lead in product development, you can make
your company stand apart by enhancing a product in more subtle ways,

offering customers unique and tailored options that are appreciated all the

more because they're often unexpected. Examples include a camera that

senses when you've forgotten to put the film in, an insurance policy that

makes it easy to keep track of what you own and then automatically updates
your coverage, and software that actually helps you remove every bit of

itself from your hard drive when you want to get rid of it.

Product quality

When you offer a product or service that's known for its quality, you take a

big step toward standing out in the marketplace. In some sense, quality

captures what differentiation is all about. Quality of one sort or another is

what everybody seems to be looking for, and it's often in the eyes of the

beholder. Although customers can't always tell you exactly what quality is,

they know it when they see it, and when they see it, they like it — and may
even pay a little extra for it.
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Customers are likely to perceive quality in your product a bit differently

than they do quality in a service that you may offer. The differences between
product and service quality are big enough, in fact, that we treat the two
separately in Table 13-1.

Table 13-1 Product and Service Quality Examples

Product Quality Example

Performance Do pots and pans get clean in the dishwasher?

Consistency Is the restaurant's pasta special always tasty?

Durability How long will the hiking boots last?

Reliability Will the answering machine save all the messages?

Appearance Does the watch have that special look and feel?

Brand Name Which stereo system is known for its quality?

Service Quality Example

Capability Does the brain surgeon know what she's doing?

Dependability Will the newspaper be delivered in the morning?

Responsiveness Can the 91 1 emergency team arrive in time?

Integrity How much should the lawyer be trusted?

Attentiveness Does the bank teller smile and say hello?

Tangibles Which airline has the cleanest onboard restrooms?

The different quality dimensions depend on the industry that you're in and
on the customers you're serving. Even in a particular industry, companies

create successful differentiation strategies for distinct dimensions. The auto

industry is a prime example. When you think of Porsche, for example, you
think of performance; Volvo means safety; and Toyota and Honda are

reliable choices. These differences allow competitors to prosper in the same
industry, each in its own way.

Things are a bit different in service industries. For one thing, you can't help

but face the importance of customers' impressions when you're dealing with

services. By definition, a service is something that can't be held; you can't

really touch it, feel it, or kick its tires. So customers are in a bit of a quan-

dary when it comes to making well-informed decisions. Figuring out what is

and isn't a quality service is harder. How do you really know whether your

doctor's a genius or a quack, for example? Is the pilot of today's flight an ace

or just so-so? Is your dentist a saint or a sadist?
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That's why perceptions come into play. When customers don't have all the

data, they go with what they see. No matter what other dimensions are

important, the tangibles — equipment, facilities, and personnel — play a

significant part in customers' perceptions of service quality. As an airline

executive said:

Filthy restrooms and dirty trays are bound to lead to engine failure.

Because customers have no way of evaluating the quality of an airline's

engine-maintenance program, they look at the things that they can judge,

and they form their opinions accordingly.

Product packaging

Customers often look beyond the basics in making the final decision on what
to buy. In fact, your customers may be influenced as much by the packaging

as by the standard set of features that your product or service has to offer.

Accordingly, you can develop an effective differentiation strategy based on

product packaging — how it's advertised, when it's serviced, and where
it's sold.

#?i£

Given creative advertising, attentive service, and sophisticated distribution,

almost anything can be made unique in one way or another. If you don't

believe us, check out the produce section in an upscale market. Fruit and
vegetable bins are routinely identified by country, state, or even farm of

origin. Signs tell customers whether the produce was grown with or without

chemicals and even specify the harvest date. Each combination represents a

differentiated product to be advertised, displayed, and priced based on the

unique benefits that it offers.

Its all in how it's packaged
Calvin Klein underwear costs more than

the Jockey brand, but the company's box-

ers and briefs are big sellers because they

capture the imagination of men who want

to look like Calvin Klein models in nothing

but their drawers.

Avon products look a great deal like cos-

metics that you can buy almost anywhere,

but the Avon Lady still gets the attention of

women across the country who want to be

pampered on their own sofas with their

favorite skin-care products.

V Kenmore appliances are sturdy and well

built, but much of their popularity stems

from top-to-bottom warranties, service,

and maintenance programs that include

routine house calls.

v Local gift shops may not offer the lowest

prices, but by serving up homemade cook-

ies and cider when you come in the door,

they provide a unique shopping experi-

ence that keeps many customers coming

back.
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A special kind of Cat

Caterpillar, Inc. is the giant Midwestern U.S.

company that builds those giant yellow ma-

chines that build highways, bridges, dams, and

airports around the globe. Caterpillar makes

some of the best heavy-construction ma-

chines in the world, but its customers are im-

pressed by much more than just equipment

specs. What really sets this company apart is

its unmatched capability to deliver service and

spare parts on short notice. Caterpillar makes

this commitment to each of its customers: No

matter where you are in the world, no matter

what replacement part you need, we'll see

that you have it in hand within 24 hours.

It's 'a big and expensive promise. Caterpillar

has spent a bundle creating a global service

network with distribution depots that can ful-

fill its pledge, which of course means higher

prices for Cat equipment. But customers don't

mind paying those extra bucks, because they

know how much they stand to lose if they have

to shut down huge construction projects for

want of a spark plug or fan belt. So Caterpillar

sells peace of mind along with its machinery.

^LE*>-

A focus on focus

The two generic strategies that we've talked about so far concentrate on one

side of the customer value equation or the other. A cost-leadership strategy

points out the price tag, whereas differentiation emphasizes the unique

benefits that a product or service has to offer. The final generic strategy

plays off the first two strategies. A focus strategy still aims at either price or

uniqueness, but it concentrates on a smaller piece of the action.

A focus strategy works because you concentrate on a specific customer

group. As a result, you do a better job of meeting those customers' particu-

lar needs than do any of your competition, many of whom are trying to

serve larger markets. The following sections discuss several ways to concen-

trate your efforts.

Niche markets

Small, well-defined market segments provide an opportunity not only to

meet customers' needs, but also to exceed their expectations. If these

market segments happen to be at the high end, you're likely to be well

rewarded for your attentions as the money keeps rolling in. Small, upscale

hotels, for example, pamper their well-heeled customers with valets, butlers,

and even Rolls-Royce service to restaurants and the airport. A new breed of

takeout food services treats customers to mix-and-match offerings from the

best restaurants in town, tuxedoed delivery people, and even sit-down

catering complete with china, crystal, and kitchen staff.



Chapter 13: Thinking Strategically 2^ ty

Customers are willing to pay a premium for this kind of service, and that

means big profits. Niche markets don't have to be upscale, of course;

factory outlet stores are thriving by serving cost-conscious customers who
have high-end tastes.

Targeted products

Companies that are driven by volume sales in large markets often ignore

so-called specialty products and services — all those nonstandard items

and services that have limited appeal and not much market potential. If

these companies do get into a specialty business, they're usually fairly

inefficient at it; size and overhead costs simply work against them. Specialty

products and services spell potential opportunity for a focused strategy to

be successful.

Specialty hardware manufacturers, for example, have found a ready market

for their new lines of old hardware. As it turns out, antique screws, hinges,

doorknobs, and hundreds of other hard-to-find items are absolute necessi-

ties for turning rundown row houses back into elegant Victorian ladies.

Limited territory

Sometimes, a focus on geography results in cost advantages, better-served

markets, or both. Where local tastes are strong, for example, or service and
distribution costs are particularly high, a regional business can flourish.

Independent restaurants and grocery stores, TV stations, and newspapers
all attract a community of customers who want local news, buy regional

products, and like to patronize neighborhood shops. Commuter airlines

focus on regional service, offering frequent flights and the best schedules to

out-of-the-way destinations, and they keep costs down by flying smaller

planes, limiting facilities, and running bare-bones operations.

A focus strategy works especially well if you're the new kid on the block,

trying to establish a foothold in an industry in which the big guys have
already staked out their claims. Rather than go after those fat, juicy markets

(and get beat up right away), you can sometimes avoid head-on competition

by focusing on smaller markets, which may be less attractive to existing

players. Once you're established in a niche market, you may decide that it's

time to challenge the market leaders on their own turf. Motel 6, for example,

started out as a small regional chain offering clean beds and private baths at

bargain-basement prices. Now the company is a major player in the motel

industry.

For small established companies in a market, a focus strategy may be the

only ticket to survival when the big guys decide to come to town. If your
company has few assets and limited options, concentration on a specific

customer segment at least gives you a fighting chance to leverage the

capabilities and resources that you do have.
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Customer loyalty can prove to be a potent weapon, even against much larger

companies. Wal-Mart, for example, finds moving their superstores into small

rural towns to be increasingly difficult, because the neighbors rally around
local businesses and merchants that have made them satisfied customers
over the years, despite the fact that Wal-Mart probably has a wider selection

of products at lower prices.

Unfortunately, a focus strategy is one of the most difficult to defend over
time. Dangers lurk both inside and outside the company. If the market
segment that you're in suddenly takes off, you can pretty much count on
intense competition down the road from much bigger players with much
deeper pockets.

If your market niche stays small, you face a powerful urge to spread your
wings and expand into new and different markets, knowing full well that you
may lose many of your original strengths and advantages. Your best bet is to

stay focused. Small companies have the best chance of sticking around over

the long haul if they stick to a strategy and business plan that concentrate

their resources and capabilities, focusing their energies on serving a specific

market segment better than anyone else out there.

The mouse that roared

In 1970, a group of educators in Redmond,

Washington, got together and founded Edmark

Corporation. The small company developed

print materials for schools, focusing on the

special-education market. Over the next two

decades, Edmark managers observed all the

forecasts that computers and software would

revolutionize education. The promises always

fell short, though, and the company stuck to its

printed primers and workbooks.

In 1992, Edmark made a crucial decision to

change course. Its new mission was to use

state-of-the-art multimedia technology to cre-

ate high-quality educational programs for chil-

dren. The educators knew what they were

doing. Over the next several years, Edmark

products won all sorts of prizes and awards,

and the company built a lucrative niche as a

premier provider of educational software for

kids from kindergarten through high school.

Sales took off, and the stock price soared. The

company's prospects couldn't have been

rosier.

In 1995, The Walt Disney Company took notice,

and all bets were off. Seeing a golden oppor-

tunity to expand its entertainment software

into the educational realm, the company
marched directly into Edmark's territory.

Disney was quick to deploy its assets: tremen-

dous clout with distributors, a powerful brand

name, and the financial resources to undercut

Edmark's prices. Disney captured an immedi-

ate 10 percent of the market, and Edmark's

share fell by a third.

Even a focus strategy couldn't save the small

company. Edmark reported its first earnings

loss ever in 1996 and recently agreed to be

acquired by IBM. At least now, Edmark has

the resources and muscle to carry on the

battle.
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v* Planning pundits highlight three generic strategies that can jump start

your planning efforts: cutting costs, offering unique products or

services, and focusing on one customer group.

*> To be a low-cost leader, track down and exterminate unnecessary costs.

»> To set your company apart, offer something new and different— faster,

stronger, tastier, longer-lasting, or more reliable.

i> To adopt a focus strategy, zero in on a specific group of customers, and

serve them better than anyone else does.

Checking Out Strategic Alternatives

A successful strategy and plan depend on your business circumstances—
what's happening in the industry and marketplace, and what your competi-

tors are up to. In particular, consider a couple of common business situa-

tions that you may find yourself in.

&2£*r
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Up, douJn, or sideutays

The range of activities that define your industry— called vertical inte-

gration— measures how many phases of the business you and your com-
petitors are involved in. Vertically integrated companies are involved in

many parts of an industry, from supplying raw materials to selling products

and services to customers. Companies that are not vertically integrated

tend to focus on one or two major aspects of the business. Some breweries,

for example, concentrate on one central activity: the brewing of beer. Other

breweries also get involved in growing the barley and hops; in making the

beer bottles, labels, and cans; in trucking the beer around; and even in

running the pubs that sell the beer to all those loyal customers.

Exactly where does your company stand in terms of vertical integration in

your own industry? The question's important, because it affects your
decision about whether to become more or less vertically integrated over

time. Several terms have been coined by business gurus to describe the

strategic moves that you may decide to make:

!**" Backward integration. Backward integration means extending your
business activities in a direction that gets you closer to the raw materi-

als, resources, and expertise that go into creating and producing your
company's products.

v Forward integration. Forward integration means extending your
business activities in a direction that gets you closer to the market-

place by involving the company in packaging, marketing, distribution,

and customer sales.
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v* Outsourcing. Outsourcing means concentrating on your core business

activities by farming out other parts of your company's operations to

outside contractors and vendors that specialize in those particular

areas.

i* Divesting. Divesting means reducing your company's activities to focus

on specific aspects of your business by spinning off or selling other

pieces of the company.

Tables 13-2 and 13-3 describe some of the pros and cons of vertical

integration.

Table 13-2 Pros of Vertical Integration

Pro

Resources

Customers

Reason

Efficiencies If you're in charge, it's sometimes easier to coordinate

activities at the various business stages along the way,

combining related functions or getting rid of overlapping

areas to streamline your overall operations.

If you have a hand in the upstream (early-stage) activities

of a business, you can guarantee that your company has

access to the raw materials and resources that it needs to

stay in business.

If your company is involved in downstream (late-stage)

activities, you not only get to know a great deal about

customers, but also create lasting relationships and

secure your own long-term access to the market.

Table 13-3 Cons of Vertical Integration

Con

Mediocrity

Reason

Overhead If your company tries to control all stages of its industry, it

can run into all sorts of extra expenses because of

mismatched operations, idle resources, and added

coordination costs.

If your company is involved in a wide range of activities,

it's much tougher to be the best at any of them, and the

company risks becoming average in everything that it

does.

Size and slowness If your company is vertically integrated, its size often

makes it difficult to quickly respond to change, and

commitments to various parts of the industry leave it little

room to be flexible.
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There's both good news and bad news in terms of deciding just how much
vertical integration is best. Over the years, there have been swings in the

popularity of vertically integrated companies: A rush toward control of all

aspects of an industry is followed by the race to break up companies and

concentrate on specific business activities. Then the cycle repeats.

Today's wisdom seems to come down on the side of breaking companies
apart. Worldwide competition in all industries over the past decade has

made it more cost-effective to go out and buy what you need rather than to

try to build up resources and expertise inside the company. That practice

has resulted in a wave of downsizing and restructuring as companies
struggle to remain competitive at what they do best.

And the future? One thing seems to hold true across the swings and cycles:

The most successful and profitable businesses most often do business at

one of the two extremes of integration. Companies that are heavily inte-

grated reap all the real benefits of vertical integration; those that concen-

trate on a single activity eliminate all the costs and inefficiencies. Whatever
you do, try not to get stuck in the middle, with few of the benefits and too

many of the costs.

H*U*/

Leading «"<* fottouTmq

No matter what industry you're in, you can divide your competition into two
major groups: the market leaders and all the market followers nipping at

their heels. Market leaders are those top-tier companies that set the agenda
for the industry and make things happen; they're the ones in the driver's

seat. The market followers, well, follow along. But in this second group, you
find the companies that work hard, think big, and keep the market leaders

on their toes.

Depending on the market situation, companies in both groups behave very
differently. Whether you're already a part of an industry or are thinking of

joining it as a new business owner, it's important that you understand what
motivates both the market leaders and the rest of the pack. The following

sections explore some market strategies.

Market-leader strategies

Market leadership comes in various forms, from the absolute dominance of

one company to shared control of the industry by several leading players. If

you're a market leader, here are some possible strategic approaches for you:



25fy Part ,V: L°° kin9 to the Future

*> Full speed ahead. In this situation, your company is the clear market
leader. Even so, you always try to break farther away from the pack.

You're always the first to make a move, whether in implementing new
technology and introducing innovative products or in promoting new
uses and setting aggressively low prices. You not only intend to stay on
top, but also want to expand your lead.

v* Hold the line. Your company's certainly in the top tier in the market,

but it doesn't have a commanding position of strength in the industry,

so your goals center on hanging on to what you've already got. Those
goals may involve locking distributors into long-term contracts, making
it more difficult for customers to switch to competing brands or going

after new market segments and product areas to block competitors

from doing the same thing.

v* Steady as she goes. In this case, your company is one of several

powerful companies in the market. As one among equals, your com-
pany takes on part of the responsibility of policing the industry to see

that nothing upsets the boat. If an upstart challenger tries to cut prices,

for example, you're there to quickly match those lower prices. You're

always scanning the horizon for new competitors, and you work hard to

discourage distributors, vendors, and retailers from adding new
companies and brands to their lists.

Market-foftourer strategies

Market followers are often forced to take their cues and develop strategies

based on the strength and behavior of the market leaders. An aggressive

challenger, for example, may not do well in an industry that has a powerful,

assertive company on top. Fortunately, you can choose among several

strategic alternatives if you find yourself in a market-follower position:

i> Make some waves. In this case, your company has every intention of

growing bigger by increasing its presence in the industry, and you're

quite willing to challenge the market leadership head-on to do it.

Perhaps your strategy includes an aggressive price-cutting campaign to

gain as much market share as you can. Maybe you back up this cam-

paign with a rapid expansion of distribution outlets and a forceful

marketing effort. The strategy requires deep pockets, will, and the skill

to force a market leader to blink, but in the end, it could make you the

leader of the pack.

i> Turn a few heads. In this situation, your company is certainly not one

of the market leaders, but it's successful in its own market niche, and

you want it to stay that way. So although you're careful not to challenge

the market leadership directly, you're fierce about defending your turf.

You have strengths and advantages in your own market segment

because of the uniqueness of your product and customer loyalty. To
maintain this position, you focus on customer benefits and the value

that you bring to the market.
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^ Just tag along. It's easy to point out companies that have settled into

complacency. Frankly, they're usually in rather boring industries in

which not much ever happens. These companies are quite happy to

remain toward the end of the pack, tagging along without a worry. Don't

count on them to do anything new or different in the marketplace. (If

you find yourself in a company like this, you may want to think about

making a change while you're still awake.)

Remember the following when checking out strategic alternatives.

v* A successful strategy must take into account what your competitors are

up to.

*-" Vertically integrated companies control many aspects of their business

and can streamline their operations.

j> Companies that concentrate on one or two activities are more flexible

and can focus on what they do best.

u* Market leaders set the agenda for the industry and shape the competi-

tive landscape.

v* Market followers aren't in the driver's seat, but they work hard, think

big, and sometimes become leaders of the pack.

Coming Up u/ith \lour Ou)n Strategy
If you feel a bit overwhelmed by all the possibilities for devising a strategy

for your own company, stop and take a deep breath. Remember one impor-

tant thing: Strategy isn't a test that you take once and have to get a perfect

score on the first time. Instead, it's the way that you decide to do business

over the long haul. Strategy is an ongoing process, so don't be alarmed if

you can't see how all the pieces fit together all at once.

»l«!5fc

Coming up with the right strategy is something that you have the chance to

work on over and over again — rethinking, revising, reformulating. If you
approach strategy in the right way, you probably won't ever finish the task.

As you begin to shape your own strategy, the following pointers can
guide you:

*> Never develop a strategy without first doing your homework.

u* Always have a clear set of goals and objectives in front of you.

W Remember what assumptions you make, and make sure that they

hold up.



250 Part IV: Looking t0 the Future

*> Build in flexibility, and always have an alternative.

j> Understand the needs, desires, and nature of your customers.

v* Know your competitors, and don't underestimate them.

v* Leverage your strengths and minimize your weaknesses.

*> Emphasize core competence to sustain a competitive advantage.

*** Make your strategy clear, concise, consistent, and attainable.

*> Trumpet the strategy so that you don't leave the organization guessing.

These guidelines are not only helpful for creating a strategy, but also useful

for reviewing and revising one as well. Make sure that you return to them on
a regular basis as part of your ongoing commitment to the strategy and
planning process.

Companies that take strategy and business planning seriously know that to

reach a target, it's "ready, aim, fire" — not "ready, fire, aim." It's that simple.

In other words, almost any strategy is better than no strategy at all. Compa-
nies that have clear strategies don't hit the bull's-eye every time; no strategy

can promise that. But these companies succeed in the end because they

subscribe to a strategic process that forces them to ask the right questions

and come up with good answers — answers that are often better than their

competitors' answers.



Chapter 14

Managing More than One Product

In This Chapter

>- Working with the product life cycle

^- Expanding your market

Extending your product line

Diversifying into new businesses

Identifying strategic business units

p- Managing your product portfolio

What would life be if we had no courage to attempt anything?

- Vincent van Gogh

MMy atching over a product or service as it makes its way through the

W cold, cruel marketplace is an awesome responsibility It requires a

major commitment of time and resources, as well as a great deal of careful

planning. First, you have to understand what's required for the product to

be successful. Which attributes and aspects should you stress? How do you
make sure that people take notice (and like what they see)? What must you
do to support and guide your product or service along the way, getting it

into the right hands? You want to take advantage of opportunities as they

appear. At the same time, you have to worry about the threats and competi-

tive pressures that are lurking out there.

Does this sound a lot like rearing a child? Well, your product's your baby,

and as any parent will tell you, there's going to be one darn thing after

another. Think how many times you've heard a parent say, "You think

they're difficult now? Just wait!"

