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Basic financial statements

+” Income statement: Your bottom line — subtracting costs from revenue to come up with net profit

1+ Balance sheet: A financial snapshot that shows what you own, what you owe, and what your

company is worth

v” Cash flow statement: A cash monitor that follows the flow of cash in and out of your company

v Budget: Your financial forecast that indicates where you plan to make and spend money

—— B

Customers, Competitors,

and Vou

Three Customer Questions
v Who is buying?

» What do they buy?

»* Why do they buy?

Three Competitor Questions
+» How big are they?

»* Which customers are they after?

»# What is their strategy?

Three Ways To Win

v Cut costs to the bone

1~ Offer something unique

v Focus on one customer group

e

What makes a business
plan work?

v+~ Plans: Company mission, vision, goals, and
objectives that all work together

v~ Organization: A structure for your company
that makes sense

» Procedures: Efficient and effective ways of

doing things

v~ Leadership: An ability to influence and
encourage others around you

v Skills: The talents and expertise your people
need to succeed

v+ Culture: Beliefs and attitudes that lead to
doing the right thing
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Major Pieces of a
Business Plan

v Executive summary

v+ Company overview

v Business environment

v Company description

+# Company strategy

v Financial review

v Action plan

Checklist of Planning Essentials

1+~ Get everyone involved in setting goals and
objectives

v+ Learn all you can about your customers
v+ Understand who your competitors are

v~ ldentify your strengths and weaknesses relative to
opportunities and threats

v+ Determine which capabilities you absolutely need
to succeed

v~ List all the things you do that add customer value
v Make sure that you do your financial homework

v~ Imagine several different versions of your
company'’s future

Reasons Why Small Businesses Fail

v Lack of a long-term company vision

v~ Failure to establish clear goals and objectives

Misunderstanding what customers want

Underestimating the competition

Inadequate financial planning

Lack of strong leadership

Ineffective procedures and systems

Absence of critical business skills

Inability to change

Failure to communicate the plan
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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, | 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 | don’t really love running a business. That’s why | 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 1 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.
1 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, 1 needed help
in creating a viable business plan. | read Business Plans For Dummies, and |
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 | 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. 1t 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 | 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. 1t 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
important life decisions because you just don’t want to deal with
them? Then our ...For Dummies™ business and general reference
book series is for you.

...For Dummies business and general reference books are written for those frustrated and hard-
working souls who know they aren’t dumb, but find that the myriad of personal and business issues
and the accompanying horror stories make them feel helpless. ...For Dummies books use a
lighthearted approach, a down-to-earth style, and even cartoons and humorous icons to diffuse
fears and build confidence. Lighthearted but not lightweight, these books are perfect survival guides
to solve your everyday personal and business problems.
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“A world of detailed and authoritative
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— U.S. News and World Report
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About the Authors

Paul Tiffany is the managing director of Paul Tiffany & Associates, a Santa
Rosa, California-based firm that has offered management training and
consulting services to organizations throughout the world for the past
fifteen years. In addition, he has taught business planning courses at some
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must admit, 1 never thought | 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.

| 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






Introduction

5) 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:

+” You have a great idea for a brand-new gizmo and can’t wait to get your
own company up and running.

v Your boss just turned over a new leaf and wants a business plan from
you in three weeks.

v You've always run the business without a business plan, and you're the
one who turned over the new leaf.

+* 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 You 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.



2 Business Plans For Dummies

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:

»* 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.

»* 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.

v 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.

v 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.

How 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:

v+ 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.

v 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.

How 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 You 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 11: Sizing Up Your 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 111: Weighing Your
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 IU: 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 [V 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. g

Part U: 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 Vl: 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.

lcons Used in This Book

To guide you through your business plan preparation, we include icons in
the left margins of the book. Here's what they mean:

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

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

This icon calls your attention to illuminating examples from the business
world.



Introduction

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.

5
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In this part . . .

o matter what you’d like to finish, from wallpapering

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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In This Chapter

» Getting the most out of your plan

» Using your plan as a record of the past and a guide to the future
» Making your plan function as your company description

» Figuring out who makes the plan

» Checking out what the written plan looks like
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Those who fail to plan, plan to fail.

— George Hewell

Most of us go through life thinking ahead. We plan to paint the house,
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 Most Out of Your Plan

ALE,
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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:

»* What your industry will look like

»* What markets you’ll compete in

»* What competition you'll be up against

v What products and services you'll offer

»* What value you'll provide customers

»* What long-term advantages you'll have

+* 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 forward

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

+” A large company needs a plan so that everybody sees the same view
ahead.

v+ 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.