Products and kids have a great deal in common; both of their worlds are

continually changing, yet they eventually manage to grow up. For decades,

the Dr. Spocks of the business world have poked, probed, pinched, and
studied products at all ages, and they've come up with a useful description

of the common stages that almost all products go through. When you create

a business plan, you have to plan for the changes in your own product's

life cycle.
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In this chapter, we explain the product life cycle and what it means for your
company We talk about ways to keep your company growing. We show you
how to expand into new markets with existing products, as well as how to

extend your product line to better serve current customers. We explore the

opportunities and pitfalls of trying to diversify. We talk about strategic

business units (SBUs) and introduce several portfolio tools to help you plan

and manage a family of products.

Facing the Product Life Cycle
If you could use only one word to describe what it feels like to be in busi-

ness and to compete in a marketplace, that word probably would be change.

The forces of change are everywhere, ranging from major trends in your
business environment to the shifting tastes and demands of your customers
and the unpredictable behavior of your competitors.

You may think that all these factors, stirred together, create a world filled

with chaos and uncertainty. Not so. The experts have stumbled onto some
basic patterns, and the cycles that they've created do a good job of describ-

ing what happens in the face of all the market turmoil and confusion.

One of these patterns — the product life cycle — illustrates what happens to

a new kind of product or service after you launch it in the market. The
product life cycle describes four major stages that your product is likely to

go through:

j> An introduction period

v* A growth period

*> Maturity

*> A period of decline

Most product life cycles look something like Figure 14-1.

The curve traces your product sales volume over time. You can think about

the sales volume in terms of the revenue that you take in or the number of

units that you sell, and you may end up measuring the time scale in weeks,

months, years, or even decades.

Every stage of your product's life cycle presents a unique set of market

conditions and a series of planning challenges. The different stages require

different management objectives, strategies, and skills. The following

sections discuss what you should think about at each stage.
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Starting out

You introduce a new kind of product or service in the market, and it begins

to generate revenue. Because costs are relatively high at this stage, you
usually don't find too many competitors around. Growth is limited instead

by your company's ability to make the product, generate market awareness,

and get customers to accept and adopt the new product.

At this stage in the product life cycle, efforts focus on getting your product

out the door or on rolling out the new service and ensuring that everything

works the way that it's supposed to. At the same time, you have to drum up
lots of interest and struggle to create a brand-new market. Table 14-1 points

out many characteristics of the introduction stage.

Table 14-1 Major Characteristics of the Introduction Stage

Component Characteristics

Industry One or two companies

Competition Little or none

Key function Research and development

(continued)
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Table 14-1 (continued)

Component Characteristics

Customers Innovators and risk-takers

Finances High prices and expenses

Profits Nonexistent to negative

Objectives Product adoption

Strategy Expanding the total market

Grouting up
Your new product or service gains a reputation during the growth stage.

Demand rises rapidly, and sales increase. Competition increases as well, as

competing products jump into the fray to take advantage of an expanding
market. Customers begin to develop brand loyalties, and companies tweak
their product features to better serve customer needs — needs that are now
easier to recognize.

As the growth stage kicks in, your priorities turn toward meeting growing
product demand, improving your product or service, and targeting specific

groups of customers. Along the way, you have to fend off a growing crop of

competitors. Table 14-2 highlights characteristics of the growth stage.

Table 14-2 Major Characteristics of the Growth Stage

Component Characteristics

Industry Many companies

Competition Growing strength and numbers

Key function Marketing

Customers Eager to try products

Finances Variable prices and costs

Profits Growing rapidly

Objectives Sales growth and market share

Strategy Establishing and defending position
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Middle aye
The growth of your product or service begins to slow in the maturity stage,

as market demand levels off and new customers become harder to find. New
competitors are also harder to find, and the competition stabilizes. Profits

keep on growing, however, as costs continue to fall. Changes in market share

reflect changes in product value and often come at the expense of compet-

ing products.

As maturity sets in, your attention turns toward reducing costs and finally

reaping the benefits of stable profits. Although it's easy to feel comfortable

at this stage, you need to think about what's going to happen next. Table

14-3 identifies the characteristics of the maturity stage.

Table 14-3 Major Characteristics of the Maturity Stage

Component Characteristics

Industry Not as many companies

Competition Stronger, but stable

Key function Operations

Customers The majority of buyers

Finances Competitive prices and lower costs

Profits At or near peak

Objectives Cash flow and profit

Strategy Maintaining competitive position

Senior stretch

At some point in your product's life cycle, sales start to fall off, and revenue

begins to decline. Competitors drop out of the market as profits all but

disappear. The decline stage may be triggered by large-scale changes in the

economy or technology, or it may simply reflect changing customer needs
and behavior. Products still on the market in this stage are either rede-

signed, repositioned, or replaced.

As the decline stage looms, you have to get back into the business trenches.

Your work shifts to redesigning your product or redefining its market, or

maybe coming up with new uses or different kinds of customers. If all these

attempts fail, you have to concentrate on ways to get out of the market and
not lose too much money. Table 14-4 shows various characteristics of the

decline stage.
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Table 14-4 Major Characteristics of the Decline Stage

Component Characteristics

Industry Few companies

Competition Declining in number

Key function Finance and planning

Customers Loyal, conservative buyers

Finances Falling prices and low costs

Profits Much reduced

Objectives Residual profits

Strategy Getting out alive

Where you are now
^"WEfy Take your own product or service and see whether you can come up with its

§fC ~A est>mated position on the product life cycle curve (refer to Figure 14-1

earlier in this chapter). If you're stumped, ask yourself the following kinds of

questions:

j> How long has the product been on the market?

i* How rapidly is the market growing?

i* Is the growth rate increasing, decreasing, or flat?

t^ Is the product profitable?

v* Are profits heading up or down?

*> How many competitors does the product have?

^ How fast are product features changing?

i> Are there more or fewer competing products than there were a

year ago?

Perhaps you feel confident about where your product is in its life cycle.

That's good. Just make sure, though, that you take the time to confirm your

analysis. Chances are that you're going to get mixed signals from the market-

place, and the clues may even contradict one another. No two products ever

behave the same way when it comes to the product life cycle. Unfortunately,

acting prematurely on the evidence at hand can lead to hasty planning and a

self-fulfilling prophecy.
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Suppose that the widget manager at Global Gizmos Company detects a

slowdown in widget sales. As a faithful believer in the absolute law of the

product life cycle, she comes to the obvious conclusion that the growth

stage for widgets is finally coming to an end. What does she do? For one

thing, she begins to think about ways to reduce costs. Maybe she cuts the

advertising budget and begins to phase out incentives for the sales force.

What happens? Sales of widgets decline even further, just as she predicted.

So she pats herself on the back for being the first to recognize the early

stages of a worldwide widget decline.

But what if the sales slump is actually reversible, simply caused by a bit of

bad weather, some delivery problems, or any number of other reasons? By
substituting blind faith in a business textbook for her own good judgment
and careful analysis, the widget manager actually caused the outcome that

she so confidently predicted in the first place.

What good is a business concept if you can't really count on it? Well, don't

get us wrong here. The product life cycle is a powerful planning tool if you
use it to support— not replace— your own solid skills. When it's deployed
as an early warning system, the product life cycle alerts you to potential

changes, allowing you time to plan for a different business environment and
to respond quickly when your product finally enters a new stage in its life

cycle.

u* Your product or service goes through a life cycle that includes intro-

duction, growth, maturity, and (alas) decline.

j*" When you introduce a new kind of product, costs are high, but competi-

tors are few.

u* During your product's growth stage, demand increases fast, but so does
competition.

u* At maturity, competition stabilizes, and as your costs continue to

decline, profits grow.

\* When decline sets in (as new technologies come along or customers'
habits change), sales, revenue, and profits head south.

Finding. Ways to Grow
Let's face it — your product simply isn't going to be the same tomorrow as it

is today. You may not plan to do anything to it at all, but everything around
your product is going to change. The world will take another step ahead.
The economy, technology, your industry, and the competition will all change
a bit. As a result, your customers will think about your company and your
product a bit differently, even if you see yourself as being exactly the same.
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The road not taken

If you had to name the single product that's

had the greatest impact on the 20th Century, it

would have to be the automobile, hands down.

But you wouldn't have guessed that in the

early days. In the 1890s, bizarre four-wheel

contraptions were lurching around every-

where, sputtering, sometimes careening for-

ward, propelled by steam turbines, gasoline

engines, electric motors, you name it— prob-

ably even by nuclear power, had it been

around at the time. But the fledgling automo-

tive industry faced a hurdle: getting folks to try

these strange horseless carriages in the first

place.

By 1905, after a bit of coaxing, the idea of

automobiles as serious transportation began

to catch on. Henry Ford introduced his Model

T in 1908 and sold 10,000 of them for a hefty

$825 each. In five years, annual sales were up

to a half million cars, and by the mid-1920s, 15

million Model Ts had rolled off Ford's factory

floor. Ford Motor Company drove the Model T

up the product-life-cycle growth curve and

straight into its maturity. Ford was producing

almost half the cars in the world. Although the

price of a T had fallen to $260 by 1925, the

assembly-line efficiency and sheer volume of

cats sold allowed profit margins to remain

high. Business was good.

Business was too good, as it turned out. Henry

Ford was successful at introducing, growing,

and maintaining his product for many years.

But he was so intent on continuing to reduce

costs and expand capacity that he failed to

see the early signs of a decline setting in. He

didn't see that his beloved Model T was going

out of fashion.

Ideally, Ford would have looked ahead, ad-

justing his objectives and strategies for a new
set of ground rules— rules governed by con-

sumers who wanted more features and op-

tions. But he didn't. As a result, he was forced

to shut down operations for almost a year as

he retooled to compete against General Mo-

tors in a changed marketplace. During the

course of that year, Ford lost $200 million and

laid off at least 60,000 workers.

How does your company find ways to grow and prosper in the face of

almost-certain product mortality? You probably have every intention of

creating a new business plan (beyond turning off the lights and locking all

the doors) as your product begins to age. But which way do you turn? Mark
Twain had a bit of tongue-in-cheek advice for people who prefer to keep

things just as they are:

Put all your eggs in one basket . . . and watch that basket!

Trouble is, the eggs are going to hatch, and the chicks will probably run

away. So doing nothing except watching and waiting is not really an option.

But what are your alternatives?
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Fortunately, you don't have to invent the alternatives yourself; planning for

long-term growth has been a philosophical favorite of management gurus for

decades. One of the pioneers of business-growth techniques was a guy

named Igor Ansoff, who came up with a simple matrix to represent the

possible directions of growth (see Figure 14-2).
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The Growth Directions Matrix really captures nothing more than basic

common sense: It says that if you want to make your business grow, you
have to start somewhere. The logical place to begin is to take advantage of

where you are today and what you have to work with. How fast you grow in

any of these directions has everything to do with your own capabilities and
resources, as well as the rate of change in your industry. Consider the

following ways in which you can move your company ahead:

is* You are here (existing product and market). Continue to grow by
doing what you're already doing, but do it a little bit better, so that

customers use more of your product or service more often and in more
ways than before. Encourage people to use more toothpaste, for

example, by brushing their teeth (or, heck, even their dogs' teeth) more
often.

v* New market, existing product. Grow in the near term by finding a fresh

market for your existing product, either by expanding geographically or

by reaching out to completely different kinds of customers. If you make
baking soda, for example, get people to put baking soda in their refrig-

erators to keep them odor-free.
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u* New product, existing market. Grow by developing additional product
features, options, or even a related product family with the intention of

enticing your existing customers. Think of the array of cranberry drinks

that are available these days — everything from cranapple to crankiwi.

u* New market, new product. Grow over the long term by going after new
and unfamiliar markets with new and different products. Ford Motor
Company, for example, used to make and sell prefabricated homes.

Without getting bogged down in a lot of details, try to come up with a dozen
different ways to grow your company. Get yourself into the right frame of

mind by first reviewing your company's mission and vision statements.

(Don't have 'em? Flip to Chapters 2 and 3 for everything that you need to

know.) Then complete the following steps:

1 . Identify three things that you can do right away to stimulate demand
for your existing product in your current markets.

These things may include cutting costs, offering rebates, or maybe
coming up with some new product uses.

2. List three steps that you can take in the next six months to capture

new markets for your existing product.

Some ideas include radio or television ads that target new customers,

direct-mail campaigns, and stepped-up appearances at trade shows.

3. Specify three development efforts that you can launch over the

coming year to extend your current product line.

These efforts may include enhancing product features or adding options.

4. Describe three directions that you can take over the next three to

five years that will move you into new products and markets.

More than one or two experts believe that any talk about brand-new prod-

ucts for completely new markets is really none of your business as a man-
ager. These financial gurus think that managers are simply too biased to be

objective when it comes to assessing totally new opportunities. They argue

that you should return all your extra profits to investors and let them decide

where to place their bets on the future. You probably don't agree with them;

after all, investors have made monumental mistakes in the past. But they do
bring up a good point. It's probably worth remembering that growth in new
directions is tricky business, no matter how it's done or who ends up doing it.

Same product, same market
Many successful big-name companies have gotten as big and successful as

they are by relentlessly pursing a single business, a single market, or even

an individual product decade after decade. When you hear the name AT&T,
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for example, you think of picking up a telephone. When you see a Coca-Cola

sign, you imagine drinking a Coke. And when you pass a McDonald's, you
probably picture a Big Mac. But these companies haven't turned into billion-

dollar corporations simply by launching their flagship products and letting

the marketplace take care of the rest. Companies that largely depend on a

single product spend enormous amounts of time and effort to continually

rejuvenate and revitalize their core markets.

If you glance back at the Growth Directions Matrix shown in Figure 14-2

earlier in this chapter, you notice that these companies invest heavily in the

top-left box. How do they manage to do that successfully? They use the four

main strategies described in the following sections.

Encourage greater product use. A company increases demand by encourag-

ing its customers to consume more of a product or service every time they

use it. Maybe that means getting customers to feel good about buying more
or giving them a better deal when they do. Customers may do the following

things:

v* Buy larger bottles of cola because they can save some money

i* Apply for more insurance coverage because you carefully show them
that it's the prudent thing to do

*> Stay on the phone longer because the rates are lower

v* Opt for a packaged computer or stereo system with all the components
because it's simpler to assemble

Generate more-frequent product use. A company stimulates sales by
getting customers to use its product or service more often. That may mean
making the product more convenient, introducing it as part of customers'

regular routine, or offering incentives to frequent customers. Customers
may do the following things:

\* Use toothpaste after every meal because they think it's hygienic

v* Regularly drink wine at dinner because they think it's healthy

v Use more bottled water because the dispenser makes it easy for the

kids to use

v* Join a frequent-flyer program and take an extra trip just to build more
miles

Devise new uses. A company expands its market by coming up with new
ways for customers to use its product or service. That may include getting

customers to use the product at different times, in different places, on novel

occasions, or in unconventional ways. All of a sudden, customers may do
the following things:
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v* Snack on breakfast cereal during the day because it's handy and
tastes good

v* Put a radio in the shower and a TV in the car because they're

convenient

*> Make videos of every imaginable event from childbirth to pet funerals

Woo customers away from competitors. A company can also increase

demand for its product or service the old-fashioned way: by taking custom-
ers away from the competition. Although the result is sometimes a fierce

and unwanted response from competitors, companies can do the following

things:

u* Create incentives to switch from competing products and give rewards

for staying put

*> Concentrate on becoming a low-cost provider with the best prices

around

W Package a product so that it's distinctive and stands out in the

marketplace

v Focus on meeting or exceeding the needs of specific customer groups

Companies that manage to grow in the same old market with the same old

product do so by continually generating new demand as well as maintaining

or even increasing their market share. Often, these companies succeed in

slowing the product life cycle, extending its maturity stage almost indefi-

nitely. In some cases, they even manage to reset the life cycle, pulling the

product back into the growth stage by inventing new and creative product

uses. But steady and sustained market penetration based on a single

product doesn't always work forever, and companies sometimes have to

look in new directions for growth.

NeuJ market or neti product

At some point in the life of your company, a single product or service may
not be enough to sustain an attractive level of growth in your business.

Where do you turn? The Growth Directions Matrix (refer to Figure 14-2,

earlier in this chapter) suggests that the most reliable and productive paths

point to market expansion in the near term, as well as to extending your

product line. These two directions for growth have the distinct advantage of

building on capabilities and resources that you already have. Market

expansion leverages your current product expertise, and product extension

builds on your experience and knowledge of current customers and the

marketplace.
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^PLf Successful big-name companies such as AT&T, Coca-Cola, and McDonald's

usually are much bigger than just the flagship products that we associate

with them, and if you look closely at the ways in which they grow, they

almost always do so through a combination of expanding into new markets

and extending their product lines. AT&T looks for new customers in both

local and foreign markets, and it also offers a range of calling services

(including direct-dial, collect, and third-party calling; messaging; paging; and

now Internet access service). Coca-Cola enters new markets throughout the

developing world by offering a family of cola beverages that includes Classic

Coke, Diet Coke, and Caffeine-Free Coke. And McDonald's is open for break-

fast, lunch, and dinner with Egg McMuffins, Big Macs, and Chicken

McNuggets.

t^PLf

New market

Expanding into a new market is something that your company can do rather

quickly, because it can take advantage of its current business model, copy-

ing many of the activities that it's already engaged in — producing, assem-

bling, and distributing products, for example.

How to make a bigger Mac
Mac and Dick McDonald were destined to

change the way in which many of us eat. After

struggling for years to make a go of their drive-

in restaurant, they decided to throw in the

towel. But instead of boarding everything up,

they turned their drive-in into a self-service

hamburger joint. The place: San Bernardino,

California. The year: 1948. The result: a fast-

food empire.

It turned out that fast food was in tune with the

times. Americans were on the go— too much
to do and never a free moment. What could be

better than a hamburger, fries, and cola,

wrapped up and ready to go in two minutes or

less? Quick, efficient, and tasty to boot. Ray

Kroc, for one, thought that the concept had

real promise. So he bought exclusive franchis-

ing rights from the McDonald brothers in 1954

and opened his first McDonald's restaurant in

Des Plaines, Illinois.

For the first two decades, McDonald's grew
easily and quickly by expanding its market in

all directions— first to the American suburbs;

then to the cities; next to the rural towns; and

finally to Europe, Asia, and the rest of the

world. Hamburgers were the product, and

McDonald's proudly displayed on its golden

arches a running count of how many ham-

burgers it had sold. But geography has its lim-

its, and McDonald's soon began to search for

new kinds of customers and for new products

that would extend the company's growth.

So along came Filet-O-Fish and McChicken

sandwiches. The move into fish and poultry

reduced the risk that McDonald's would be

a one-product chain. The company also took

advantage of market opportunities.

McDonald's went on to leverage its re-

sources— location, facilities, equipment, and

loyal customers — to expand into the

breakfast market, extending its product line to

include Egg McMuffins, along with all the other

early-morning fare. The company now has

more than 18,000 outlets open for breakfast,

lunch, and dinner in at least 91 countries.
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That's not to say that going after new markets doesn't involve risk. New
markets force you to conduct business on a larger scale. New markets mean
wooing new customers and dealing with new competitors. When you enter a

new market, you're the new kid on the block again, and you have to prove
yourself at every step.

You can expand your market in two basic ways: move into new geographical

areas or go after new market segments.

*> Geography. The most obvious way to grow beyond your core product
and market is to expand geographically, picking up new customers
based solely on where they live and work. This kind of expansion has

many advantages. You not only do business in the same way as before,

but you also have a head start in understanding many of your new
customers, even with their regional differences. Because geographic

expansion may require you to do business in unfamiliar areas or even
new countries, however, you have to pay special attention to how your
company must change to accommodate the specific demands of your
expanded market.

*>* New market segments. Sometimes you can expand the market for your
product or service by finding new kinds of customers. If you're creative,

maybe you can identify a group of customers that you've neglected in

the past. Look carefully at your product's features and packaging, how
it's priced and delivered, who's buying, and why they buy. Also, reas-

sess the customer benefits that you provide. Then ask yourself how
attractive a new market segment is in terms of its size and potential to

grow. What strengths do you bring to the market? What competitors are

already there? How do you plan to gain an advantage over the long

haul?

New product

Extending the number of products or types of services that you offer is

something that you should plan for well ahead of time. All too often, compa-
nies develop new product features, options, and major product enhance-

ments without giving much thought to the implications for the company's
future direction and growth. Instead, a customer asks for this or that special

feature, or a distributor requests a particular option or accessory, and
before you know it, you have additional products to support.

The good news, of course, is that you already have customers. But you also

have to be sure that those customers represent a larger market that benefits

from your product extension and that the additional products make sense in

terms of your own business strategy and plan.

You can extend your product or service in two basic ways: offer new fea-

tures and options or create related families of products.
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i^ New features and options. The most common way to extend a product

line involves adding bells and whistles to your product and giving

customers the chance to choose which bells and whistles they want.

The advantages are easy to tick off: You work from your existing

strengths in product design and development, and you use real live

customers to help you decide which incremental changes to make. It

sounds like the perfect game plan.

The danger comes from losing track of the bigger picture— where you
want your company to end up. Individual customers, no matter how
good they are, don't always reflect the direction of larger markets. So

avoid creating a bunch of marginal products that you can't really sell or

support. Instead, plan to develop a smaller number of products with

features and options that are designed to meet the needs of specific

market segments.

^ Related product groups. You may create a group of products based on

a common element of some sort. You can develop a product family to

use the same core technology, to meet a series of related customer

needs, or to serve as accessories for your primary product.

You want the product group to look stronger in the market than the

individual products do separately. That way, the risks inherent in

product development are reduced, and the rewards are potentially

greater. Take time to understand just how products in the group

actually work together. Also, make sure that you address the separate

challenges that each product poses in terms of customers, the competi-

tion, and your own company's assets and capabilities.

Before you put your plans for growth into action, make sure that they draw
on your company's strengths, reflect the capabilities and resources that you
have available, and help maintain your competitive advantage. Think about

the following questions:

V How well are you doing in the markets that you're already in?

t> In what ways is the expanded market different from your current

market?

f" What parts of your business can you leverage in the expanded market?

v* What functions and activities have to change to accommodate more
products?

**" How well will your extended product line meet specific customer
needs?

<> Is your extended product family stronger than each product by itself?

i> How easy is it to scale up your business to meet the expected growth?

J> How will your competitive environment change?
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New product and new market
Has your company hit a midlife crisis? Do you find yourself searching for

attractive new customers, sexy technologies, and aggressive competition?

Well, it's not unusual for a company to think about rejuvenating itself from
time to time. A plan to move in new directions often involves diversifying

the company, moving down into the bottom-right corner of the Growth
Directions Matrix (refer to Figure 14-2 earlier in this chapter). That corner,

after all, is where the grass always looks much greener — and the profits

look greener, too.

But you have to balance the potential rewards against the challenges and
risks that go along with diversification. Too many companies end up looking

foolish as they try to learn new tricks in unfamiliar businesses without much
time to practice — and they often face the financial consequences.

To better your odds of success, start by doing your homework, which means
researching all the new issues and new players. If this task sounds daunting,

it's meant to. The stakes couldn't be much higher.

Your chances of success improve substantially when you identify the ways
that a potential new business is related to what your company already does.

Even without the benefit of any existing product or market expertise, you
can often discover aspects of a new business opportunity that play right

into your company's core competence (flip to Chapter 9 for more on that).

Here's what to look for:

*&m ^ Name recognition. If your company has worked hard to create a name
for itself, you can sometimes make use of its brand identity in a new
business situation. Name recognition is particularly powerful when the

associations are positive, clearly defined, and can be carried over to

the new product and market. Luxury-car companies such as BMW, for

example, now give their names to expensive, upscale lines of touring

and mountain bicycles.

W Technical operations. The resources and skills required to design,

develop, or manufacture products in your own industry— or perhaps

the technical services that you offer — may be extended to support

additional product areas. Japanese electronics giants such as Sony and

Mitsubishi, for example, are experts in miniaturization, automation, and

quality control. Given those skills, they can acquire original technology

or experimental products and then go on to create product lines based

on their expertise.

p* Marketing experience. If your company has a great deal of marketing

expertise available, you can often put that expertise to good use to

expand the awareness and strengthen the positioning of a new
product. Examples include the creative software products that small,
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independent developers produce and then sell to larger companies such

as Symantec or Netscape — companies that have the marketing muscle

to successfully advertise, promote, and distribute those products.

*** Capacity and scale. Sometimes you can take the excess capacity that

your company has in production, sales, or distribution and apply that

capacity directly to a new business area. That way, you reap the

benefits of a larger scale of operations and use your resources more
efficiently. Many automobile dealerships around the United States, for

example, reached out in the 1980s to show, sell, and service Toyotas

and Hondas, permanently adding them to their American car lines.

v* Financial considerations. Persistent demands on your company's
revenue, cash flow, or profits may inevitably point you in a new busi-

ness direction. Although a financial opportunity by itself offers a fairly

flimsy link to your existing products and markets, a new business

may— just may— be justified on the basis of financial considerations

alone. Large tobacco companies, for example, use their huge cash

reserves to diversify into unrelated business areas that have brighter,

smoke-free futures.

*»NG/
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The temptation to set off in new directions and diversify into new busi-

nesses, creating brand-new products for brand-new markets, has bewitched
and bothered business planners for decades. Unfortunately, the failure rate

for new products can be as high as 75 percent. And the most perplexing part

of the puzzle is the fact that in the beginning, everything looks so darn good
on paper. Here are some examples:

\* Campbell Soup Company thought that it had a winner when it decided
to launch a family of juice drinks for kids. But its Juice Works brand had
trouble, in part because so many competitors had better brand-name
recognition in the juice business.

*^ Federal Express set out to create the future of immediate document
delivery by introducing a new computer network-based product. But
customers turned to FedEx to send hard copy, not e-mail, and the

company got zapped by its Zap Mail service.

i^ Polaroid decided that instant movies were just the ticket to punch. But
the company, unable to compete with camcorder technology, ended up
with only negatives when it introduced its Polarvision movie system.

A few companies, however, manage to succeed with new products and
markets time and time again. Think Rubbermaid, and maybe you think

plastic kitchen utensils and containers. But the company has introduced
more than 1,000 products in the past five years — everything from a snap-
together plastic storage shed to a plastic cooler on wheels. The company's
stated goal: to take in 33 percent of its annual revenue on products that are

less than five years old. What's the secret? Rubbermaid diversifies into new
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businesses that all take advantage of the company's specific capabilities,

resources, and expertise in plastics. In other words, the company moves out

in new directions that are most likely to benefit from its unique core

competence.

I *> One way to grow is to encourage customers to use more of your
existing product more often and in more ways.

i*" To grow in new directions, your company has to look to new products,

new markets, or entirely new businesses.

v When you expand into a new market, you can take advantage of exper-

tise in creating and delivering your existing product.

i> When you extend your product line, you can take advantage of your
knowledge of customers and the marketplace.

v When you go after a totally new business (new product, new market),

the stakes are high, so do your homework.

Manaqinq l/our Product Portfolio

When you decide that it's time to branch out into new products and markets

or to diversify into new businesses, you're going to have to learn how to

juggle. You no longer have the luxury of doting on a single product or

service; now you have more than one product and market to deal with. You
have to figure out how to keep every one of your products in the air, provid-

ing each one the special attention and resources that it needs, depending on
which part of the product life cycle it's in.

Strategic business units

Juggling usually requires a bit of preparation, of course, and the first thing

that you want to find out is how many oranges and bowling pins— or

products and services, in this case— you have to keep in the air at one

time. It's easy to count oranges, and counting bowling pins isn't tough,

either. For products and services, though, the following questions tend to

pop up. Often, these questions have no right answer, but just taking time to

think through the issues helps you better understand what you offer.

j> Just how many products or services does your company have?

*> When you add another feature or an option to your product, does the

addition essentially create a new product that requires a separate

business plan?
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\* When you have two separate sets of customers using your service in

different ways, do you really have two services, each with its own
business plan?

**" When you offer two different products to the same set of customers,

each of which is manufactured, marketed, and distributed in much the

same way, are you really dealing with one larger product area and a

single business plan?

General Electric struggled with these questions in the late 1960s. The
company had grown well beyond the original inventions of its founder,

Thomas Edison; it wasn't just in the electric light bulb business any more. In

fact, it was a diversified giant, with businesses ranging from appliances and
aircraft engines to television sets and computers. The company had to

decide the best way to divide itself up so that each piece was a manageable
size and could be juggled with all the other pieces.

The managers at General Electric hit on the clever idea of organizing the

company around what they called strategic business units. A strategic

business unit (SBU) is a piece of your company that's big enough to have its

own well-defined markets, attract its own set of competitors, and demand
tangible resources and capabilities from you. Yet an SBU is small enough
that you can craft a strategy with goals and objectives designed to reflect its

special business environment. By using the SBU concept, General Electric

transformed nearly 200 separate, independent product departments into

fewer than 50 strategic business units, each with its own well-defined

strategy and business plan.

Consider ways to reorganize your own company around strategic business

units. Each time you outline a separate business plan, you identify a poten-

tial SBU. How do you get started? Because strategic business units often

refer to particular product and market areas taken together, begin with the

following steps:

1. Break your company into as many separate product and market
combinations as you can think of.

2. Fit these building blocks back together in various ways, trying all

sorts of creative associations of products and markets on different

levels and scales.

Think about how each combination may work in terms of creating a

viable business unit.

3. Keep only those combinations of products and markets that make
sense in terms of strategy, business planning, customers, the competi-
tion, and your company's structure.
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4. Step back to determine how well these new SBUs mesh together and
account for your overall business.

If you don't like what you see, try the process again. Don't make the

changes for real until you're satisfied with your new organization.

Aiming for the stars

<&***»>•

Rather than juggle a set of who knows how many ill-defined products,

practice your juggling technique on the Strategic Business Units (SBUs) that

you identify instead.

Start by dividing your SBUs into two basic groups, depending on the direc-

tion of their cash flow: Put the ones that bring money into your company on
one side and the ones that take money out on the other side. Maybe you're

surprised that you have two sides here. Because every product goes

through a life cycle that's likely to include an introduction stage, growth,

maturity, and then decline, different SBUs naturally have different cash-flow

requirements. You must invest in products during their introduction and
growth phases, and your mature products end up paying all the bills. So as a

successful juggler, you always need at least one mature SBU aloft to support

the SBUs that are coming along behind.

Some of this juggling stuff may sound familiar if you've ever tried to manage
your own personal savings or retirement accounts. Every financial counse-

lor tells you the same thing: Spread your investments out to create a more
stable and predictable set of holdings. Ideally, financial counselors want to

help you balance your portfolio based on how much money you need to

earn right away and what sort of nest egg you expect to have in the future.

Given your financial needs and goals, planners may suggest buying blue-chip

stocks and bonds that generate dividends right away, and also investing in

more speculative companies that pay off well down the road.

Your company's strategic business units have a great deal in common with a

portfolio of stocks and bonds — so much, in fact, that the SBU juggling that

we're talking about is called portfolio management. To manage your own SBU
portfolio as professionally as financial experts track stocks and bonds, you
need some guidance, which is where portfolio analysis comes in. Portfolio

analysis helps you look at the roles of the SBUs in your company and

determine how well the SBUs balance one another so that the company
grows and remains profitable. In addition, portfolio analysis offers a new
way to think about strategy and business planning when you have more
than one strategic business unit to worry about.

You could make your first attempt at simple portfolio analysis with two SBU
categories: those that make money and those that take money. Then all you
have to do is make sure that the first category is always bigger than the

second. But the two categories don't give you much help in figuring out
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what's going to happen next. Fortunately, the folks at the Boston Consulting

Group came up with an easy-to-use portfolio-analysis tool that provides

some useful planning direction.

The Boston Consulting Group's Growth-Share Grid (see Figure 14-3) directs

you to divide your SBUs into four groups.

BCG Growth-Share Grid
Relative Market Share

Stars Wn S:

4^ High

Figure 14-3:
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You base your portfolio analysis on two major factors: market growth and
market share.

is* Market growth. Is the SBU part of a rapidly expanding market, or does
it fall somewhere in a slow- or no-growth area? You use market growth
to define your portfolio because it forces you to think about just how
attractive the SBU may be over the long haul. The exact point that

separates high-growth and low-growth markets is rather arbitrary; start

by using a 10 percent annual growth rate as the midpoint.

is Relative market share. Does your SBU command a market-share

advantage over its nearest competitors, or does its market share place

it down the list relative to the competition? You use relative market
share as a major characteristic to define your SBU portfolio because all

sorts of evidence suggests that a strong market-share position is closely

tied to the profitability of the SBU. Separate your SBUs into those where
you have the highest market share and those where you don't.
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Here's a review of the types of SBUs:

Problem children. Problem children are SBUs that have relatively low
market share in high-growth markets. Problem children often represent

newer businesses and are sometimes referred to as question marks, because
you aren't quite sure which path these SBUs may take. Because problem
children are in expanding markets, these SBUs require lots of cash just to

tread water, maintaining what market share they already have, but their

relatively low sales tend to generate little or no revenue in return. If you can
substantially increase their market share over time — and that means
shelling out even more cash — problem children can blossom into stars. If

not, you may have to give them up.

Stars. Stars are SBUs that have a dominant market-share position in high-

growth markets. Every SBU wants to be a star. Stars usually have an expen-

sive appetite for the cash to fund continual expansion and to fend off

competitors that are eager to get a piece of the turf. But their market-share

advantage gives these SBUs an edge in generating revenue, high margins,

and profits. On balance, stars usually support themselves, both producing

and consuming large amounts of money. You shouldn't hesitate to step in

and support a star SBU, however, if additional resources are required to

maintain its market-share lead.

*2£&

Cash cows. The name cash cows says it all — these SBUs have a major

market-share position in low-growth markets. Because of their market-share

advantage, these SBUs generate a great deal of cash, and the best part is the

fact that they don't require much in return. Their low-growth markets

usually are mature, and the products are already well-established. The
bottom line: You can milk cash cows to produce a cash surplus and then

redirect that cash to fund promising SBUs in other quadrants.

Dogs. Dogs are SBUs that deliver low market share in low-growth markets —
and little else. Although many of us are dog lovers, it's hard to love this

particular breed. Revenue and profits usually are small or nonexistent, and
the SBUs are often net users of cash. Although they require periodic invest-

ments, these marginal businesses usually never amount to much, so it may
be best to turn your attention to more-promising SBU candidates.

It's time to put all the pieces together so that you can construct a Growth-

Share Grid to represent your own portfolio of strategic business units.

Ideally, of course, you see mostly stars and cash cows, with enough problem

children (the question marks) to ensure your company's future. Ideally, you
have few dogs to contend with.

But the world isn't always ideal. Fortunately, you can also use the Growth-

Share Grid as a tablet to sketch out what you plan to do with your SBUs to

balance them in the future. Here's what you do:
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1. Sort through your company's SBUs, and get ready to put them in a

blank Growth-Share Grid.

To see the grid format, refer to Figure 14-3 earlier in this chapter.

2. Place each SBU in its proper quadrant, given what you know about

market growth and the SBUs relative market share.

3. Draw a circle around each SBU to represent how big it is in relation

to your other SBUs.

Base the size of your SBUs on revenue, profits, sales, or whatever

measure is most convenient.

4. For each SBU in the grid, forecast its movement in terms of overall

market growth and market-share position.

Use a time frame that's appropriate for your industry and its rate of

change.

5. To capture this forecast, draw arrows indicating the direction of

movement and where you plan to have each SBU end up in the

future.

Arrows that point outside the grid indicate that you plan to get rid of

the SBUs in question.

The BCG Growth-Share Grid, with its quirky cast of characters and its black-

and-white view of the world, is hard to resist, because it makes the complex,

difficult job of juggling several businesses seem to be almost effortless. After

it first caught on nearly 30 years ago, however, the model became so widely

overused and misapplied that the entire business of understanding business

portfolios went out of fashion. Today, of course, we understand that portfo-

lio-analysis tools have their place, but they have to be used sensibly. As the

saying goes, if something looks too easy to be true, it probably is.

Before you start moving your SBUs around the Growth-Share grid like pieces

on a chessboard, remind yourself that the following strings are attached:

*> Market growth is singled out as the only way to measure how attractive

a market is and to determine whether or not you'd like to be in busi-

ness there. But growth isn't the only interesting variable. Markets may
turn out to be attractive because of advances in technology, changes in

regulation, profits— you name it.

*^ Relative market share alone is used to describe how competitive you
are and how profitable your company is likely to be. But market share

is really relevant only when you're competing on the basis of size and
sales volume. There are other ways to compete, including making your
product unique in some way, focusing on a particular group of custom-
ers, or concentrating on service.
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i^ The SBUs in the Growth-Share Grid are linked only by the flow of cash
in and out of the different businesses. But there are many other ways to

think about how strategic business units may relate to one another and
function together, including views that stress the competition or focus

on market risk factors.

i> The differences between a star and a cash cow (or a problem child and
a dog) are arbitrary and subject to all sorts of definition and measure-
ment problems, so without careful analysis and a dose of good judg-

ment, it's easy to cast your SBUs in the wrong roles. You may end up
abandoning a problem child too soon, for example, because you think

that the SBU is a dog, or you may neglect and hurt a star SBU by
assuming that it's a cash cow that you can milk for money.

Looking strong and attractive

If you feel that the Growth-Share Grid doesn't represent your own business

situation (if you'd like something in Technicolor, maybe with a few more bells

and whistles), dozens of other models, methods, and tools are available, all

of which promise to guide you to the right answers with no muss and little

fuss. Many of the other models claim to work particularly well for certain

industries or in specific business conditions, and one of them may be just

right for your company. Before you turn to the pros for guidance, however,

you may want to take one more step in analyzing your SBU portfolio on your
own.

&***T

During the 1960s, General Electric (with the help of the consulting gurus at

McKinsey and Company) came up with a portfolio-analysis framework that's

a little more complicated than the Growth-Share Grid. But the GE Framework
is richer and can be applied successfully in a wider range of business situations.

To make use of the GE Framework, start by examining the complicated-

looking box shown in Figure 14-4.

Don't worry; we'll help. The GE Framework creates two primary categories

that shape your SBU portfolio analysis: industry attractiveness and your

business strengths. Unlike the Growth-Share Grid, the GE Framework
requires you to go on and define exactly what you mean by industry attrac-

tiveness and business strengths.

Coming up with what's attractive and what's a strength can be more ambigu-

ous and less obvious than dealing with market-growth figures and relative

market-share numbers. These definitions should help you get started:

Industry attractiveness. This category may include any number of compo-
nents, depending on your industry. In most situations, however, you want to

emphasize the factors that are likely to lead to fatter returns on your own
SBU investments. Some of the things that you should look at (in addition to

the overall market growth rate) are:



Chapter 14: Managing More than One Product 28 1

Figure 14-4:
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*> Industry size

*> Industry ups and downs

t^ Intensity of competition

i* Customer and supplier relationships

v* Average revenue and profits

t^ Rate of innovation

i> Entry and exit barriers (see Chapter 7 for more details)

J> Government regulations

Business strengths. This category should be based on your specific busi-

ness situation relative to your industry Instead of relying on relative market
share as the only indication of your company's capability to compete, you
should include other factors that reflect your company's particular

strengths and advantages, such as the following:

v* Product uniqueness

J> Service quality

V Customer loyalty

J> Brand recognition

v Costs and profitability

\* Manufacturing capacity
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j> Research and development

*> Patents

i^ Organizational skills

Rearrange your SBU portfolio so that every strategic business unit falls

somewhere in one of the nine newly minted boxes (flip back to Figure 14-4

for your template). Depending on the location of each box, the GE Frame-

work presents a set of planning guidelines. Here are the options that the

numbered boxes suggest:

S

E
E
S
E
E
B
B

Protect position. Concentrate your resources and efforts on maintain-

ing your strengths. Invest to grow at a fast but manageable pace.

Try harder. Challenge the market leaders. Build up the aspects of your
company that are strong and reinforce areas in which the company is

vulnerable.

Be choosy. Seek ways to overcome your business weaknesses. Keep an

eye open for new opportunities if the risks are low.

Harvest. Limit your investments, and try to reduce costs to maximize
your profits. Back away if you begin to lose ground.

Manage carefully. Maintain your existing programs. Concentrate any
new investments in promising areas in which the risks are manageable.

Grow wisely. Build on your competitive position. Invest in attractive

areas in which you can gain or need to maintain an advantage.

Regroup. Try to preserve your current cash flow. Defend your

strengths, and focus on areas that remain attractive.

Coast along. Keep any further investment to the bare minimum. Protect

the position that you have, and try to sustain revenue.

Get out. Cut your costs to the bare bones, and avoid making any new
investments. Bide your time until you can sell to the highest bidder.

<> If you offer more than one product or service, manage your offerings

like a portfolio, with an eye toward how the components work together.

i> A strategic business unit (SBU) is a particular product/market combi-

nation that typically requires its own business plan.

j> You can divide SBUs into stars, problem children, cash cows, and dogs,

depending on market growth and market share.

*> Place your bets on SBUs in attractive industries that take advantage of

your company's strengths.
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In this part . .

.

MMJ hatever the task you're involved in, no matter how
big or small, there comes a time when you have to

roll up your sleeves and get down to the real business at

hand. Once you know where you're headed and what
you're going to do, you must go out and do the task itself.

The best plans in the world aren't worth anything if you
can't carry them out.

In this part, we help you put your business plan to work.

First, we look at ways to organize your company, and
develop the procedures and systems that allow you to

carry out your plan as efficiently and effectively as

possible. We talk about ways to encourage leadership,

develop business skills, and create a company culture so

that you can achieve your plan. Finally, we show you an

entire sample business plan, so that you have a better

idea of exactly what lies ahead for your company.
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t Making Your Business Plan Work

In This Chapter

Examining your business plan

Putting together an organization that works

Developing procedures and systems

Encouraging leadership roles

y Developing necessary business skills

Creating your company culture

The only place where success comes before work is in the dictionary.

— Vidal Sassoon

Congratulations — you're close to completing your business plan! As
much as we'd like to help you finish, we're not going to stand over your

shoulder right now. Just remember that you've already done the really hard

parts; at this point, it's up to you to bring them together. If you need a little

nudge to get under way, flip back to Chapter 1 for a sketch of what your
written plan should look like, or check out Chapter 16 for a good example of

someone else's business plan.

Unfortunately, you don't have much time to celebrate a job well done. Did

you ever hear the story about the man who fell off a 20-story building? As he

passed the fifth floor, he shouted, "So far, so good!"