11
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how close you come to your targets for the industry, your market, and

I v Your plan forecasts where you want to be. You can use it to check out
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:

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

v Distributors that want to add your product or service to their lineups
v~ Big customers that hope to establish long-term business relationships
v+ The board of directors or other advisers who want to offer support

v+ Outside consultants you bring in to help out with specific issues

v+ 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.

v A business plan shows you where your company has been and how it
has changed.

v A business plan provides a blueprint for the future.

v Business planning is an ongoing process.

Naming Your 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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v 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?

+* 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 Your 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:

» Look closely at your industry

+»” Get to know your customers

»* Check out your competitors

v~ List all your company'’s resources

+* Note what makes your company unique

13
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| +# List your company’s advantages
v~ Figure out your basic financial condition

v~ 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. ldeally, 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.

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 overview

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:

»”* Mission statement: A statement of your company’s purpose, establish-
ing what it is and what it does

+ 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

1 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 review

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

v~ 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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In This Chapter

p Creating your company's mission statement

» Introducing goals and objectives

» Looking at business efficiency versus effectiveness
» Checking out management by objectives

p- Setting your own goals and objectives

00 000000000000 00000000000 0006000006 SSSEGEPSNSSEOSEOESEISNDS

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

— Chinese proverb

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.
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Creating Vour Company’s
Mission Statement
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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:

+»~ 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.

v Emphasize the things your company does that set it apart from every
other business out there.

v Include the major accomplishments that you expect to achieve over the
next few years.

v 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. (1f 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?

+* What products or services does your company plan to provide?

+* What needs do you satisfy?

+* How do your company’s products differ from the competition’s?

»* What extra value or benefits do customers receive when they choose
your company over the competition?

+* 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.

Capturing your business
(in 50 words 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.

21
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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.

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)

+»* A mission statement establishes what your company is and what it does.

+»* When you create your mission statement, involve people who represent

all aspects of your business.

»* 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.

Why 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:
“Would you tell me, please, which way | ought to walk from here?”
“That depends a good deal on where you want to get to,” said the Cat.
“l don’t much care where —” said Alice.
“Then it doesn’t matter which way you 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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1 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.

» 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.

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

The company supports its Asian goal with five
key objectives:

»” Partnering with solid local companies
»~ Positioning its brands in the region
1 Transferring best practices into the region

1 Leveraging its global scale of operations

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.

1 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, O 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.

25
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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.

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.

MNALER,  In 1954, another management guru, Peter Drucker, came up with a novel way
és’ 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 of Management, 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.

WV
’ 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.

v 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.

+* 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 ob]ectlves you
stand a better chance of success.

Setting Vour Own 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 goals

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.

v 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.

v Make sure that your company’s stated goals are closely tied to your
company’s mission statement.

»” 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.

+” Create business objectives that are clearly linked to, and that advance,
larger company goals.

29
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v+ Confirm that your company’s objectives, taken together, result in an
efficient use of resources — money and people — in pursuit of broader
business intentions.

1 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.

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 aresult, 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 $300 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: Qur 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
v~ Create a quality-centered culture

v+~ Build value in our company by investing in
our people

v+~ 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 pitfalls

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.

WING/
&

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.

»* Make sure that your company’s goals are closely tied to its mission
statement.

»* Ambitious goals motivate; impossible goals only discourage.

1 Settle on objectives that are both achievable and measurable.

»* Communicate your goals and objectives to everybody in your company.
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Setting Off in the Right Direction
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In This Chapter

» Understanding why a set of values is so important

p Figuring out who your stakeholders are

» ldentifying your company’s current beliefs and principles
» Putting together your company values statement

» Creating a vision statement for your company

O 0900000 0P OO0 SO0 OO0 0O OOOO OGSO SGEOGO®SIOIEOSOEOINOPOIDPOEOSIOGIEOEDPDPOIOSOEDSPSTDSTS

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

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

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.

+»* Voluntarily enact procedures to control pollution, even though the
company is not legally required to do so.

v 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.

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:

v 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.

+# 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.

v~ 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.

v A values statement is a set of beliefs and principles to guide your
company’s activities.

v Clearly stated values can help your company react quickly and deci-
sively when the unexpected strikes.

v 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.
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Identifying Your 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

v Act with integrity.

v Serve our customers as they want to be
served.

v Take initiative.

v Foster partnership and cooperation.
v Value the individual's ability.