Clearly, that man wasn't thinking his situation all the way through. Too many
companies are guilty of the same optimism when it comes to business plans;

they fail to see how critical (and sometimes difficult) it is to actually carry

out a completed plan. More than a few of these companies ultimately self-

destruct— not because they don't have a business plan, but because they

assume that when the plan is finished, everything else will simply take care

of itself. Preparing for what comes next, after your own plan is on paper, is

important. It's not enough just to make your business plan; you also have to

make it work.
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In this chapter, we help you understand what you need to do to carry out

your business plan. We show you ways to shape your company and prepare

your people, using your business plan as your primary guide. We explore

how you can create an effective organization and then come up with busi-

ness procedures that promote the goals and objectives in your plan. Finally,

we talk about how you can encourage the people around you to take on
leadership roles, develop the skills that they need, and create a strong

company culture to make your business plan a reality.

Shaping \lour Company
When your business plan is ready, it's time to take the next step, which
means carefully arranging all your company's resources to put the plan into

action. If you were designing a chair, a desk, or a sofa, rather than your
company, you'd probably be reminded of the adage

Form follows function.

It's really why chairs look the way they do — and look different from sofas.

The function of your company is set out in your business plan, and it's up to

you to design a form for your company to support that function.

For decades, business consultants have made their names and fortunes by
coming up with different ways to design companies and organizations. What
a surprise! We're quite sure that any number of these consultants would be

happy to tailor a design just for you. But before you call one of them (and

sign a big fat check), you may want to see what you can put together on
your own. Then, if you decide that you really do need professional help,

you'll know the right questions to ask.

As you come up with ways to design your company, you need to consider

the six major areas shown in Figure 15-1. Three of these areas shape your

company; the other three prepare the people around you.

Living the plan

When you have your business plan down on paper, take the time to read

it— and we mean really read it. Don't just check for typos and bad grammar;

remind yourself of what it actually says. An amazing number of companies
have business plans that nobody reads. At least, nobody in those companies

seems to know much about what the plans say (other than the all-important

numbers in the budget, of course).



Chapter 15: Making Your Business Plan Work 287

Figure 15-1:
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Perhaps you feel that there's nothing you don't already know about your

own business plan. Because you're so close to all parts of it, however,

you can sometimes forget the big picture. So step back and pay special

attention to the broad sweep, below:

| i* Read your company's mission and vision statements as though you
were seeing them for the first time.

*> Consider the goals and objectives that you set for your company,
and ponder what they really mean.

j> Review the strengths and weaknesses that you identify, and consider

what they say about your company's capability to make the plan

work.

v* Think about the different ways in which your company provides

value to its customers and how these ways add up to your long-term

advantage.

If you expect everyone who's involved in your company to take the

business plan seriously, you need to start with yourself. As you put your
business plan into practice, stop and take a step back on a regular basis.

Ask yourself these sorts of questions:

\S Do the procedures that you come up with make sense in terms of the

kind of organization that you're creating?

v* Does your leadership promote the sort of company culture that

you'd like to see?
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Growing fast is hard to do

Korvettes was a red-hot company back in the

early '60s. Starting in a small New York City loft

as a bare-bones discounter of appliances,

electronics, and luggage, the company quickly

grew to more than a dozen profitable stores.

Believe it or not, that was a time when you

didn't see a Wal-Mart, Costco, or Kmart on

every other corner; discount stores were

something new and different. But customers

were catching on fast. The company knew

that it was on to something big — and in on

the ground floor to boot. So after its initial

success, Korvettes came up with a plan to

grow fast.

Getting big, it turned out, was much harder

than the company expected. The ride was
bumpy, and the speed picked up at the end

was all downhill. Oh, Korvettes' original strat-

egy was sound, and its expansion was based

on all the right business instincts. The problem

was that the company didn't have a clue how
to make the plan work.

Korvettes expanded rapidly into new markets,

adding stores, cities, and new product lines.

Butcontrol remained firmly at the top, the or-

ganization itself didn't really change, and em-

ployees went about business pretty much as

usual. Looking back, it's easy to see what went

wrong:

v* The company's management simply

wasn't flexible enough to adjust to the

planned growth.

v The company didn't have procedures in

place for managing its growing number of

stores.

W The staff didn't have the right skills to

handle a growing line of products.

By the end of the decade, Korvettes was
shrinking as fast as it had grown. The com-

pany never did regain its balance.

*> Does the shape of your organization encourage the skills that you need

your employees to have?

i* Do the procedures that you put in place make your company culture

stronger and more focused?

*-" Do the skills that you emphasize add to the leadership qualities that

you want to develop?

W Does every last thing that you do support the business plan that you're

working toward?

Putting together an organization

If everybody in your company can fit comfortably into a Honda hatchback,

you're going to have a fairly easy time coming up with an organizational

structure; you can arrange two or three people in only so many ways. But
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the mere fact that a structure is straightforward doesn't mean that it's not

important. Whether you have 2 or 2,000 employees, the way that you design

your organization plays a major part in your success in making your busi-

ness plan work. No matter how big or small your company gets, everybody

in it still needs to know what his or her job is. All employees have to under-

stand the special roles that they play in carrying out the business plan and

in achieving company goals and objectives.

Where do you start? You can put together an organization in several ways.

The following sections discuss several of the most common structures.

Basic design

The simplest way to organize your company is to put somebody at the top—
an owner or senior manager— and let everybody else do all the jobs that

have to be done. Describing how everyone fits in is easy, because

everybody's equal to everybody else.

*> Advantages. You can usually find someone who's willing to do a job

whenever it needs to be done. Because you're not devoting many extra

resources to managing the organization itself, the basic design is cost-

effective, too.

u* Disadvantages. The basic design really works only if your company has

fewer than about 20 people. If the company is any larger, the person at

the top can't keep track of everybody. So if your company is growing, at

some point you're bound to outgrow your organization. The basic

design isn't always efficient, either. People end up doing jobs that

they've never done before, and experience often gets lost in the shuffle.

Functional model

If you organize your company around business functions, you divide people

into groups, depending on what they do. You take all the engineers and put

them together in one area, and lump the marketing types together in an-

other area. You put the operations people together in one area and all the

financial folks in another. You need to make sure that some sort of general

manager coordinates the various activities of the functional groups, of

course.

u* Advantages. A functional organization works well if your business

involves only one type of product or service. The organization is

efficient, because people get really good at their particular tasks and
each function performed is done only in one place. Also, everybody
knows exactly what he or she is responsible for. The jobs in your
company are well defined, and you have a clear-cut way to measure
how everyone's doing.
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)* Disadvantages. Unfortunately, a functional organization can too easily

turn into a bunch of separate boxes stacked on top of one another.

Each box houses a different functional area; the boxes aren't connected
well, and without good communication, the functions begin to have
separate goals. Operations, for example, wants to make the same
product over and over, whereas Marketing wants to sell different

products to different customers. Each function might be efficient by
itself, but the functions taken together aren't terribly flexible or effec-

tive in carrying out a larger business plan.

<£*ity>

Divisional form

If your company is big enough to be in more than one business, the best

approach may be to organize by divisions. Each of your company's divisions

may be responsible for a particular product, a market, or a geographic area.

If your company is even bigger, your divisions may cover strategic business

units, or SBUs, which are specific product-market combinations. (Refer to

Chapter 14 for additional information on SBUs.) The major divisions in your

company usually are divided up further, often into separate business

functions within each area.

*> Advantages. An organization made up of divisions that are based on
products, markets, or SBUs encourages your company to focus all its

energy and resources on the real businesses that you're in. Senior

managers can tend to the larger issues of how the divisions work
together. Managers inside the divisions can concentrate on their own
sets of customers, competitors, and company issues.

\* Disadvantages. Because the separate divisions within your company
often represent entire businesses, they sometimes compete with one
another, perhaps going so far as to fight over the same customers. Also,

separate divisions usually mean additional overhead costs, because

each division invariably has its own set of management layers and

business functions (research, operations, marketing, service, sales, and

finance) that are bound to overlap. As a result, your company ulti-

mately is less efficient and less capable of taking advantage of any

economies that result from combining tasks.

Matrix format

The matrix format organizes people along two dimensions, rather than just

one. In a matrix organization, everybody has two bosses and wears two
hats. One hat might be functional; a person might be in the programming or

auditing group, for example. The other hat might relate to special projects,

such as one that needs a programmer and an auditor for six months. In this

case, the programmer and the auditor report to both a functional manager

and a project manager.
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v* Advantages. The matrix format allows you to share talent, expertise,

and experience among different parts of your company to see that

these resources are applied when and where they're needed. A matrix

organization can be quite flexible in responding to business needs. At

the same time, you maintain some of the efficiencies that you gain from

arranging people by functions.

v* Disadvantages. A matrix organization can be tricky to manage — and

sometimes even disastrous. The format violates an important manage-

ment rule: Don't give people two bosses at one time. Tension is bound
to occur between the project manager and the functional manager, for

example, and your people will be caught in the middle. If you're not

careful, the matrix format can lead to opposing priorities, clashing

goals, and diverging ideas about how your company's business plan

should be carried out.

\/our ouJn u/ay

After you decide how to organize your company, you have to decide how
much you want to divide it up. Ask yourself a simple question: If the guy who
mails letters has a suggestion to make, how many people do you want the

suggestion to go through before it gets to the top of the organization? In

other words, how many management levels do you want to have?

The number of tiers in your management cake depends a great deal on how
big your company is and how it's organized. Managers can manage only so

many people directly if they want to do a good job, and certain organiza-

tional structures simply require more managers than others do. Always keep

in mind one general rule. The more management levels you have in place:

u* The more control is concentrated at the top of your company

*> The less flexible your organization is in the face of change

u* The more costly your organization is to maintain

How do you know what kind of organization— and how much of it— is right

for you? Unfortunately, the answer isn't always obvious. Depending on your
company's size, how fast the company is changing, and the nature of your
competition, certain ways of organizing seem to have an edge over others.

The ones that work best in practice seem to be the ones that combine aspects

of several of the common options described in the preceding sections.

Some companies try to stay efficient, flexible, and on target by keeping their

organizations as simple as possible, using informal project teams when
necessary and reorganizing whenever changes in their industries and
markets require it. A simple organizational structure tends to keep costs

under control. Informal, temporary project teams create much of the
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flexibility of the matrix format without all the management confusion.

Willingness to reorganize when things change can be a real strength, if you
reorganize in the right way and for the right reasons.

Why do small companies stumble so often? A major stumbling block turns

out to be an unwillingness on the part of people at the top to change the

organization as a small company grows bigger. Small companies tend to

organize around a basic design, in which the owners or senior managers
have their fingers in everything that the company does. Bigger companies
just won't work that way for long, and if the owners can't let go when it's

time to reorganize, the situation usually spells failure for an otherwise
healthy enterprise.

Be sure to explore all your options as you go about creating or recreating

your organization. Try to come up with a structure for your company that

makes sense to you. Only then can you put together an organization that

allows your company to work better and makes it easier for the company to

fulfill its business plan.

beVelopinq procedures

After you spend the time and effort to put together a business plan, it's

natural to assume that running your business will automatically be easier. If

your company's small, you may not have given any serious thought to what
comes next. Now that you know what you have to do, you just go out and do
it, right? Whether it's making a sale, negotiating with a supplier, or keeping

track of expenses, you just get the job done, even if you have to change the

procedure (or make up a new one).

Informal procedures such as these (especially the ones that always change),

don't work for long, however, even if your company's just you. Your custom-

ers want to know what to expect when they deal with you, no matter how
big or small your company is, and so do your suppliers. (So do the tax

people, for that matter.) Nobody likes to deal with lots of rules and regula-

tions, unless they're in the army. But all companies eventually have to come
to terms with the set of guidelines that they're going to use to remind

everybody how they are supposed to operate.

When you start thinking about the procedures that you use to get things

done in your company, you'll keep discovering new ones. To start, ask

yourself how your company does the following things:

u* Keep track of customer sales orders

v Bill and credit customers

j> Handle customer complaints



Chapter 15: Making Your Business Plan Work 293

<$***?

*> Recruit and train new employees

u* Determine wages, salaries, and benefits

v* Reimburse employee expenses

j> Develop capital and operating budgets

*> Manage product inventory

j> Create new products and services

*> Monitor the industry and the competition

And don't forget business-planning procedures. For years, managers and
management gurus alike pretty much ignored the systems and procedures

that made companies run. Let's face it — systems and procedures are

b-o-r-i-n-g. As a result, many of the standard operating procedures across

industries were thought up decades ago, at a time when business meant
manufacturing, distributing, and selling products. Period. But the times have
changed — and companies have changed with them.

During the late 1980s, businesses began to wake up to the fact that some of

these boring old systems were holding them back. Enter reengineering— the

smart idea that you should take a close look at all of your company's
procedures to see whether they really make sense, given what your com-
pany actually does. When companies jumped on the reengineering band-

wagon, they discovered that they were doing all sorts of things just because
they'd always been done that way. Today, doing things the same old way is

simply not good enough, especially when your competitors are breathing

down your neck.

Try to take the basic idea of reengineering to heart when you develop your
own business procedures. Do things in your company because they make
sense, not because that's just the way things are or the way they were in

your last company. It's worth taking a moment to think about a few of the

essential systems that you're most likely to need as you go forward.

Accounting system. The right accounting methods, principles, and even
software can mean the difference between really knowing what you have and
losing track of where your money is coming from and where it's going.

Income statements, cash-flow statements, and balance sheets are indispen-

sable to your business. (Turn to Chapter 10 for all the financial information

that you'll ever want.) You have to have a reliable accounting system in

place if you want to be able to put your financial records together in a way
that you can trust.

Budgeting system. You need to develop procedures that allow you to create

a complete financial picture today, as well as project your future needs
(refer to Chapter 11 for more on financial planning and budgeting). You
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should make sure that your budgeting process covers your short-term

needs, but it's just as important to make sure that the budgeting system
encourages long-term investments.

Personnel system. People are a big part of your company, even if you're the

only employee right now. No matter how many people you count in your
company, you should have a system in place that rewards employees for

their hard work and also encourages them to think about their continued

contributions over the long haul.

Information systems. There's no quick-and-dirty way to keep up with what's

going on in your industry and markets; you need to have a process to

capture information when and where it's available. You also need an infor-

mation system to make sense out of the information that you capture.

Consider your customers. You should keep track of everything that you
know about what customers want, what you've done for them in the past,

and what they expect from you in the future. While you're at it, set up a

similar system to keep track of your competitors.

Planning system. We spent this entire book talking about business plans.

But all the great planning ideas that you come up with may as well remain in

your head if you don't set up a system to develop them inside your own
company. Once you have a business plan, you also have to put a planning

process in place to keep the plan alive.

j> As you put your plan into practice, make sure that your organization,

procedures, and people all work together toward the same goals.

i^ How you organize— by function, product, market, or division, for

example — plays a big role in making your plan work.

v* With more management levels in place, you gain control but lose

flexibility as a company.

u* Be ready to change the way that your company is organized as the

company grows or business circumstances change.

v Don't say, "That's just the way things are done." Make sure that every

procedure that you adopt makes good business sense.

Preparing \lour People
What makes up your company, anyway? Maybe you think of your company
mainly in terms of the products that you offer or the services that you

provide. Maybe the image that first comes to mind is of a building or a
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warehouse with your name and logo on top. Perhaps you think of the

organization, your way of doing business, and the reputation that you've

tried to cultivate.

Your business really is all these things put together, and more. Ultimately,

your company is defined by the people around you— who they are, how
they act, and what they are capable of doing. If you want your company to

be successful, you have to figure out how to encourage leadership roles at

the top. You have to make sure that the people around you develop all the

skills that they need to do their jobs better. Finally, you must create a

company culture that promotes your business plan and ensures that it gets

accomplished.

Encouraging leadership

If you want the people around you to follow you into the future that you lay

out in your business plan, you have to lead them there. But what does it

really mean to be a leader, and how can you encourage others to take on
leading roles?

We should be clear about one thing right from the start: Leadership abilities

and management skills are two very different things. Leadership certainly is

part of what it takes to be an exceptional manager. But leadership also

describes a more general capacity to influence others and persuade them to

behave in certain ways. The world has seen its share of political leaders and
spiritual leaders, as well as business leaders.

Effective leaders lead in different ways, depending on the circumstances at

hand. As you find yourself in different business situations, you have to be
prepared to alter the way that you lead as well. Consider the following

leadership styles.

The boss. In certain situations, you have to tell people what to do, either

because they simply don't know how to proceed or because you have
definite ideas about what has to happen next. Even while you're being the

boss, however, remember that you're going to get the most out of people by
giving them good reasons why they're being asked to do something.

The adviser. If you want people around you to take on responsibility over

time, you have to be prepared to let them go off and try to accomplish the

tasks that you give them on their own. In your advisory role, timing is

everything, because you need to develop a sixth sense for stepping in with

support and giving just the right amount of advice. You should also develop
procedures so that your people know how to ask for help when they know
that they need it. Sometimes you lead best when you allow people to make
mistakes, realizing that they'll learn and grow from the experience.
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The colleague. As you bring people into your company and develop strong

working relationships over time, your leadership may become almost
invisible. On the surface, you behave more like a colleague — one among
equals. In this case, you lead in subtle ways and often by example. If you
demand the best of yourself, others excel, too. If you meet deadlines, others

meet them, too. This brand of leadership is based on mutual respect, and it

can turn into one of the most powerful forces and potent assets that you
have in making your company work.

As you reflect on your own leadership talents and those of the people in

your company who are closest to you, you may wonder whether leaders are

born or whether they can be made. It's hard to say which statement is true,

of course. Some people are natural leaders. It's certainly easier to think

about how you teach someone basic management skills, for example, than

how you go about instilling leadership abilities in them.

^HE fyu The U.S. Army claims that it can create leaders out of raw recruits. Although
we might argue about its success rate, the Army has come up with leader-

ship techniques, procedures, and programs, as well as one simple piece of

wisdom.

Don 't ask those you lead to do anything you wouldn 't be willing to do
yourself.

Come to think of it, that's pretty good advice for aspiring leaders in any
situation and in every walk of life.

Developing skills

At some point, you have to turn your attention to your employees, who are

the ones who will turn your business plan into reality. Employees can't be
just any bunch of random people who are willing and able to work (not if

you want your plan to work, that is). The people you bring on board must
have the right skills to do the kinds of jobs that you ask them to do.

The right skills today are different than they were just 10 or 15 years ago.

Oh, your people should still be tops in their own areas, whether their areas

are engineering or operations, marketing or sales. But they also need to

have more general abilities that allow them to succeed in the company that

you're putting together for the future. In many industries, the people around

you must also excel in the following activities.

Managing information. Employees should be able to deal with an avalanche

of information on almost every imaginable aspect of your company. You
need people who can not only organize the bits and pieces of data, but also

make sense out of them and then go on to make business decisions that take

advantage of the information.
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Thinking independently. Employees should be able to tackle and resolve

business issues as they crop up. You can't afford to have people around you
who do only what they are told to do. If you want to get the most out of your

company, your people have to take initiative, think on their own, and come
up with answers to the business problems that they face every day.

Working in teams. Employees should be able to get things done as part of a

group. The need for speed in a complex business world makes it hard to get

anything big accomplished without pooling resources, talent, and expertise

in a team. Whether you need to solve a technical problem, assemble a

product, or deal with a strategic issue, you count on a team of your people

to get the job done.

Dealing with change. Employees should be able to do things in different

ways, take on new responsibilities, and adapt to unfamiliar situations.

Industries don't stand still anymore, and if your company is going to keep

up, you need people around you who feel comfortable in a world in which
the only constant is change.

Acquiring new skills. Employees should be able to keep on learning. If you
want your company to move forward, those around you have to be willing to

move ahead as well. Your people have to take the time and make the effort

to master new skills.

A leader on leadership

Jack Welch is the CEO of General Electric, one *> Have self-confidence

of the largest corporations in the world, with

1996 revenue of almost $80 billion and a work
\* Involve everyone around them

force that's 240,000 strong. Welch is a leader *«" Have enormous energy

who understands the value of surrounding

himself with other leaders. What does it take
V Energize other people

to be an effective leader at General Electric? \** Set aggressive goals

According to Welch, leaders at GE have the

following qualities:
V Reward progress

v* Have a passion for excellence
**" Understand commitment

i> Hate bureaucracy
it* See change as being opportunity

v Are open to new ideas
V Know how to build diverse and global

teams
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As your company grows and changes, you have to decide how your employ-

ees can acquire these skills. Do you invest in training to develop all the

business skills that you need from inside your company, or do you go out

and buy the necessary expertise, bringing in new people who already have
the backgrounds that you're looking for? Going outside is certainly faster, but

developing and promoting people from within your company can create a

more dedicated work force and a much stronger organization in the long run.

Creating a culture

«*^ Creating a culture in your company doesn't mean forcing everybody to go to

the opera and symphony on a regular basis. Your company culture comes
from the common attitudes, beliefs, and behavior of the people who are

involved in your organization. In that sense, company culture is a great deal

like a nation's culture. But people aren't born working for your company,
and they don't grow up in it either. When you attempt to create a company
culture, you bring together people who have different backgrounds and try

to give them a common outlook.

Your own company culture might focus on one or more of the following

points of view:

j> To offer the best technology around

t> To deliver the finest-quality products available

j> To provide the highest level of customer service

c" To be the most innovative company in the business

c" To have the lowest costs in the trade

v To be the fastest-growing company in the industry

You want these attitudes to translate into the way in which your employees

act. If employees' behavior is based on a set of snared beliefs, you can

always count on the people around you to do the right thing in any business

situation. Company rules and regulations look good on paper, but a com-

pany culture provides a sturdier set of guidelines for encouraging employees

to behave the way that you think they should.