1 Be accountable.

v Improve and innovate continuously.

conduct:

v 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:

I ¥ The demands of your shareholders (if you have any)
v The interests and expectations of all your stakeholders

v 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:

1 What are these people most interested in?

1+ 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?

ldeally, 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

A disgruntled customer demands a full
sales refund on a product. The product isn't
defective but can’t be resold. The customer
insists that it just doesn’t work right.

Would you be more inclined to:

Possible Response

0 Send the customer away, keeping the
sale on the books

[ Refund the customer’s money, absorbing
the loss but betting on repeat business
and loyal customers

You are faced with filling a key position in your
company. Would you be more inclined to:

O Hire a person from the outside who has
the necessary job skills but little experi-
ence in your industry

1 Promote an experienced and loyal
employee, providing job-skills training

You are forced to let one of your employees
go. Would you tend to dismiss:

1 The young, recently hired college grad,
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

been routinely underbilling you for services,
increasing your own profit margins. Would you
be inclined to:

O Let the matter pass, assuming that it's
ultimately the supplier's mistake and
responsibility

1 Take the initiative to correct the billing
error in the future

1 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

You have a brilliant and creative employee.
Unfortunately, this employee continually flouts
the rules and disrupts the entire company.
Would you tend to:

Possible Response

O Tolerate the behavior
0O Work on ways to correct the situation
O Terminate the employee

An employee is faced with a personal dilemma.
To meet a deadline on an important project, the
employee must work overtime and miss a child's
birthday celebration. Which do you tend to think
of as the “better” employee:

QO The one who willingly agrees to work
overtime

QO The one who declines to come in and
instead attends the birthday party

To meet your profit target for the coming quarter,
you are faced with reducing costs. Would you
lean toward:

0 Cutting back on customer-service
expenses

0O Reducing current investment in new
product development

0O Missing the quarterly target, concluding
that the long-term investments are both
necessary and justified

When developing the compensation packages
for managers in your company, would you
support:

QO Incentives based primarily on reward-
ing individual effort

0O Compensation systems that promote
attainment of group or team-based goals

You discover that one of your products doesn’t
quite meet its published specifications. Would
your likely response be to:

QO Immediately alert your customers to the
discrepancy

0 Invest some time and effort in under-
standing the problem before informing
customers

0 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
to you in your business:

3 Maximize profits

O Satisfy customers

D Create jobs

QO Promote new technologies
QO Win product-quality awards
0O Beat the competition

0O Maintain long-term growth
O 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.

v Many people, ranging from employees to customers, have a stake in
what your company does.

v Different stakeholders may have different viewpoints when it comes to
your company'’s values.

v It's important for your company to acknowledge as many stakeholder
perspectives as possible.

v+ 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 way 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 long way 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.

on paper is worth the effort.

v The best insights on company values come from employees themselves.

| v+ Even though you think that you know your values, getting them down

1 Make the values statement available to everybody in your company.

Creating Your Company’s
Uision Statement

After you identify the stakeholders in your company and create your com-
QQ“ ALER)  pany’s values statement, it’s time to come up with a vision statement — a
Lo precise, well-crafted set of words announcing where your company wants to
i 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 can figure 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.

1t 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.

v 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.

+* 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.

To keep our customers always coming back
for good food, attentive service, and a friendly
atmosphere.

Companies with a vision

To Be The Best. . .serving our customers by We are in the business of preserving and im-
providing peace of mind and enriching their  proving human life. All of our actions must be
quality of life through our partnership in the measured by our success in achieving this.

management of the risks they face.

— Merck, Inc.
— The Allstate Corporation A diverse pharmaceutical company

iR senigiBLianoamsmpeny To change the world through technology.
— Apple Computer, Inc.
An international computer manufacturer

— The Applewood Café
A small-town restaurant
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In this part . . .

he 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 opper-
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.




Chapter 4

Checking Out the Business
Environment

In This Chapter

p 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

One of the most important questions you can ask yourself as you
prepare to create a business plan is “What business am | 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 Vou'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

033"”5

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.

+* What basic needs do you fulfill? .

»* What underlying forces are at work?

v What role does your company play?

Eastman Kodak — no longer picture-perfect

Founded way backin 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
back door.

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 Your Industry

MALEs,  No matter what kind of business you're in, the world around you is shaped
© f .
S by forces that you have to recognize, plan for, and deal with to be successful
- over the long haul. lvory-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: QMany QO Some Q Few Qa?
Your industry is dominated by several QYes QNo a?
large firms:

The combined market share of the three 0<40%  Qlnbetween O >80% Q?

largest companies in your industry is:

New technologies change the way your Q1year Qb5years QO10years Q7
industry does business every:

The barriers that stop new competitors from O High Q Medium Q Low a?
entering your industry are:

The barriers that prevent competitors from QO High Q Medium Q Low 0?
getting out of your industry are:

Overall market demand in your industry is: Q Growing O Stable Q Declining Q?

(continued)
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Industry Analysis Questionnaire Continued

There's a large, untapped marketthatyour QYes Q Maybe QO No Q?
industry can take advantage of:

Your industry offers a selection of features O Extensive O Average Q Limited Q?
and options in its product lines that is:

Customers buy products in your industry QYes ONo a4
based almost entirely on price:

Customers can find other alternatives to QO Easily Q With difficulty QNo a7
take the place of your industry’s products:

Suppliers to your industry have a lot of QYes QNo =7
influence when it comes to setting terms:

Customers have a lot of bargaining power QO Yes QO No Q?
when buying your industry’s products:

Distributors have a lot of power and play QYes QNo Q?
a major role in your industry:

Overall costs in your industry have been: QO Declining QO Stable QRising Q7
Profit margins in your industry are: QOStrong QO Average OWeak Q7

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.



.
Figure 4-2:
The four
major
components
of analyzing
an industry.
I
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Industry Analysis at a Glance

Relationships

e Suppliers
e Customers
e Distributors

Structure Markets
* Competition * Market Size
* New Technology Your Company * Market Growth
* Entry Barriers ¢ Product Choice
» Exit Barriers « Substitutes
Finances
* Cost Trends
* Profit Margins
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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New 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.

ldentify obsolete technologies, currerit 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 play?

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

Competition comes down to customers, and customers create markets.
ldeally, 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 how 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.

Growing 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.

ldentify 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 sale

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 cost 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

01
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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.

@“ ALEp)  Economies of scale come into play, for example, when major costs are fixed
— up-front; increasing the number of products sold automatically reduces the
= $Q€) individual cost of each unit. (For more information on economies of scale,

N 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

@\\N-E/i, Industries traditionally have their own rules of thumb when it comes to
g/ expected profit margins — how much money they expect to end up with
¥ Q’v" after all the costs have been added up, divided by all the money that they

\l\ 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?

1 Traditionally, how long are the business cycles?

» If you've been in business for a while, have your own profit margins
changed significantly over the past one, two, or five years?

» 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.

+»* 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.

Services

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 requlation

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.

v CSFs may include the coolest technology, the friendliest service,
dynamite marketing, or location, location, location.

v Keep your own list of CSFs manageable; shoot for no more than four.

Preparing for Opportunities and Threats
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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-discount 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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In This Chapter

p- Checking out who your customers are

p- Discovering why your customers buy
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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

A big chunk of business planning involves taking a long, hard look at
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 Your 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 good 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-savvy 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:
1+ Track where your customers are, breaking them down by country,

region, state, city, or neighborhood.

1+ Figure out who your customers are, including their age, gender, occupa-
tion, income, and nationality.

1 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
+»” Place value on the things that you do and are willing to pay for them

v Challenge you to improve your skills, expand your knowledge, and
focus your resources

+» 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

v 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

»* Require so much service and attention that you can'’t focus your efforts
on more valuable (and profitable) customers

+»* 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.

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 of the 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. Qbvi-
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 over time. 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 guy’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.

groups, and industry conferences to make informal contacts and begin

| 1+ Spend some time where customers gather. Use trade shows, user
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.

v+ Of all your customers, 20 percent are likely to account for 80 percent of
your business.

» Some of your customers may actually cost you money.

v+ Your competitors’ customers can tip you off to new opportunities.

Discovering Why Your 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?

Understanding needs

Why do people buy things in the first place? Psychologist types tell us that
needs fulfillment is reaily 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.

v Survival, at the most basic level, results in the universal need for
grocery stores, carpenters, and tailors.

v 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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Figure 5-1:
A basic
overview of
people’s
needs, as
sketched
out some 50
years ago
by the
social
psychologist
Abraham
Maslow in
his famous
“Hierarchy
of Needs”
model.
]

+»” The urge to be recognized and held in esteem establishes the need for
company banquets, fast cars, and award plaques.

v 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.

Hierarchy of Needs

Highest Level / Self-Achievement Highest Level

/ Recognition and Self-Esteem
/ Belonging and Acceptance
/ Safety, Security, and Stability \

/ Survival and Physiological Need Py

Basic
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1 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.

1 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.

I »~» The most important question to ask about your customers is why they
buy what they buy.

v+ Customer needs range from basic survival and security to the urge for
self-improvement.