Unfortunately, you can't order people to have a particular point of view, so

you have to take advantage of less direct methods to change people's atti-

tudes and influence their behavior. Leadership has a powerful role to play in

this task. The strongest company cultures often occur in companies that also

have effective leaders— Microsoft Corporation and Bill Gates, for example.
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Here are some ways that you can use your own leadership skills to create a

strong company culture.

Mission, values, and vision. Use your position in the company to talk about

your company's mission, the values that you think are important, and the

vision that you have for the business. Reinforce the things that really matter.

Make sure that everybody is always aware of why you think each person is a

part of your company and what each person is ultimately supposed to

accomplish.

Actions and activities. Set an example for everyone around you to follow

when it comes to the attitudes that you'd like to see and the behavior that

you'd like to promote. If you want your company culture to value customers,

for example, go out and visit customers. If you want people to focus on
profits, ask questions about profitability every chance you get. If innovation

is critical to your company's success, search out the innovators, acknowl-

edge them, and reward them.

Rituals and rewards. Set up rewards inside your organization to support the

company culture and the behavior that you want to promote; then endorse

and identify yourself with that behavior. Offer customer-satisfaction awards,

for example, and attend the ceremonies. Set profit targets, and hand out

bonuses when they're met. Make a big deal out of innovations that work, and
see to it that nothing bad happens when something new doesn't work out.

Your company culture can be one of the keys to making your business plan

work. If you're not careful, however, it can also turn into a stumbling block.

You can't change your company culture overnight, so you have to pay close

attention to the attitudes and outlook of the people around you. You have to

put in the time and effort that's required to encourage the shared behavior

that you expect to see across the company.

\* Leadership is the capacity to influence other people and persuade
them to behave in certain ways.

v* Different business situations demand different leadership styles.

*<" Choose people who can manage information, think independently, work
in teams, deal with change, and acquire new skills.

**" Develop and promote people from within the company to foster

dedication and a strong organization.

v* With a company culture that reflects your vision and values, you can
always count on your people to do the right thing.
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Chapter 16

Learning From Others: A
Sample Business Plan

In This Chapter

fc» Viewing a sample business plan

p- Following a business-plan template

& Learning about the wine industry

Imitation is the highest form of flattery.

— Anonymous

Sometimes, you have to see something up close and personal before you
really understand what it's all about. Viewing a real live business plan

should get you much closer to putting your own plan down on paper.

Your written business plan says something about all the important parts of

your company. After all, you want to convince people— and yourself—
that your company knows what it's doing. If you want to persuade people of

anything, however, they have to actually sit down and read what's in front of

them. So you want to be clear, concise, and to the point, and it doesn't hurt

to spend some time with your prose, either.

In this chapter, we show you a sample business plan. (We changed the

names and some of the numbers to protect the innocent, and other informa-

tion came from Jobson's Wine Handbook, an annual publication.) By review-

ing the plan in some detail, you can learn a bit about how to construct a

business plan of your own, and as a bonus, you'll pick up some tips on the

wine industry.
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Chateau Pierre Vineyards & Winery

Five-Year Business Plan

~ Executive Summary ~

Chateau Pierre Vineyards & Winery is dedicated to growing and har-

vesting the finest California grapes for use in our own production of

world-class wines for the super- and ultra-premium market. We plan to

expand our basic business over the next five years through prudent

growth in our existing product lines. We expect our current revenue of

approximately $4 million to grow by more than 50%, to more than $6
million, while net profits will jump by more than 80% — from $300,000

to $550,000 — in five years.

We will achieve our business expansion by continuing to do what we do

best. We plan to acquire additional vineyard acreage so that we can

plant, grow, and harvest more high-quality grapes and increase wine

production at our facilities in Northern California. In keeping with

changing consumer preferences, however, we plan a slight shift in the

mix of our product line toward lighter red wines.

We will accomplish this transition with the utmost care, protecting our

primary strength: outstanding product quality. And to improve our

already-high quality standards, we plan to update our processing and
bottling plant to incorporate the latest technology.

We also plan to invest in our people, who represent one of our most

important assets. Although our employee compensation packages are

already among the best in the industry, we plan to implement new
benefit and pension programs over the next five years.

In the marketing area, we plan to expand our wine-tasting center to

allow for the growth of on-site business at the winery. This should assist

the further development of our image in the local market. We also want
to enhance our national brand awareness and product image, especially

in urban markets east of the Mississippi. We plan to accomplish this

through hiring new in-house personnel and developing a relationship

with a major East Coast distributor.
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- Company Overview ~

Chateau Pierre Vineyards & Winery is in business to grow and harvest

the finest California grapes and bottle high-quality wines in our North-

ern California facilities. We believe that our business philosophy is best

summed up in our mission, values, and vision statements.

Business Mission Statement

Chateau Pierre Vineyards & Winery is in business to produce world-

class California red and white wines for super- and ultra-premium wine

consumers in the United States and abroad. We expect to grow and

achieve above-average financial returns by maintaining a meaningful

share of this high-end market.

Although we use traditional methods in the growing and harvesting of

grapes and the production of our wines, we constantly explore new
technologies and implement them whenever it is deemed to be both

proper and necessary to maintain our preeminent position.

We invest in our employees and maintain a work environment that is

conducive to their physical, mental, and spiritual health. We provide

them with challenges and rewards that encourage them to make mean-
ingful contributions to the company, the industry, and our community.

Corporate Goals and Objectives

To carry out our business mission, Chateau Pierre Vineyards & Winery
will pursue the following goals:

• Increase the awareness and perception of our red and white wines

as high-quality products through product enhancement, market-

ing, and customer education

• Focus on the super- and ultra-premium market segments in

marketing, distribution, and sales of our wines

• Invest in new acreage and facilities to increase production volume,

with an emphasis on light red wines

• Enhance the work environment and compensation for all our

employees



30b Part V: A Planner's Toolkit

• Implement management policies resulting in above-average

returns for our investors without jeopardizing our capability to

fulfill other aspects of our corporate mission

Specific objectives to support these goals include:

• Continue to develop the quality of our wines so that we capture at

least two gold medals per year in established California-wine-

industry blind-taste-test events

• Expand wine tasting, hospitality rooms, and the restaurant at the

winery so that we can offer seven-days-per-week service and can

host luncheon and dinner events for up to 40 people

• Monitor changing wine tastes and test at least two new red wine
blends

• Appoint, within 12 months, a full-time director of marketing who
has the ability to implement and achieve our national marketing

and distribution goals

• Enter into an agreement with a large East Coast distributor

within the next 18 months

• Engage the services of a nationally recognized advertising firm to

increase our brand awareness to at least 75% in the super- and
ultra-premium wine market segments

• Expand the total acreage of the vineyard by an amount sufficient

to produce 50,000 cases of wine per year, in all varieties, by the

end of the five years

• Expand the acreage of red merlot grapes so that merlot accounts

for 40% of our annual production in five years

• Invest up to $2 million over five years in state-of-the-art bottling

equipment, to reduce our dependence on external suppliers

• Implement a pension and benefits plan for all employees, both

full- and part-time, providing health and retirement programs

within the top quartile of industry firms in our region

• Achieve an average 10% ROI for owners over the next five years
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Corporate Values Statement

At Chateau Pierre Vineyards & Winery, we believe that above all else,

our business should be based on respect:

• Respect for the land we depend on

• Respect for the people we work with

• Respect for the customers we serve

Corporate Vision Statement

Chateau Pierre Vineyards & Winery aspires to gain a national and
international reputation as being one of the best wine producers in the

world.

~ Business Environment ~

The wine industry in America continues to be both challenging and
interesting. Within the overall beverage industry, wine is classified as a

"change of state" beverage. Other categories include "cool and refresh-

ing" drinks (colas, soft drinks), "hot and refreshing" drinks (coffee and
tea), and "healthy and nutritious" drinks (fruit juices).

Within the "change of state" category itself, beer has historically been

the largest seller by far. By 1980, wine had surpassed distilled spirits in

terms of gallons consumed, and the growth in wine consumption has been

faster than that of beer for the past several decades. But wine consump-
tion today still totals less than 10% of annual beer consumption.

Market Trends

Between 1945 and 1970, the consumption of wine in the United States

was quite modest, but nevertheless fairly consistent in terms of both

volume and revenue growth. Beginning in about 1970, however, demand
began to increase dramatically. Total number of gallons of wine con-

sumed nearly doubled between 1970 and 1980, and continued to expand
rapidly in the early 1980s, due in part to the development of new,

"lighter" products, including wine coolers.
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Unfortunately, the growth of wine consumption has slowed considerably

since 1985. Factors that have impeded wine sales include:

• Increased taxes on alcoholic beverages of all kinds

• Government regulations on wine, including ingredient-labeling

requirements and restrictions on mail-order sales

• A slowing of the nation's population growth

• U.S. economic conditions that have put pressure on the sales of

nonessential items, especially among lower- and middle-income

families. These conditions have especially affected lower-price

wines

• Changing social mores in America promoting "family values" in

opposition to the consumption of alcoholic beverages

• The spread of the Phylloxera epidemic, caused by a pest that's

destroying vine roots in prime California vineyards. This epidemic

will reduce overall production until new land can be planted or

infected land replanted and harvested — a process that can take

up to eight years

Projections call for a return to growth through the end of the century,

but at a modest rate of only 1.4 % per year over these years. This trend

will create continued unstable dynamics among industry competitors

during the next five years. Historical and projected wine-consumption

volumes and sales are as follows:

Annual U.S. Wine Consumption*

Year Gallons Per Adult Retail Sales

(in millions) (Gallons) (in millions)

1940 87.1 0.60 $260

1950 135.0 0.90 551

1960 158.1 0.88 751
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Annual U.S. Wine Consumption* (continued)

Year Gallons

(in millions)

1970 255.9

1980 479.6

1985 580.3

1990 509.1

1991 467.1

1992 477.4

1993 444.3

1994 452.8

1995 460.4

1996 466.4

Per Adult

(Gallons)

1.26

2.08

2.43

2.05

1.85

1.87

1.72

1.74

1.75

1.76

Retail Sales

(in millions)

1,746

6,219

10,776

11,697

11,929

11,741

11,652

12,033

12,547

13,059

: Consumption data includes imported wines. These wines accounted for 13.1% to

15.7% of national U.S. consumption from 1990 to 1996, down from a high of 27% in

the 1980s.

Projected Annual U.S. Wine Consumption*

Year Gallons Per Adult Retail Sales

(in millions) (Gallons) (in millions)

1997 (E) 472.6 1.77 13,705

1998 (E) 478.8 1.78 14,364

1999 (E) 487.8 1.80 15,368

2000 (E) 498.7 1.82 16,607

* Estimated data (E) assumes an average consumption increase of 0.04 gallons per

adult per year over the next four years, an average population increase of 0.4% per

year, and an average retail-price increase of 4.5% per gallon per year.

Market Segment Growth

General trends in the overall wine market mask dramatic changes

within the market categories. Until 1960, for example, dessert-aperitif

wines accounted for the bulk of consumption in America, outselling

table wine by a 2-to-l margin. Yet by 1980, the dessert-aperitif product

had declined to only a 9% market share, while table wines soared to
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wines soared to 75% of the market. And by 1995, the table-wine share

had risen to 83%, while the dessert-aperitif share was down to 5%.

Wine coolers — essentially unheard-of in 1980 — rose to 22% of total

wine consumption by 1987 and then fell back to just 4% in 1995.

U.S. Wine Consumption >y Category of Wine

Gallons (in millions)
t

% of Volume

Type 1970 1980 1990 1996 1970 1980 1990 1996

Table 133 359 338 392 57 74 66 83

Dessert 74 45 44 25 24 10 9 5

Vermouth 10 9 5 4 4 2 1 0.8

Sparkling 22 30 36 30 8 6 6 6

Special* 28 33 91 20 7 7 18 5

TOTAL 267 476 514 471 100 100 100 100

*This category includes natural wines and wine coolers.

Within the dominant table-wine category, overall case-sales volume
is projected to grow rather slowly over the next four years, at about

2% per year:

Total U.S. Table-Wine Sales

Year Cases* (in thousands) Year Cases * (in thousands)

1975 109,595 1996 164,250

1980 160,572 1997 (E) 167,350

1985 165,222 1998 (E) 170,500

1990 142,870 1999 (E) 174,000

1995 161,100 2000 (E) 177,500

* A case consists of 12 bottles of 750ml each, for a total 9 liters. A 9-liter case equals

2.38 gallons of wine.

Significant trends are emerging within the table-wine category that

represent real growth opportunities. The dramatic changes in U.S. wine

consumption over the past 25 years are largely the result of demographics,

as Baby Boomers entered the wine market in larger numbers.
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Those demographics continue to influence the table-wine market as

Baby Boomers age and become increasingly affluent. Within the table-

wine category, market segments can be defined based on retail prices:

U.S. Table-Wine Market Segments Based on Price*

Market Segment

Economy

Popular

Premium

Super-premium

Ultra-premium

Price Range

< $4.25 per bottle

$4.26-$5.75 per bottle

$5.76-$7.50 per bottle

$7.51-$10.00 per bottle

> $10.01 per bottle

*A11 figures are for 750ml bottles at 1996 prices.

Although total table-wine case volume is projected to grow at only 2%
per year through the end of the decade, much larger revenue growth is

forecast for the upper-end market segments, coming at the expense of

lower-price wines. Premium-wine dollar volume is projected to expand
by 16%; super-premium, by 25%; and ultra-premium, by 18% between
1996 and 2000. Together, these three price segments accounted for 62%
of 1995 table-wine sales and are estimated to grow to 74% by 2000.

U.S. Table Wine Sales by Price Segment ($ Value)

Segment 1970 1980 1990 1995 2000 (E)

Economy 30% 23% 9% 7% 4%

Popular 60 47 40 31 22

Premium 10 16 25 31 36

Super-premium N/A 10 17 20 25

Ultra-premium N/A 4 9 11 13

Buyer Behavior

The changes in table-wine consumption patterns are being driven by
several factors. While the U.S. economy continues to grow, it is the more
affluent adults who consume premium wine — and this group has fared

better economically than the population as a whole. But there is still

sizable room for growth. Fewer than 25% of adults in the United States
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drink wine, and per-capita consumption is less than 2 gallons per year.

This compares with a per-capita 40 gallons of soft drinks and 25 gallons

of coffee in the United States, and it compares with a per-capita wine

consumption of 16 gallons per year in Italy and France.

Within the United States, a quarter of the wine drinkers account for

75% of wine consumption. Wine drinkers in the high-end table-wine

segments can be described as follows:

• They are relatively better educated.

• They are professionals in higher income brackets.

• They are generally in the 35-54 age bracket.

• They are more likely to be female (56%) than male (44%).

• They reside primarily in center-city or suburban areas.

About one-third of these customers consume at least one glass of wine

per day. Although white wine accounts for 67% of use in this group, the

consumption of red wine is growing, especially among males.

Market research data shows that wine, as a product, suggests elegance,

glamour, and culture in the view of most consumers. Wine drinkers are

perceived as being upscale, sophisticated individuals. According to

research studies, packaging can be just as important as the product.

Factors such as the visual uniqueness of the wine-bottle label can have

a strong effect on sales.

Competition in the Segments

Industry Leaders

In the U.S. wine industry as a whole (consisting of 160 million 9-liter

cases in 1995), three companies controlled more than 50% of the market.

Although all of these corporations sell the bulk of their wine in the low-

end market, they each have a presence in the higher-end market seg-

ments through the ownership of small boutique wineries or private-label

brands.
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Company

Gallo

Canandaigua

The Wine Group

Sebastiani

Heublein

Overall Table-Wine Leaders

1995 Market Share

34.3%

17.7

9.7

4.7

4.3

Premium Wine Segment

In the premium-wine segment, there are many more wineries and, thus,

more competition. In a market of 50.6 million cases sold in 1995 (31.6%

of the overall table-wine market), the following wineries are largest:

Company

Premium Table-Wine Leaders (thousand cases)

1993 Volume 1993 Share 1994 Volume 1994 Share

Sebastiani 5,469 12.3% 6,282 13.2%

New Heublein 5,481 12.3 5,314 11.2

Sutter Home 4,464 10.4 4,917 10.3

Beringer 4,130 9.3 4,413 9.3

Robert Mondavi 4,031 9.1 4,272 9.0

Fetzer 2,175 4.9 2,334 4.9

Kendall-Jackson 1,265 2.8 1,612 3.4

Totals 44,400 61.1% 47,600 61.3%

The top seven producers control approximately 60% of the premium-
wine market. Some of the wineries, such as Sutter Home and Kendall-

Jackson, are independent; others, such as New Heublein and Fetzer, are

owned by larger companies.
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Super- and Ultra-Premium Wine Segments

California supplies 75% of all wine consumed in America and nearly all

of the wine sold in the super- and ultra-premium market segments

(retail prices of $7.50 or more per 750ml bottle). Most of this product

comes from Napa and Sonoma counties in Northern California, home to

more than 100 small estate wineries that offer numerous individual

high-end wines. Leading brands include Adler Fels, Davis Bynum,
Chalk Hill, Chateau St. Jean, Clois du Bois, De Loach Vineyards,

Ferrari-Carano, Geyser Peak, Gundlach-Bundschu, Jordan, Kistler,

Lambert Bridge, Matanzas Creek, Murphy-Goode, Piper Sonoma,
Ravenswood, Silver Oak, Sonoma-Cutrer, Stag's Leap, Sterling, Rodney
Strong, and William Wheeler — among many others.

Each winery has a small market share, and most wineries produce

fewer than 50,000 cases per year. Production of individual wines can be

as low as 1,000 to 1,500 cases annually. Quality is extremely high

among all competitors. With the limited numbers of bottles available,

price is usually a function of supply. Total sales in the super- and ultra-

premium segments are less than 20 million cases annually, generating

around $2 billion or more in revenue at the retail level.

Industry Forces at the High End

Wine-production costs are high in the super- and ultra-premium mar-

kets. Typically, it costs $25,000 to $30,000 per acre to purchase top

grape-producing land in Northern California and another $30,000 per

acre to develop the land (which takes four to five years to make fully

productive).

Approximately $5,000 per year must be spent to generate approximately

10 tons of grapes per acre, at a value of up to $1,500 per ton, depending

on variety and quality. Grapes alone typically account for 40% to 50% of

total wine-production costs. An acre of quality high-end grapes may
generate 550 to 600 cases of wine, retailing at $60,000 to $70,000.

Capital costs to build new bottling and processing plants can run to

several million dollars. Return on investment is typically between 5%
and 10% but depends on many uncontrollable variables, such as

weather, supply and demand, and competition. Financial risks are high

in this industry.
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High costs and slow industry growth rates have led to increasing con-

solidation in the industry over the past several years. Large premium-
wine makers, as well as major international companies, are purchasing

small estate wineries in the super- and ultra-premium segments. Many
of these companies are financially secure and have their own internal

means of distribution, so the number of competitors is decreasing, but

those that remain are stronger than ever.

Up to 80% of super- and ultra-premium wine by volume and 60% by
price is purchased at supermarkets and wine or liquor stores. Restau-

rants, which generally offer the more expensive labels, account for the

remainder of sales. Retailers take 15% to 30% of retail price. Distribu-

tion is critical to a small winery's success, and usually accounts for 10%
to 25% of retail prices. Consolidation has also been rampant among
wine distributors to these outlets, and California alone has witnessed

a reduction from 12 to 3 major distribution firms in the past several

years.

Advertising expenditures by small estate wineries are low, due to the

high cost of national media and the small scale of production. Promo-
tions and wine-tasting competitions are the typical means of consumer
communication, with word-of-mouth advertising being very important.

~ Company Description and Strategy ~

Chateau Pierre Vineyards & Winery, established in Northern California

in 1974, currently caters exclusively to the super- and ultra-premium
segments of the market. Chateau Pierre is positioned well for the

emerging trends in the upper end of our industry. We offer red and
white wines to customers in these top-end segments, including a

chardonnay, a cabernet sauvignon, and a merlot blend. We currently

harvest grapes from nearly 700 acres of our own land, in five parcels.

We also have long-term contracts to buy grapes from high-quality

vineyards in the area, representing an additional 300 acres.

Revenue has grown by an average of 8% per year over the past five

years. Our dollar and case volume sales over the past five years have
been as follows:
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Chateau Pierre Vineyards & Winery
Volume and Revenue, 1992-1996

Chardonnay Cabernet Sauvignon Merlot Total

Year Cases Revenue Cases Revenue Cases Revenue Cases Revenue
(thousand) ($) (thousand) ($) (thousand) ($) (thousand) ($)

1992 20 2,184,000 5 691,200 25 2,875,200

1993 19 2,042,880 6 829,440 2 144,000 27 3,016,320

1994 20 2,268,000 7 899,640 3 237,600 30 3,405,240

1995 20 2,196,000 8 1,028,160 5 424,800 33 3,648,960

1996 21 2,268,000 9 1,138,320 7 594,720 37 4,001,040

Unfortunately, gross margins have eroded slightly in these categories,

due to greater price competition and our need to expand distribution

through stronger— and more expensive — independent distributors

who know the trade outside our Western United States region. Our
margins on chardonnay, for example, have dropped from a high of 65%
to a 60% level since 1991; cabernet, from 64% to 62%; and merlot, from

60% to 59%. Despite our higher distribution costs, net profit and profit

margins have increased at Chateau Pierre over the past five years:

Chateau Pierre Vineyards & Winery Profits

Year Net Profit Profit Margin

1992 $172,500 6.0%

1993 196,060 6.5

1994 217,935 6.4

1995 262,725 7.2

1996 300,075 7.5

Growth Strategy

On balance, we believe that there are both opportunities and threats to

our growth in the high-end market over the coming five years. The

super- and ultra-premium table-wine segments are growing fast and

seem to be in line with changing consumer tastes. Red-wine sales are

also increasing, especially in blended varieties. We are well-positioned

to take advantage of both trends over the next five years. Our sales
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revenue and profits have risen steadily over the past five years, and at

this time, we see no major reasons why they will not continue to do so in

the coming five years.

There are threats, however. Weather could severely affect our plans, and

disease could harm the vineyards, as has happened in the past. Yet

perhaps the greatest threat to our continued growth is the lack of

sufficient capacity to expand sales volume. Recently escalating prices for

top-quality grape acreage could make it difficult for us to obtain more

land. In addition, top-quality contract acreage is intensely competitive

and should remain that way for the next two to three years.

We believe that our present product mix — chardonnay, cabernet, and a

merlot blend— will need to be weighted more toward merlot as the market

moves to lighter reds in the future. Our existing bottling and processing

capacity will also need to be expanded to meet future goals and objectives.

Competitive Advantage

The capability to produce more wine is critical to our planned expansion

of distribution into new geographic markets. These markets primarily

include the large urban areas in the Eastern and Southeastern sections

of the United States. We lack marketing sophistication outside our

primary regional market, but we believe that we can address this

problem through the acquisition of a full-time director of marketing.

Our competitive advantage in the high-end segments remains strong

and squarely rooted in a quality image that we've created over the

years. To a large degree, our customers mirror the characteristics of

others in the super- and ultra-premium table-wine segments. In gen-

eral, they are sophisticated consumers of quality wines. Although there

is considerable competition for these customers, we enjoy substantial

repeat-purchase behavior from our core customers, and market research

indicates that our brand reputation is spreading. If anything, our sales

growth is limited only by the availability of our product at this time. We
intend to address this supply issue squarely in the coming five years.

We believe that our product quality is, to a large degree, a function of

our dedicated employees. Employee surveys demonstrate a high level of

job satisfaction at the winery, and we intend to improve upon it even
more in the next five years. We plan to introduce several employee
reward programs, including incentive packages as well as special
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recognition of an employee of the month. Additions and upgrades to our

physical plant should also help in maintaining a strong positive image
with both our employees and customers.

All in all, we believe that Chateau Pierre is well positioned to grow in

the best segments of the table-wine market. We will not present Cha-

teau Pierre as being a candidate for acquisition during the coming five

years, and although we will continue to study the international market,

we believe that our best chance for improving the value of our company
remains in expanding our domestic base.

~ Action Plan ~

To achieve the projected results of our five-year plan, it will be neces-

sary to take several steps within the first year. These steps include:

• Continuing the conversion of grape-growing acreage to increase

production of our merlot blend

• Purchasing and/or contracting for more top-quality grape-growing

acreage within our geographic area

• Hiring an experienced director of marketing who can expand our

brand presence in markets east of the Mississippi

• Identifying insurance providers that can support our employee-

benefit expansion plans

By the beginning of the third year of this plan, we intend to arrange

financing for the expansion of our bottling operations and our visitation

center, including the dining rooms and kitchen facilities. We also intend

to begin a search for new distributors that will extend our presence in

other U.S. regional markets.

- Financial Review ~

Our pro-forma income statement reflects additional revenue from

expanded production and, in the first two years of the plan, higher costs

due to an expanded marketing effort.
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Chateau Pierre Vineyards & Winery

Pro-Forma Income Statement

Gross revenue

Excise taxes

Net revenue

Cost of goods sold

Gross profit

SG&A expenses

Operating profit

Income taxes

Net profit

1997

$4,666,800

(238,000)

4,428,800

(2,800,100)

1,628,700

(1,058,650)

570,050

(228,000)

$342,050

1998

$5,086,800

(259,400)

4,827,400

(3,001,200)

1,826,200

(1,187,000)

639,200

(255,700)

$383,500

1999

$5,595,500

(285,400)

5,310,100

(3,300,300)

2,009,800

(1,205,900)

803,900

(321,600)

$482,300

2000

$6,211,000

(316,760)

5,894,240

(3,602,400)

2,291,840

(1,375,100)

916,740

(366,700)

$550,040

Based on this pro-forma income statement, we are confident that we can

raise sufficient capital to finance our expansion programs over the

course of the coming years. By the end of the plan, we project a net

profit margin of 9%, which places us near the top of the industry for

companies in the high-end wine market. Projected net profits at the end
of the plan represent an 83% increase from actual net profits for 1996
and a compounded annual profit increase of nearly 12% over the life of

the plan. This is in keeping with our broader goal of providing owners
above-average returns over the life of the plan.
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In this part . .

.

1
m n The Part of Tens, we list the ten most important

M, questions to ask yourself about your business plan

while you're working on it. We also point out the ten

things you never ever want to be caught doing (while

you're business planning, of course). Then we take a look

at ten (or so) of the best-planned organizations around,

pointing out why we think they're so good at what they

do. We also ask you to come up with your own candidate

for best-planned organization. Let us know about it. We'd
like to hear from you.



Chapter 17

Ten Questions to Ask

about Your Plan

In This Chapter

Looking over what you've done

>- Making the necessary changes

f
t never hurts to step back every once in a while and take stock of where

«C you stand. With that in mind, we've filled this chapter with all sorts of

questions to mull over before you show your business plan to the world.

Are 1/our Goals Tied to \lour Mission?
Look at the goals that you set for your company. These goals are the results

that you absolutely, positively intend to achieve, and to a large extent, these

goals determine how you set priorities and how you run your company. Your
goals have to be consistent with one another so that you're not running in

different directions at the same time. In addition, you have to tie your goals

to your company's mission so that you're heading in the direction in which
you really want to go.

Can \/ou Point to Major Opportunities)

If you want your company to grow and prosper over the long haul, you have
to take advantage of business opportunities as they come along. Your
business plan should point out the major opportunities that you see heading
your way (in technology, markets, and distribution, for example) and outline

the actions that your company intends to take now so as to be in a position

to take advantage of those opportunities down the road.
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HaVe l/ou Prepared for Threats)

It's easy to paint a rosy picture of what the future holds for your company,
but having a rosy picture doesn't necessarily mean that it's going to

come true. Your company is in much better shape if you paint an objective

picture— including the bad news along with the good. That way, you're

prepared for the dangers that are bound to be there.

Your business plan should point out the biggest threats that loom on the

horizon (a market slowdown, new regulations, or increasing competition, for

example) and offer ways to prepare for them. If you recognize threats before

anybody else does, you can often turn a threat into a real business opportunity.

Hwfe l/ou Defined l/our Customers)
The more you know about your customers— who they are, how they act,

what they want— the more you know about your company. Customers tell

you how to succeed in the marketplace.

Describing your customers is much easier if you think about dividing them
into separate groups. Each group, or market segment, has its own unique

profile and places its own set of demands on your company.

Your customers are so important to your company that you can't afford to

leave them out of your business plan. You should answer three questions:

*> Who is buying?

W What do they buy?

u* Why do they buy?

Your plan should explain how your company intends to serve those custom-

ers better than anyone else out there.

Can l/ou Track l/our Competitors)

Your competitors are around to make life interesting. They're the companies

that always try to woo your customers away, promising products or services

that have better value (more benefits, lower prices), and you can't ignore

them. You have to be able to identify who your competitors are, what
they're doing, and where they plan to go in the future.

Competition represents a big piece of your business environment. Your

business plan should cover what you know about your competitors and—
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more important — how you intend to keep track of them on an ongoing

basis. Your plan should also address how you intend to use what you learn

to choose competitive battles that you can win.

Do \!ou Know \lour Strengths

and Weaknesses}
It's hard to be objective in making an honest assessment of what your

company does well and what it could do better. But your company's

strengths and weaknesses determine its odds of success as you look ahead.

Strengths and weaknesses refer to your company's capabilities and re-

sources and how well they match up with the capabilities and resources

that your company really needs to have in place to be successful.

Your business plan should list your company's capabilities and resources—
from management skills or research expertise to operations and distribution

strength or loyal customers. But the plan must go on to describe how each

of these capabilities or resources is either a strength or a potential weak-

ness, given your business situation and the industry in which you compete.

Does \lour Strategy Make Sense)
Strategy has to do with how you intend to make your business plan happen.

For starters, you have to pull together your company's strengths and
weaknesses, the opportunities and threats that your company faces, and the

business goals that you set. Then, given all these pieces of the puzzle, you
have to figure out a way to get where you want to be, in spite of all the

things that stand in your way.

It should be clear, from beginning to end, that your business plan is based
on an overall strategy that makes sense. Your company should have a

strategy that's grounded in reality and that makes reasonable assumptions
about what's happening and what's about to happen— a strategy that's

logical and rational about what can be accomplished and how long it's going

to take.

Can l/ou Stand Behind the Numbers)
Think about all your financial statements as your company's report card—
one that answers some big questions. Do your customers love you? Are your
competitors afraid of you? Are you making the right business choices? An
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income statement presents the bottom line, the balance sheet shows what
your company is worth, and the cash-flow statement keeps track of the

money.

Your current financial statements tell everybody how well you're doing. But

many people are more interested in your financial forecasts, which say what
you expect to happen in the future. Just because these forecasts include

official-looking numbers, however, doesn't mean that the predictions will

necessarily come true. If you want to paint an honest picture of your com-
pany, your business plan should include a realistic financial portrait, based
on assumptions that you believe in and numbers that you trust.

Are j/ou Really Ready for Change?
If one thing remains constant in the business world, it's change. Although

some industries change faster than others, everything around you— from

technology to competition to your market— is going to be a little different

tomorrow than it is today, no matter what business you're in. If you want to

keep up, you have to think two or three steps ahead. You must look carefully

and continually at what may happen in the world and how it may affect your
company.

Although your business plan paints an honest picture of how you see your
company and what you see happening down the road, the plan should also

acknowledge the fact that you don't have a crystal ball. So present some
options. Include one or two alternative business scenarios, asking— and

answering— the question "What if . .
.?"

Is \lour Plan Clear, Concise, and
Up to Date)

Your plan should certainly capture all the things that you think are essential

to know about your company and its situation — everything important that

you learn in the process of planning your company. But none of the informa-

tion that you present is going to be of any use to anyone else if your busi-

ness plan is too long, impossible to read, or out of date.

Read over your own plan. Is it easy to understand? Is it easy to navigate?

How long did it take you to read? Did you know where to find all the details?

Did the details get in the way?

Your plan is a living document, so make sure that it's in a form that's easy to

change when you need to make changes. If you have to start from scratch

each time, your plan is destined to be old news.
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Top Ten Business-Planning

Never-Evers

In This Chapter

! Reviewing what to watch out for

Fixing things that are broken

This chapter lists a few of those "I can't believe I did that" planning

miscues that are all too easy to make. We list the top 10 here so that you
have a better chance of not making these mistakes yourself. But if you
happen to make them anyway, at least you'll know that you're not alone.

Failing to Piatt in the First Place
We're probably preaching to the choir here, because you're already reading

this book. But neglecting to plan is a business sin so grave that it's always

worth a short sermon. Planning isn't easy. After all, there are no right or

wrong answers, and nothing's guaranteed. But the planning process is

bound to leave your company better prepared to face an uncertain future.

Although a business plan may not solve all your problems, it can help.

Planning makes you a better manager and makes your company, no matter

how large or small it is, more competitive and more likely to succeed over

the long haul.
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Shruqqinq Off Values and Vision

There's nothing more invigorating than jumping right into the thick of

things. You're itching to line up your products and services, seize the

opportunities that are right in front of you, and face down your competitors

one by one. This situation is the business version of a roller-coaster ride,

and we won't deny that it's exciting: ups, downs, hairpin corners. But roller

coasters end up right back where they start — and so will your company, if

you don't stand back and spend some time on the values and vision that set

you off in the right direction.

Your company's values and vision statements are there to remind you where
you want to go and what you want to become. Together, these statements are

your business compass, so you don't want to start your journey without them.

Second-Guessing the Customer
Everybody knows the cliche "The customer is always right." Well, it's not a

cliche for nothing. Whether you're trying to satisfy an individual customer
face-to-face or attempting to figure out what an entire segment of the market

needs and wants, you ignore what customers tell you at your own peril.

This idea seems so obvious that it's hardly worth repeating. But you may be

surprised how many companies approach the marketplace with a "We know
just what you're looking for" attitude. Just remember that if you're not

listening to your customers, one of your competitors is.

Underestimating \lour Competition
Sometimes you can get so involved in working on your own product or

service that you forget the other smart people out there who are trying to

develop and market the same product or service. The more competitive

your industry is, the smarter the competitors are and the more of them
there seem to be.

Watching your competitors is just as important as listening to your custom-

ers. After all, if you want to stay ahead of the pack, you have to know what

the rest of the pack is up to. The more you know about your competitors,

the more you can use what you know to beat them at their own game.
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Ignoring \lour Own Strengths

Why does the grass always seem a little bit greener in the other company's

yard? It usually isn't all that green when you get up close and look carefully, of

course. But there's a real temptation in business to think that other compa-
nies have all the right answers, the better way of doing things, the correct

approach.

Oh, you can always learn things from your competition— no doubt about it.

But what's right for one competitor isn't necessarily going to be the best

way for you to do things. So don't forget to catalog your company's own
unique strengths and use them to your own advantage in the marketplace.

Mistaking a Budget for a Plan
Putting together your company's budget is one of the most critical steps in

the business-planning process. A budget, after all, is where you make all the

really big decisions about how much money to spend and where to spend it.

Your budget plays a large role in determining what your company will do in

the months and years ahead.

But don't ever mistake this budget for your business plan. The bulk of your
plan is all the work that you do up front, before you begin to put your budget
together in the first place. All that analysis of your industry, customers,

competitors, and yourself makes your financial decisions the right ones —
the ones that move your company closer to your larger business goals.

Shying Away from Reasonable Risk
Some people jump out of airplanes; others won't ride a Ferris wheel. Some of

us are willing to bet the farm; others have trouble buying a lottery ticket.

But no matter how you feel about risk, nothing's risk-free, especially in

today's competitive markets.

Doing business means taking risks, and creating a business plan is one good
way to manage those risks. Don't shy away from making a bold business

move— after you've done your homework, assessed the risk, and know that

it's a reasonable step to take.
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A(touting One Person to

Dominate the Plan
Nobody has all the right answers (at least, no one we've met personally). So
no matter how big or small your company is, don't create a business plan all

by yourself. Even if you're the only one running the show, get other people

you trust involved in your planning process — at the very least, to review

what you've done and provide an outside perspective. If your company's
bigger, involve as many people with different points of view as you can in

your planning process. The more viewpoints you get, the stronger the

business plan will be.

Being Afraid to Change
We all end up making changes in our lives. Sometimes we're not given much
choice in the matter, and most of us would prefer to go on doing the same
things that we've always done, especially if we're really good at them.

Companies aren't much different. It's not easy to change the way that you do
business or the kind of business that you do, and change is particularly hard

if you're really successful. But a good business plan alerts you to changes
that your company should make before you're forced to make them—
changes that allow you to be more responsive to customers, more competi-

tive, more efficient, and more successful.

Forgetting to Motivate and Reward
A business plan isn't useful if it never gets out of your head or off the page.

Your business blueprint has to be translated into the efforts and activities

of all the people in your company— and it has to make sense to every one
of them.

You have to link your strategy to your vision; link your vision to the com-
pany mission; link your mission to the goals and objectives that you set.

Then you have to link all these pieces of the plan to the way in which you
motivate and reward the people around you.



Chapter 19

Ten of the Best-Planned

Organizations Around

In This Chapter

Checking out a few of the best organizations

^ Making a choice of your own

7here are lots of organizations out there— millions, really— so we can't

claim to have looked at every one of them in the search for our own Top
Ten. But we think that the following companies, countries, teams, and
personalities stand out for their unique approaches to planning. We can all

learn something from each of them.

Netscape Communications Corporation

Although Netscape Communications Corporation is still just a toddler, the

company has grown faster than almost any other in history. In the process,

Netscape has become the model for how high-tech companies— and
perhaps all companies — will run in the age of the Internet. The company
has taken off because its founders saw twin opportunities in technology and
the marketplace, acted on those opportunities, and never looked back.

Over the past three years, Netscape Communications has introduced the

rest of the world to a phenomenon called Internet time, in which business

and product cycles are measured in months (or, sometimes, in weeks)
rather than years. Internet time allowed the company to distribute 50

million copies of Navigator, its Internet browser, in less than two years.

Today, Netscape Navigator is the second-most-widely-used program in the

world, after Microsoft Windows.
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In some sense, Netscape Communications is the Internet. The network is the

company's marketplace, storefront, advertising medium, distribution

channel, customer-service system, and product test bed— not to mention
the operations backbone of the company itself. No matter what happens in

the future, Netscape has changed the business world forever.

To put Netscape's winning ways to work, read the following:

u* Preparing for opportunities and threats (Chapter 4)

W Applying a strategy that offers something unique (Chapter 13)

V Working with the product life cycle (Chapter 14)

Harvard University

Founded way back in 1636, Harvard University is on everybody's short list

of the best schools in the world. The university has educated six U.S.

presidents, and its faculty members have included 33 Nobel laureates. With

more than 250,000 living alumni in every country on the planet, a faculty of

2,000 professors, an endowment of $6.2 billion, and an annual operating

budget of roughly $1.3 billion, Harvard is definitely at the top end of the

education business.

Harvard's enduring success is due in part to a clear mission and vision of its

own role as a leader in higher education and to the image that it has devel-

oped around that vision. Graduating from Harvard is viewed as being a

special accomplishment. The university creates an atmosphere of academic

excellence by combining a 360-year tradition with a world-class faculty (no,

we're not among them) and top-notch students. The traditions are carefully

maintained, the faculty members are well rewarded, and the students are

selected from among the best and the brightest.

This sort of thing doesn't come cheap, of course, but the school remains a

financial powerhouse, largely because of an industrial-strength fundraising

organization. Harvard works hard at keeping track of and supporting its

extensive network of alumni and friends, and the school rakes in enormous
amounts of cash from them.

Harvard's long-lasting capabilities and resources should allow the school to

continue planning for the next 400 years.

To put Harvard's winning ways to work, cruise to the following:

v Creating a mission and vision for the future (Chapter 2)

\<* Focusing on your core competence (Chapter 9)

v* Keeping track of finances (Chapter 10)
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The LEGO Group
Who would have guessed that an entire corporate empire could be built on a

foundation of brightly colored plastic bricks? The LEGO Group is one of the

10 largest toy manufacturers in the world, employing almost 10,000 people

in 30 countries. LEGO toys, of course, are those plastic building sets that

kids go wild over — 515 different sets, to be exact. The sets are sold in more
than 60,000 retail outlets around the globe.

Why are LEGOs so popular with the younger crowd? In Danish, LEGO
combines words that mean to "play well." Since 1934, the company has

focused its energies on figuring out new ways to help kids play better by
using their own creativity and the skills required to build things. And build

things they do. LEGO bricks are small technological marvels in themselves,

with a patented design dating back to 1958. Kids use them to build every-

thing, including LEGO towers — the current world record stands at just over

76 feet! The company is also constructing entire LEGO theme parks out of

the plastic bricks.

A big part of The LEGO Group's success stems from its capability to stay

focused on a specific group of customers who have very particular needs.

The company is devoted not only to children's toys, but also to children

themselves. The LEGO Group spends time and money on understanding how
kids play, how they learn, and how they grow.

The company's basic respect for children extends to broader issues around
the world. The LEGO Group funds the LEGO Prize, an international award
given each year to an organization that has made special efforts to improve
the conditions under which children live.

To put The LEGO Group's winning ways to work, check out the following:

v Identifying market segments you can serve (Chapter 6)

v* Focusing on a specific group of customers (Chapter 13)

W Extending your product line (Chapter 14)

Republic of San Marino
The Republic of San Marino traces its origins to the waning years of the

ancient Roman Empire, making it the oldest country in Europe and certainly

the longest-running republic in the world. It also happens to be the smallest

independent nation on the planet, with a population of fewer than 25,000

people living in an area about one-third the size of Washington, D.C.
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Legend has it that the country was founded by a stonecutter named Marinus
(later, Saint Marino), who fled to Mount Titano in 301 A.D. to escape perse-

cution from Rome. The small city-state of San Marino based its earliest form
of self-rule on the principles of democracy, and the workings of its govern-

ment have stayed pretty much the same ever since. The country's steadfast

belief in individual freedom so moved Abraham Lincoln that he wrote the

captains regent (the head of state and chief executive) in 1861, saying,

"Although your dominion is small, nevertheless your state is one of the most
honored throughout history."

What accounts for the Republic of San Marino's longevity? Location, loca-

tion, location, for one thing. The tiny country is rugged, mountainous, and
relatively easy to defend. But just as important are the ideals and values

embraced by the people and reflected in the way that the government is

organized and has functioned for more than a millennium.

To put San Marino's winning ways to work, jump over to the following:

\* Learning why values are so important (Chapter 3)

v* Recognizing critical success factors (Chapter 4)

u* Putting together an organization that works (Chapter 15)

General Electric Corporation

"What's the Dow doing?" This question is asked every day in hundreds of

languages. The Dow Jones Industrial Average, which combines the stock

price of 30 major U.S. corporations, is watched around the globe. The oldest

company on that list — and the only Dow stock remaining from the original

"dirty dozen" back in 1900— is General Electric Corporation. Today, the

company has revenues of $80 billion, a work force of 240,000 employees, and
operations in more than 100 countries.

Over the past century, General Electric has come up with many of the bright

ideas that have become a standard part of modern business planning. The
company invented new ways to scan the business environment, divide an

organization into strategic business units, and manage product portfolios.

Along the way, General Electric also created a strong and dynamic company,

with visionary leadership at the top and with a commitment to develop and

promote people up through its ranks. The company's training programs are

the envy of many business schools, and when CEO Jack Welch speaks, the

corporate world listens. Today, GE is a management and organization role

model that big companies worldwide imitate.
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To put GE's winning ways to work, see the following:

t> Identifying strategic business units (Chapter 14)

V Managing a product portfolio (Chapter 14)

\* Encouraging leadership roles (Chapter 15)

The 1960s Boston Celtics

With 1 1 National Basketball Association world championships in the span of

13 seasons, the Boston Celtics dominated basketball in the 1960s like no
other team in any sport, before or since. You can argue with us, of course—
and you probably will. What about baseball and the New York Yankees of the

1950s, or football and the old Green Bay Packers, or ice hockey and the

legendary Montreal Canadiens? We'll stick with the Celtics.

To be successful at basketball, you have to combine teamwork, team
players, and team management— perhaps more than in any other sport.

After all, you have only five people on the court at any time and not many
more waiting on the bench. For a team to win game after game, those five

players must have a consistent strategy, chemistry, and an organization

that's flawless. And the team must understand exactly who they're up
against every single time they face a competitor.

The Celtics were just such a team. From player selection to preseason

preparation, from drills and practice to the games themselves, the Boston

squad was a disciplined basketball-playing machine with well-defined goals

in front and clear objectives to back them up. Individual players who were
talented to begin with were molded into a nearly unbeatable team. The
Celtics of the '60s developed an organizational culture in which winning was
simply expected. In the process, they redefined the meaning of victory in

sports and created a model for how sports dynasties are made.

To put the Celtics' winning ways to work, look at the following:

V Setting your own goals and objectives (Chapter 2)

\* Knowing who the competitors are and what they can do (Chapter 7)

i> Creating an organizational culture to support your goals (Chapter 15)
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\lour Local Mcbonatd's Restaurant
Absolutely nothing is left to chance at this global fast-food franchise. The
McDonald's on your corner is one of more than 25,000 restaurants world-

wide, each of which is run with the precision of a Swiss watch. Go to a

Golden Arches next door or to one halfway around the globe, and— for

good or bad — you won't be able to tell the difference in what you're eating.

Is this consistency simply a coincidence? No way.

This company understands the supreme value its customers place on
knowing exactly what they're going to get at a McDonald's, anywhere in the

world. And to ensure there are no surprises, McDonald's demands uniform

quality standards. These standards are maintained through strict proce-

dures and systems that leave absolutely nothing to chance. Everything that

McDonald's does reflects the significance that the company places on
careful planning.

McDonald's store managers are initiated into the art of assembly-line food-

making at Hamburger University, the company's in-house training facility.

New recruits are shown how to do things right the first time and every time.

They learn that French fries must be cut and cooked just right and that the

pickle, mustard, and catsup have to be placed just so. They also learn that

the precise amount of this or that spells the difference between a Big Mac
and a pretender.

Even the location of a McDonald's restaurant is the result of a textbook-like

lesson on where to put a retail outlet. Food suppliers are selected only after

the most rigorous testing and retesting to ensure guaranteed consistency

and quality. Staff training is clearly a science. The company has shown its

competition the importance of planning in a tough business environment.

McDonald's is the model to emulate when it comes to making a go of it in the

food-on-the-go industry.

To put the winning ways of McDonald's to work, check out the following:

e" Constructing a value chain to gain an advantage (Chapter 9)

v* Creating effective procedures and systems (Chapter 15)

W Developing the necessary business skills (Chapter 15)

Madonna Louise Ciccone
Don't laugh — Madonna is an organization unto herself. Born in Michigan in

1958, one of eight children, this ambitious and complex entertainer has so

completely mastered the world of show business that she has been called
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"America's smartest businesswoman." Using what can fairly be described as

mediocre talent and competent performance skills, she has managed to

move to the top of her industry— and stay there— by continually reinvent-

ing herself. She has transformed herself from dancer to pop singer, video

performer to author, actress to global superstar. Through it all, Madonna
has demonstrated that the careful planning and management of an image

can be just as powerful as raw talent in the media business. It's hard to

argue with success. After all, the earnings of Madonna, Inc. now top a

quarter of a billion dollars.

How has she accomplished all of this at such a young age? Planning, per-

sonal discipline, and constant attention to detail are among her wide array

of talents. She manages her own career, chairs her own group of companies,

and charts her own path, based on an uncanny instinct for knowing what
the public wants and what it will tolerate. She always goes to the edge, but

she never falls over. A leading Hollywood mogul noted, "I would take her

street-smart business sense over someone with a Harvard MBA any day."

To put Madonna's winning ways to work, see the following:

v* Understanding customer perceptions (Chapter 5)

U* Identifying your own strengths and weaknesses (Chapter 8)

\* Anticipating change and assessing risks (Chapter 12)

Southwest Airlines

You have to be a bit crazy to think seriously about competing in the airline

industry today, because the dice are loaded against airlines as money-
making propositions. The fixed costs of doing business are extremely high,

so nearly everything that an airline does has to be paid for in advance,

before a single passenger plunks down money and boards a plane. In

addition, there's hardly any brand loyalty in airline travel. Throw in the

fickleness of the weather, and what you have is a recipe for disaster rather

than profits.

None of these problems fazed Herb Kelleher and his Southwest Airlines.

Early on, Kelleher came to the conclusion that many passengers just want to

get from point A to point B at the lowest possible price, so he started an
airline without frills. Southwest offers no commissions to travel agents and
no baggage transfer— and it has even eliminated meals during flights. Most
recently, the company has been quick to take advantage of Internet reserva-

tions and ticketless travel to reduce costs even further.

But the real savings at Southwest are in turnaround time. Kelleher realized

early on that the key to profits is keeping planes in the air, so he came up
with a new way to operate. Southwest flies only short-haul routes and the
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company uses only one type of aircraft to minimize parts inventory, training,

and maintenance costs— and to reduce down time. Kelleher even sent his

ramp crews to the Indianapolis 500 to see how pit crews service race cars so

fast. The result: A Southwest jet is in the air for two flights per day more
than the competition, and those two flights generate the company's profits.

To put Southwest's winning ways to work, read the following:

u* Determining customer needs and motives (Chapter 5)

i> Constructing financial forecasts and budgets (Chapter 1 1)

v* Applying a low cost leadership strategy (Chapter 13)

(Insert \lour Ou/n Nominee Here!)
That's right — it's your turn. See whether you can come up with a good
candidate for one of the best-planned organizations around. We've given you
nine to think about; now it's time for you to add the tenth.

How should you begin? Start by rereading Chapters 1-18. (Just kidding.)

Actually, you can start by thinking of an organization that you really admire.

Then ask the same sorts of questions that we've raised all through the book.

In particular, consider these questions:

v* What is the company's mission and vision?

v How does it satisfy its customers' needs?

v* Who are its competitors?

*> What are the company's critical success factors?

u* Where is the company's competitive advantage?

v* What is the company's strategy for success?

We'd really like to hear from you, so send us your own pick for the best-

planned organization that you know, and don't forget to tell us why! Include

the info on your reader response card, or e-mail us directly at feedback/

dummies@idg books .com.
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ten questions to ask about your plan,

321-324

writing, 13-18

business strengths, 280-282

business-to-business market, 85-88

buyers' market, 61

Cadillacs, 163

Calvin Klein underwear, 247

Campbell Soup Company, 273

capabilities and resources, 135-144

critical success factors, 143-144

customer base, 137-138

determining your competitors'

capabilities, 120-122

distribution and delivery, 141-142

financial condition, 142-143

management, 135-136

marketing and sales, 140-141

organization, 136-137

operations, 139-140

research and development, 138-139

capacity levels, 62

capital budget, 208

carmakers
differentiation strategies of, 246

Ford, 24, 71,91, 118

General Motors, 22, 71, 91, 116, 118, 133

Japanese, 71, 110, 133

strategic groups, 118

Carnegie, Andrew, 153

car-rental agencies, 160

Hertz Corporation's competitive

advantage, 160

Hertz Corporation's core competence,
161-162

cars

Cadillac, 163

Corvette, 116

Edsel, 24

luxury, 163

Model T, 91, 264

with options, 91

tied directly to market segments, 91

Volvo, 95, 246

Carville, James, 84

cash cows, Growth-Share Grid, 277-278

cash, current asset, 175

cash flow

positive, 142

projected, 202-203, 206-207, 212

statement, 17, 178-183

cash-flow statement, 178-183

changes in liquid assets, 181

in financial review section of

business plan, 17

funds provided by, 180

funds used for, 180-181

net change in cash position, 182

Caterpillar, Inc., 248

CD technology, 221

Celtics of the '60s, 333
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change, 215-234

in alcoholic-beverages industry, 147, 225

anticipating, 228-231

are you really ready for change?, 324

assessing effects of, 231-234

being afraid to, 328

continual SWOT analysis, 146

cultural trends, 226-228

demographics, 94, 147, 227

economic trends, 218-220

employees dealing with change, 297

environmental scans, 216-217

excuses for avoiding, 215-216

in lifestyle, 227

Lowe's stores, 226

Microsoft's capability to change
direction, 161

preparing for, 215-234

product life cycle, 257-263

reviewing value chain and a blueprint

for change, 157

scenario planning, 230-231

social changes, 227

technological trends, 220-223

trends, 217-228

U.S. governmental trends, 223-225

Chrysler Corporation, 69

Ciccone, Madonna Louise

"America's smartest businesswoman,"
334-335

customer perceptions of, 81

class market, 99

Clinton, Bill, 84

Close-Up, 103

Club Med, 70

Coca-Cola Company
competition, 113

New Coke, 24

new markets, 269

COGS (cost of goods sold)

entry on income statement, 169-170

projected, 197

colleague, leadership style, 295

commodities marketplace, 59

company culture, 298-299

company description, 16

company overview, 15

company profiles, 94

company strategy, 16

competition, 109-128

based on customer choice, 113-115

based on product use, 115

based on strategy, 115-119

future, 119-120

identifying real competitors, 112-120

new and aggressive, 71

tracking, 120-128, 322-323

underestimating, 326

understanding value of, 110-112

competitive advantage

defined, 159

Hertz Corporation's, 160

Microsoft's, 159-160

sustained, 162-163

competitors

dividing competitors into strategic

groups, 117-119

first-tier, 114-115

head-to-head, 114

identifying, 112-120

indirect, 114-116

new and aggressive, 71

predicting your competitors'

moves, 123-126

tracking, 120-128, 322-323

underestimating, 326

understanding value of, 110-112

wooing customers away from, 268

competitors' customers, 77

complacency as a threat, 71

computer printers, 222

computers and airlines, 139

consultants, 150

consumer adoption process, 82

consumers. See customers

conventional wisdom, 125

Converse, 90

core competence, 150

Hertz Corporation's, 161-162

Honda's, 162

Microsoft's, 161

Corvette, GM's, 116

cosmetics industry

Avon, 247

Estee Lauder, 138

Mary Kay, 100

Revlon, 84, 138



Index 34/
cost of goods produced, 179-180

cost of goods sold (COGS)
entry on income statement, 169-170

projected, 197

cost-leadership, 240-244

experience curve, 241-243

no-frills product, 241

Crandall, Robert

credit-card companies, 105

Credo, Johnson & Johnson, 38-39

Crest toothpaste, 103

critical success factors (CSFs), 64-68

capabilities and resources grid, 143-144

defined, 65, 68, 143

distribution, 67, 141-142

government regulation, 67, 70, 223-225

human resources, 66, 136-137

location, 67, 69

manufacturing, 66

marketing, 67, 140-141

organization, 66

services, 66

technology, 58, 60, 65, 71, 220-223

cultural trends, 226-228

culture, company, 298-299

currency value, 218, 220

current assets

on balance sheet, 173-175

on estimated balance sheet, 199

current liabilities

on balance sheet, 174, 176-177

on estimated balance sheet, 201

current ratio, 184-185

customer base, 137-138

competitors', 121

customer interviews, 108

customer lifestyle factors, 95-96

customer loyalty, 104

how Nordstrom's service encourages
loyalty, 137

studying your customer base, 137-138

Wal-Mart versus small, rural stores, 250
customer personality types, 96-97

customers, 73-88

adoption process, five-step, 82-83

bad, 75-76

business-to-business, 85-88

competitors', 77-78

dividing customers into groups, 89-108

good, 74-75, 90

have you defined your customers?, 322

keeping customers happy, 61

lifestyle factors, 95-96

market segments, 75, 90-108

mission statement and, 20

motives of, 79-80

needs fulfillment, 78-79

new customer categories, 69

perceptions of, 81, 246-247

personality types, 96-87

price-sensitive, 99

second-guessing, 326

studying your customer base, 137-138

taking advantage of, 42

what do they buy?, 97-100

who is buying?, 92-97

why do they buy?, 100-104

wooing customers away from

competitors, 268

cycles of changing profitability, 62

Cyprus Semiconductor, 27

/>

Dean Witter Reynolds, 136

debt-to-equity ratio, 187

decision-making process (DMP), 82

business-to-business, 86-88

speed of purchase decision, 103

decision-making unit (DMU), 86-87

actual decision-maker in families, 103

defining the business you're in, 54-55

delivery

market segments based on, 99-100

traditional channels, 141

DeLorean, John, 133

Delphi study, 229-230

demographics, 94

beer companies affected by, 147

changing, 70, 227

Department of Defense, U.S., 224

depreciation expense
entry on income statement, 169, 171

minus accumulated depreciation on
balance sheet, 176

for pro-forma income statement, 198
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derived demand, 85

development budget, 208

development team, Microsoft's, 161

differentiation, 244-248

defined, 59, 244

product features, 98, 101, 245

product packaging, 98-99, 247

product quality, 245-247

what sets Caterpillar, Inc. apart, 248

diffusion curve, technology, 221

diffusion of innovation, 97

Digital Video Discs (DVDs), 71

Disney World, 70

distribution channels

competitors', 121

critical success factor, 67, 141-142

defined, 61

marget segments based on, 99-100

as opportunities, 70

traditional, 141

divesting, 252

dividend and interest income
on cash-flow statement, 179-180

on income statement, 169-170

dividend distribution to owners, 179, 181

divisional form for organizational

structure, 290

dogs, Growth-Share Grid, 277-278

dollar, value of, 220

exchange-rate volatility, 71

Dow Jones & Company, 64

Dow Jones Industrial Average, 332

Drucker, Peter, 27

DuPont Corporation, 69

DuPont formula, 204-206

early adopters, personality type, 96-97

early majority, personality type, 96-97

earnings before interest and expenses

(EBIT), 186

Eastman, George, 54

Eastman Kodak, 54

economic indicators, 218

currency value, 218, 220

Gross Domestic Product (GDP), 218-219

inflation rates, 218-220

interest rates, 218-219

economic trends, 218-220

economies of scale, 58, 62

Edison, Thomas, 275

Edmark Corporation, 250

educational software, 250

EEOC, Equal Employment Opportunity
Commission, 224

efficiency versus effectiveness, 26

manageable market segments, 105

80 percent experience curve, 243

80/20 rule, 76

electronics industry, 221-222

employee performance reviews, 47

employees
creating a company culture, 298-299

creating your company's vision

statement with, 48

key resource, 136-137

in low-cost culture, 243

motivating and rewarding, 299, 328
performance reviews and

values statement, 47

selecting and training, 136-137

skills needed by, 296-298

as a source of information about

competitors, 127

in strategic-planning process, 238

values statement for, 46

entry barriers, 58, 118

Environmental Protection Agency
(EPA), 70, 224

environmental scans, 216-217

EPA, Environmental Protection

Agency, 70, 224

Equal Employment Opportunity Commis-
sion (EEOC), 224

equipment on cash-flow statement, 179, 181

equity investors, 187

Estee Lauder, 138

estimated balance sheet, 198-202

assets, 199-200

liabilities, 201

owners' equity, 202

exchange-rate volatility, 71

executive branch, U.S. government, 224
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executive summary
defined, 14, 18

example of, 302

exit barriers, 58, 118

experience curve, 62, 241-243

80 percent, 243

scale, 242

scope, 242-243

externalities, 37

extrapolation, 229

Exxon oil, 37

eyeglasses manufacturers, 83

technological trends that affect, 222

• f.
failing to plan in the first place, 325

features, product

benefits versus, 101

defined, 98

part of differentiation strategy, 245

Federal Express, 79, 273

Federal Reserve Bank, 219

Federal Trade Commission (FTC), 70

financial budget, defined, 207

financial condition, 142-143

can you stand behind the

numbers?, 323-324

of your competitor, 121

financial data services, 184

financial forecasts

can you stand behind the

numbers?, 323-324

constructing, 192-203

DuPont formula, 204-206

estimated balance sheet, 198-202

exploring alternatives, 203-206
pro-forma income statement,

194-198, 203

projected cash flow, 202-203

sales forecast, 194-196

what-if analysis, 205-206

financial ratios, 183-189

for long-term responsibilities, 186-187

profitability, 187-189

for short-term obligations, 184-186

financial review section of

business plan, 17-18

financial statements, 167-183

balance sheet, 172-178

cash-flow statement, 17, 178-183

how to make a profit and go broke at the

same time, 182-183

income statement, 168-172

first-tier competitors, 114-115

five-step adoption process,

consumer's, 82-83

fixed assets

on balance sheet, 173-176

on estimated balance sheet, 199-200

fixed charge, 171

focus strategy, 248-251

limited territory, 249-250

niche markets, 248-249

targeted products, 249

focusing on what you do best, 149-165

comparing different value

chains, 152-155

competitive advantage, 159-160

constructing a value chain, 151-152

core competence, 150, 161-162

describing what you do, 150-158

earmarking resources, 164-165

forging your own value chain, 155-158

staying in business, 158-163

sustained competitive

advantage, 162-163

Food and Drug Administration

(FDA), 67, 138

Ford

Edsel, 24

Model T, 91,264

strategic groups, 118

threats to, 71

Ford, Henry, 91,264
forecasts, financial

can you stand behind the

numbers?, 323-324

constructing, 192-203

DuPont formula, 204-206

estimated balance sheet, 198-202

exploring alternatives, 203-206

pro-forma income statement,

194-198, 203

projected cash flow, 202-203

what-if analysis, 205-206
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Fortune 500 list, 216

forward integration, 119, 251

frozen yogurt sales, 195

functional model of organizational

structure, 289-290

Functions of the Executive, 26

furniture companies, 32

future competition, 119-120

future of your business

competition in the future, 119-120

constructing financial forecasts, 191-206

predicting your competitors'

moves, 123-126

preparing for change, 215-234

research and development, 138-139

trends, 217-228

vision statement, 47-50, 326

G
Gary, Judge Elbert, 153

Gates, Bill, 159, 298

GE Framework, 280-282

General Electric

CEO Jack Welch, 124, 297, 332

goals, 124

leadership at, 297

one of the best-planned organizations,

332-333

portfolio-analysis framework, 280-282

strategic business units, 275

General Motors
carmakers' strategic groups, 118

cars tied directly to market segments, 91

Corvette, 116

Ford versus, 264

hiring policy, 133

Saturn Division, 22

threats to, 71

generic strategies, 239-251

assessing competitors' strategies, 122-123

defined, 122

differentiation, 122, 244-248

focus, 122, 248-251

low-cost leadership, 122, 240-244

geographic expansion, 270

geography, market segments
based on, 92-94

global competition

exchange-rate volatility, 71

false assumptions about Japanese

companies, 125

GM versus Japanese carmakers, 71, 133

goals

are your goals tied to your mission?, 321

defined, 24, 28

figuring out competitors' goals, 124

guidelines for setting, 29

with a mission, 31

goals and objectives, 23-28

guidelines for setting goals, 29

guidelines for setting objectives, 29-30

setting your own, 28-33

for a winery, 303-304

good customers, 74-75, 90

goodwill, 176

government regulation

as business opportunities, 70

costly legislation as a threat, 70

critical success factor, 67

trends, 223-225

government sources on industry data, 63

government, U.S.

executive branch, 224

judicial branch, 224-225

legislative branch, 224

governmental trends, U.S., 223-225

GOWN, helpful acronym, 25

Green, Judge Harold, 224

Greenberg, Alan "Ace", 236

greeting-card companies, 80

grids

BCG Growth-Share, 277-280

Probability and Impact, 233-234

strengths-and-weaknesses , 143- 145

value-chain, 155-157

Gross Domestic Product (GDP), 195

key economic indicator, 218-219

gross profit, 172

gross receipts on sales, 180

gross revenue on sales, 169

Growth Directions Matrix, 265-274

existing product and market, 265

new market, existing product, 265

new market, new product, 266, 272-274

new market or new product, 268-271
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new product, existing market, 266

same product, same market, 266-268

Growth-Share Grid, BCG, 277-280

balancing SBUs for the future, 278-280

cash cows, 277-278

dogs, 277-278

problem children, 277-278

stars, 277-278

H
Hamburger University, McDonald's, 334

hardware manufacturers, specialty, 249

Harvard University, 330

head-to-head competitors, 114

health-and-fitness craze, 227

health care industry

Baby Boomers and health care

products, 95

HMOs, 80

planning cycles for, 32

HealthWise Chiropractic Services, 22

Hershey, 241

Hertz Corporation's

competitive advantage, 160

core competence, 161-162

Hewell, George, 9

Hewlett Packard, 223

Hierarchy of Needs model, 78-79

Hitachi, 54

HMOs, 80

home-improvement tools, 83

Honda's core competence, 162

human resources

critical success factor, 66

preparing personnel, 294-299

setup of your organization, 136-137

/
IBM's acquisition of Edmark Corp., 250
ice-cream sales, 195-196

icons used in this book, 4-5

identifying strengths and weaknesses,
132-144

capabilities and resources, 135-143

critical success factors (CSFs), 64-68,

143-144

defined, 132

do you know your strengths and weak-

nesses?, 323

frames of reference, 133-135

identifying, 132-144

ignoring your strengths, 327

questionnaire, 133-134

when a strength becomes a

weakness, 133

income statements, 168-172

costs, 170-171

in financial review section of

business plan, 17

profit, 171-172

revenue, 169-170

indicators, economic, 218

currency value, 218, 220

Gross Domestic Product (GDP), 218-219

inflation rates, 218-220

interest rates, 218-219

indirect competitors, 114-115

GM's Corvette versus the Sea Ray, 116

industry analysis, 55-64

data sources, 63-64

defined, 55

finances, 61-63

markets, 59-60

questionnaire, 55-56

relationships, 60-61, 162

structure, 57-58

tracking competitors, 120-128, 322-323

industry attractiveness, 280-281

Industry Norms and Key Business

Ratios, 184

inelastic demand, 86

inflation rates, 218-220

information systems, 294

initial capital, 142

innovators, personality type, 96-97

intangibles

on balance sheet, 174, 176

defined, 173

goodwill, 176

Intel computer chip manufacturer
Pentium chip trouble, 37

research and development, 138

interest coverage, 187
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interest expense
on cash-flow statement, 179, 181

entry on income statement, 171

estimating for pro-forma income
statement, 198

interest rates, 218-219

Internal Revenue Service (IRS), 70

Internet

data for industry analysis, 63-64

Netscape Communications
Corporation, 329-330

new distribution channel, 61, 70, 141

Internet time, 329

Intuit, personal-finance business, 85

inventories

cash value of, 175

projected, 199

inventory turnover, 185-186

invested capital

on cash-flow statement, 180

under owners' equity on balance

sheet, 174, 177

investment portfolio, 1 75

investors, 40-41

Japanese carmakers
aggressive competition, 71

schooling from American business

experts, 110

threat to General Motors, 133

Japanese companies
electronics giants, 272

false assumptions about, 125

Jobson's Wine Handbook, 301

Jockey versus Calvin Klein underwear, 247

Johnson & Johnson Credo, 38-39

Johnson Wax Company, 224

judgment forecasting, 229

judicial branch, U.S. government, 224-225

Kmart versus Wal-Mart, 71

Knight-Ridder Information, 64

Korvettes discount stores, 288

Kroc, Ray, 269

K

•£•

Keds, 90

Kelleher, Herb, 335-336

Kenmore appliances, 247

Keystrokes Word Processing, 22

labor agreements, 71

laggards, personality type, 96-97

land, fixed asset, 175

large corporations

basic design structure won't work in, 289

developing a values statement for, 46-47

growing fast is hard to do, 288

organizing your company by divisions,

290

who's responsible for business plan?, 13

late majority, personality type, 96-97

leadership

creating a company culture, 298-299

at General Electric, 297

styles, 295-296

learning, experience curve, 243

L'eggs pantyhose, 141

legislative branch, U.S. government, 224

LEGO Group, 331

LEGO Prize, 331

leverage, 189

in DuPont formula, 204-205

extruding better returns, 200

Levi Strauss & Company, 135

libraries, 63

lifestyle changes, 227

lifestyle factors, customer, 95-96

Lightner, Candy, 225

Lincoln, Abraham, 332

Linkletter, Art, 167

liquid assets, 173

cash, 175

changes in, 181

investment portfolio, 175

liquidity, 184

Living Centers of America, 31

location

business opportunities and, 69

critical success factor, 67

of Republic of San Marino, 332

long-term debt reduction, 179, 181
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long-term interest rates, 219

long-term liabilities

on balance sheet, 174, 176-177

on estimated balance sheet, 201

low-cost culture, 243

low-cost leadership, 240-244

experience curve, 62, 241-243

no-frills product, 241

Lowe's building-supply stores, 226

•M
MADD, Mothers Against Drunk

Driving, 225

Madonna Louise Ciccone

"America's smartest businesswoman,"
334-335

customer perceptions of, 81

management
civic-minded, 135

competitors', 121

Drucker's The Practice ofManagement, 27

key questions about management of your
company, 136

setting direction from the top, 135

management by objectives (MBO), 26-28

Turbo MBO, 27

managers
General Electric's leaders, 297

leadership abilities versus management
skills, 295

leadership styles, 295-296

Microsoft's visionary executives, 161

at 3M, 135

Manager's Tip icon, 5

managing more than one product, 257-282

BCG Growth-Share Grid, 277-280

finding ways to grow, 263-274

GE Framework, 280-282

Growth Directions Matrix, 265-274
organizing around strategic business

units (SBUs), 274-282

product life cycle, 257-263

related product groups, 271

market expansion, 269-270

competition in the future, 119-120

finding ways to grow, 263-274

market followers, 253-255

market leaders, 253-254

market research firms, 77

market segments, 75

defining, 90-92

demographic data, 94

figuring out how marget segments
behave, 107-108

lifestyle factors, 95-96

new, 270

personality types, 96-97

size of, 105, 107

useful, 104-107

ways to make, 92-104

what do they buy?, 97-100

who is buying?, 92-97

why do they buy?, 100-104

market slowdowns, 70

marketing and sales

competitors', 121

critical success factor, 67

test marketing, 108

your company's capabilities in, 140-141

Marx, Karl, 48

Mary Kay Cosmetics, 100

Maslow, Abraham, 79

master budget, 207-209

matrix format for organizational

structure, 290-291

Matsushita, 54

MBA graduates, 80

McDonald's
how to make a bigger Mac, 269

one of the best-planned

organizations, 334

McDonald, Dick, 269

McDonald, Mac, 269

McGovern, George, 95

Meade Data Central, 64

medium-size companies, who's responsible

for business plan?, 13

Merck, Inc.'s vision statement, 49

Microsoft's

competitive advantage, 159-160

core competence, 161

Miller Brewing Company, 147
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mission statements, 20-22

capturing your business in 50

words, 21-22

examples from real companies, 22

sample mission statement for a

winery, 303

mistakes, ten business-planning, 325-328

mobility barriers, 118-119

monopoly, 57

Montgomery Ward, 71

versus Sears, 218

Morgan, J.P., 153

Motel 6, 249

Mothers Against Drunk Driving

(MADD), 225

motives, customers', 79-80

Motorola, 138

multiopoly, 57

Murray, Bill, 215

•M
name recognition, 272

naming your planners, 12-13

don't allow one person to dominate, 328

needs fulfillment, 78-79

net profit, 168

calculated from pro-forma income
statement, 198

on an income statement, 168, 172

net profit margin
defined, 188

in DuPont formula, 204-205

Netscape Communications Corporation,

329-330

New York Telephone Company, 26

niche markets, 248-249

Nike, Inc.

athletic-shoe market segments, 91

sudden spurts in market growth, 69

no-frills product, 241

Nordstrom department stores, 137

nuclear power, 221

nylons, L'eggs, 141

objectives

defined, 24

goals versus, 24-25

Occupational Safety and Health Adminis-

tration (OSHA), 70, 224

Odwalla beverage manufacturer, 37

oligopoly, 57

online data providers, industry

analysis, 64

operating budget, 207

operating profit, 172

operations side

of your business, 139-140

of your competitors, 121

opportunities

can you point to major
opportunities?, 321

preparing for, 68-70, 72

recognizing opportunity when it

knocks lightly, 147

on SWOT grid, 145-146

organization

company culture, 298-299

competitors', 121

critical success factor, 66

fresh organization models as

opportunities, 69

procedures, 292-294

organizational structure, 136-137

basic design, 289, 292

divisional form, 290

functional model, 289-290

matrix format, 290-291

number of tiers in management cake, 291

putting together an organization, 288-292

organizations, ten of the best-planned,

329-336

Boston Celtics of the 1960s, 333

General Electric Corporation, 124, 275,

280-282, 297, 332-333

Harvard University, 330

LEGO Group, 331

Madonna Louise Ciccone, 334-335
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McDonald's, 269, 334

Netscape Communications Corporation,

329-330

Republic of San Marino, 331-332

Southwest Airlines, 335-336

organizing facts and figures on the compe-
tition, 126-128

OSHA, Occupational Safety and Health

Administration, 70, 224

Otis Elevator, 22

outsourcing, 252

overview, company, 15

owners' equity

on balance sheet, 176-178

on estimated balance sheet, 202

ownership of your company, 135-136

packaging

addressing customer needs, 98-99

differentiation strategy based on, 247

wine, 310

Packard Bell, 98-100

Part of Tens, The, 4

ten of the best-planned organizations

around, 329-336

ten questions to ask about your
plan, 321-324

top ten business-planning

never-evers, 325-328

past performance, reviewing, 11-12

patent protection, loss of, 71

payback period, 199

people interested in your plan, 12

PepsiCo, 113

performance reviews, employee, 47

personality types, customer, 96-97

personnel

preparing, 294-299

system, 294

pharmaceutical companies
government regulation of, 67

Johnson & Johnson, 38-39

Merck, Inc.'s vision statement, 49

Phylloxera epidemic, 306

pie-in-the-sky goals, 31

planning system, 294

Polaroid, 273

politics and the marketplace, 84

Porter, Michael, 239

portfolio analysis, 276

BCG Growth-Share Grid, 277-280

GE Framework, 280-282

market growth, 277, 279

relative market share, 277, 279

portfolio management, 276

positive cash flow, 142

Practice ofManagement, The, 27

prepaid expenses, current assets, 175

Price/Costco warehouse stores, 100, 241

pricing, 99

primary links, 151-152

in value-chain grid, 155-157

pro-forma income statement, 194-198, 203

anticipated costs, 196-198

example of, 317

projected revenue, 194-196

Probability and Impact Grid, 233-234

probability theory, 232

problem children, Growth-Share

Grid, 277-278

procedures

making your business plan work, 292-294

for tracking competitors, 127-128

product adoption and personality

types, 96-97

product differentiation

defined, 59, 244

product features, 98, 101, 245, 271

product packaging, 98-99, 247

product quality, 245-247

what sets Caterpillar, Inc. apart, 248

product expansion, 119

product features

benefits versus, 101

defined, 98

new, 271

part of differentiation strategy, 245
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product life cycle, 257-263

decline stage, 261-262

defined, 258-259

growth stage, 260

introduction stage, 259-260

maturity stage, 261

product substitution, 60, 71

profit before taxes, 172

profit, income statement, 171-172

profit margins, 62

projected cash flow, 202-203

budget based on, 206-207, 212

psychographic data, 95

publications useful in business, 228

purpose of business plans, 2

putting your plan on paper, 13-14

action plan, 17

business environment, 15-16

company description, 16

company overview, 15

company strategy, 16

executive summary, 14

financial review, 17

length of plan, 14

sample business plan, 301-317

g
quality, product and service, 245-247

question marks, 278

questionnaires

Beliefs and Principles, 43-45, 47

Company Strengths and Weaknesses,
133-134

Industry Analysis, 55-56

questions to ask about your plan, 321-324

quick ratio, 185

Quicken software program, 85

R
Radio Shack stores, 75

radio stations, 222

railroad companies, 53

random statistics, 232

ratios, financial, 183-189

for long-term responsibilities, 186-187

profitability, 187-189

for short-term obligations, 184-186

raw materials

shortages of, 71

supply and demand, 60

razor blades, 222

Reagan, Ronald, 224

reality, vision statement

grounded in, 49-50

receivables turnover, 186

redlining laws, 223

Reebok, 91

reengineering, 293

ReliaStar Financial Corporation, 40

remembering the big picture, 83-85

Republic of San Marino, 331-332

research and development (R&D)
your company's capabilities in, 138-139

your competitors' capabilities in, 121

retail giants, 218

return on assets (ROA)
defined, 200

in DuPont formula, 204-205

return on equity (ROE)
defined, 189

in DuPont formula, 204-205

extruding better returns, 200

return on investment (ROl), 188-189

revenue, 169

dividend and interest income, 170

gross revenue on sales, 169

projected, 194-196

reviewing past performance, 11-12

Revlon cosmetics, 84, 138

Revson, Charles, 84

risk, reasonable, 327

ROA, return on assets

defined, 200

in DuPont formula, 204-205

ROE, return on equity

defined, 189

in DuPont formula, 204-205

extruding better returns, 200

ROI, return on investment, 188-189

Rubbermaid, 273-274
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SABRE reservation system, 139

sales forecast, 194-196

sales, general and administration

expenses (SG&A)
on cash-flow statement, 179-180

estimating, 197-198

on income statement, 169-171

sample business plan, 301-317

Sam's Club, 100, 241

Sassoon, Vidal, 285

Saturn Division of General Motors, 22

Savings & Loan bailout, 24

scale, experience curve, 242

scenario planning, 230-231

scope, experience curve, 242-243

scoping out competition, 109-128

can you track your competitors?,

322-323

identifying real competitors, 112-120

new and aggressive competitors, 71

underestimating your competition, 326

understanding value of

competitors, 110-112

Sea Ray versus GM's Corvette, 116

Sears

Montgomery Ward versus, 218
response to government regulations

on nightwear, 223

Wal-Mart versus, 71

second-guessing customers, 326

securities firms and industry analysis

data, 64

selection criteria, customers', 114

service quality, 246-247

SG&A costs, 170-171

shareholders, 40—41

short-term interest rates, 219
situation analysis, 68, 72, 132

situations, business

in beliefs and principles

questionnaire, 42-45

that call for a plan, 1

customer benefits in, 101-102

skills needed by employees, 296-298

Sloan, Alfred P., Jr., 91

small businesses

basic design structure for fewer than 20

people, 289

developing a values statement, 45-46

major stumbling block for, 292

who's responsible for business plan?, 13

social changes, 227

Sony electronics, 54, 272

Southwest Airlines

best-planned organization, 335-336

value chain, 153-155

SPOTS (Strategic Plans on Top
Shelves), 237-238

stakeholders

defined, 39

profile of, 41-42

Standard & Poor's, 64

stars, Growth-Share Grid, 277-278

starting your business plan, 9-18

action plan, 17

business environment, 15-16, 18

company description, 16, 18

company overview, 15, 18

company strategy, 16, 18

executive summary, 14, 18

financial review, 17-18

is your plan clear, concise, and
up to date?, 324

naming the planners, 12-13, 328

people interested in, 12

putting it on paper, 13-18

sample business plan for a

winery, 301-317

situation analysis, 68, 72, 132

staying in business, 158-163

focusing on core competence, 161-162

searching for competitive

advantage, 159-160

sustaining an advantage

overtime, 162-163

Steel, U.S., 153

stocks-and-bonds companies, 136
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Strategic Business Units (SBUs)

in BCG Growth-Share Grid, 277-280

defined, 275, 282

juggling, 276

portfolio management, 276

types of, 278

strategic groups, 117-119

strategies, generic, 239-251

assessing competitors' strategies, 122-123

defined, 122

differentiation, 122, 244-248

focus, 122, 248-251

low-cost leadership, 122, 240-244

strategy, 235-256

assessing competitors' strategies, 122-123

backward integration, 119, 251

business plan section on strategy, 16

coming up with your own, 255-256

defined, 237

differentiation, 244-248

divesting, 252

does your strategy make sense?, 323

focus, 248-251

forward integration, 119, 251

generic strategies, 239-251

low-cost leadership, 240-244

market-follower, 254-255

market-leader, 253-254

outsourcing, 252

vertical integration, 251-253

what strategy means, 236-237

when strategy works, 238

strengths and weaknesses
capabilities and resources, 135-143

critical success factors (CSFs),

64-68, 143-144

defined, 132

do you know your strengths and
weaknesses?, 323

frames of reference, 133-135

grids, 143-145

identifying, 132-144

ignoring your strengths, 327

questionnaire, 133-134

when a strength becomes a

weakness, 133

substitute products, 60, 71

Sun Microsystems, 98-100

supply and demand of raw materials, 60

supporting links, 151-152

in value-chain grid, 155-157

sustained competitive advantage, 162-163

SWOT analysis, 132

constructing grid, 145-146

systems and procedures

making your business plan work, 292-294

for tracking competitors, 127-128

•!•
taxes

on cash-flow statement, 179, 181

entry on income statement, 169, 171

included in pro-forma income
statement, 198

teams, working in, 297

technological trends, 220-223

technology

critical success factor, 65

new, 58

as opportunity, 69

substitute products, 60, 71

trends in, 220-223

technology diffusion curve, 221

technology life cycle, 222

ten business-planning never-evers, 325-328

ten of the best-planned organizations

Boston Celtics of the 1960s, 333

General Electric Corporation, 124, 275,

280-282, 297, 332-333

Harvard University, 330

LEGO Group, 331

Madonna Louise Ciccone, 334-335

McDonald's, 269, 334

Netscape Communications
Corporation, 329-330

Republic of San Marino, 331-332

Southwest Airlines, 153-155, 335-336

ten questions to ask about your

plan, 321-324

are you really ready for change?, 324

are your goals tied to your mission?, 321

can you point to major
opportunities?, 321
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can you stand behind the

numbers?, 323-324

can you track your competitors?, 322-323

do you know your strengths and weak-

nesses?, 323

does your strategy make sense?, 323

have you defined your customers?, 322

have you prepared for threats?, 322

is your plan clear, concise, and up to

date?, 324

test marketing, 108

threats

competitors' strengths and
weaknesses, 145

preparing for, 68, 70-72, 322

on SWOT grid, 145-146

3M
managers, 135

in the "reminders" business, 85

three-ring binders, 14

Tickle Me Elmo dolls, 194

times-interest-earned ratio, 186-187

tobacco industry, 225, 273

toothpaste

baking soda-based, 140

customer benefits of, 103

top-down budgeting approach, 210-211

Topps baseball cards, 217

Toyota, 118

tracking competitors, 120-128

assessing competitors'

strategies, 122-123

can you track your competitors?, 322-323

determining competitors'

capabilities, 120-122

organizing facts and figures on the

competition, 126-128

predicting your competitors'

moves, 123-126

trade associations, 63, 225

traditional channels, 141

training employees, 136-137

creating a strong company
culture, 298-299

helping employees acquire needed
skills, 296-298

motivating and rewarding, 299, 328
values statements for guidance, 46

trend forecasting, 228-230

Delphi study, 229-230

extrapolation, 229

judgment forecasting, 229

trends, 217

cultural, 226-228

economic, 218-220

technological, 220-223

U.S. governmental, 223-225

wine consumption, 305-310

Truman, Harry S., 109

Turbo MBO, 27

Twain, Mark, 35

Tylenol incident, 38

U
U.S. Army, 296

U.S. dollar, value of, 220

exchange-rate volatility, 71

U.S. Food and Drug Administration, 67, 138

U.S. governmental trends, 223-225

U.S. Steel, 153

underestimating your competition, 326

unions, 71

United Airlines, 155

usage gap, 59

V
value chains, 158

analysis of, 150

a blueprint for change, 157

comparing, 152-155

constructing, 151-152

forging your own, 155-158

framework, 155-157

value equation, 111-112

values, 35-47

Beliefs and Principles Questionnaire, 43-45

shrugging off, 326

values statement

defined, 37

Johnson & Johnson Credo, 38-39

putting together, 45-47

quick way to develop, 45-46

sample values statement for a

winery, 305
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van Gogh, Vincent, 257

videotape-rental stores, 158

vision statement, 47-50

companies with a vision, 49

defined, 47

sample vision statement for a winery, 305

shrugging off, 326

visionary executives, Microsoft's, 161

Volvo automobiles, 95, 246

W
Wal-Mart, 71,250

Walt Disney Company, 250

Walton, Sam, 73

Welch, Jack, 124, 297, 332

Whirlpool Corporation, 25

wine consumption patterns, 305-310

wine industry leaders, 310-312

wineries

differentiation in, 244

sample business plan for a winery, 301-317

women's nylons, L'eggs, 141

working capital, 177

budgeting and, 191

writing your plan, 13-14

action plan, 17

business environment, 15-16

company description, 16

company overview, 15

company strategy, 16

executive summary, 14

financial review, 17

length of plan, 14

sample business plan, 301-317

Xerox copiers, 223

yield management in airline industry, 139
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Zenith Corporation, 125

zero-based budgeting, 208
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