+* 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 Your 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.

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 itselfl) 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, Develop a strategy that
but lacking detailed educates and excites
knowledge potential customers
Interest Curious because of publicity Provide more detailed
and seeking more information product information and
continue to build
momentum
Evaluation Deciding whether to test Make the product-
the product or service evaluation process as easy
and rewarding as possible
Trial Using the product or service Make the trial as simple
on a test basis and risk-free as you can
Adoption Deciding to become Develop strategies to
a regular user retain good customers
‘@aam
& J v~ 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 Big Picture
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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:

+»” 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.

v 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 v~ 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.

1+ 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 of the 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
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in this very book.)

Dealing with 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.

Secondhand demand

Demand for goods and services in business-to-business markets is almost
S always derived demand. In other words, businesses purchase only those
' goods and services that they can use to better serve their own customers.

ALE,
QQ“ Ry

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.

» Will a price reduction on your part result in increased sales for your
customers — and your company?

» Will your customers (and their customers) benefit if you offer them
additional bells and whistles while raising their costs?

1 Are your customers looking for continuity and price stability?

Decision-making 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 Customer’s 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.
v+ What's the state of the customer’s business?
¢ Is the customer’s business booming, mature, or dying?
e Is it facing increased competition or enjoying record profits?
¢ |s it outsourcing business, creating new opportunities?
® Does it threaten to become a competitor?
+* 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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» 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.

‘x&NBER
< +» Some of your customers may be other businesses, and the way in
j which they buy is different from the way that individuals buy.

v+ Several people may be involved in making the decision to buy from you.

+* Sometimes your business customers aren’t the end users, so you need
to understand your customers’ customers as well.
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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
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Divide and conquer.

— Anonymous

t’s nice to think of your customers as being flesh-and-blood people —

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

Take a moment to think about your customers. You'd no doubt call many of
them good customers, for these reasons:

i They bring in lots of business.

| They are loyal.

i+~ They make useful suggestions.

| 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.
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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 car for
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:

v Chevrolet for entry-level buyers
v~ Pontiac for buyers who were moving up
v+ Qldsmobile 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 automabiles, but also for major indus-
tries across the nation and the world.

91

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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+” A market segment is a group of customers who have specific needs and
wants in common.

»” By grouping similar customers, you can satisfy their particular needs
more efficiently.

+* The more features and choices that customers demand, the more
reason you have to divide customers into groups.

Ways to Make Market Segments

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:

» Who is buying?

» 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:

1+ Geography (where do they live?)

1 Profile (what are they like?)

v Lifestyle (what do they do?)

1+ Personality (how do they act?)



|
Figure 6-1:
You can
define
market
segments
by asking
three basic
questions
and then
answering
those
questions
from
different
market
viewpoints.
I
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Market Segments at a Glance
Who is Buying? What Do They Buy?
* Geography * Features
* Profile * Packaging
e Lifestyle * Pricing
* Personality Your * Delivery
Product
Why Do They Buy?
* Benefits
* Traits
Where do they live?

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:

» Country

»” Region

1 State

v City

+ Neighborhood
But geography can also lead to less obvious groups, describing customers
based on these factors:

+” How close their nearest neighbors are

+* How hot or cool their summers are

v+ 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.

What are they like?

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:

v Age

v Gender

v Family size

v Education

v+ Occupation

v Income

v Ethnicity

v Nationality

+” Religion

Company profiles, of course, are somewhat different. These profiles can
include basic characteristics such as the following:

v Industry

v Size of company

v 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.

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:

+* Hobbies

v TV viewing habits
v Social activities

+# Club memberships

v Vacation preferences
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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:

+»” Protecting the environment

+»* Donating to charitable causes

+» Investing in employee training

1 Offering employee benefits

»” 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.

How 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
catchon

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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Figure 6-2:
Product
adoption
occurs at
different
times for
different
personality
types.
|

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).

The Diffusion of Innovation
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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:

v Features
v Packaging
v Pricing

& 1~ Delivery options

What can it do?

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:

+* How much they use the product (light, moderate, heavy)
+* How skilled they are in using the product (novice, intermediate, expert)
» 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.

How 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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+” Product advertising (radio/TV, magazines, billboards, T-shirts)
+” Promotions (in-store sales, coupons, drawings)
1 Marketing ( book reviews, telethons, celebrity endorsements)

v 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)

v Leasing options (offered to airlines that are buying airplanes)

1 Money-back guarantees (offered regularly on TV)

v 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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1 Warehouse stores
v Discount centers
v Department stores
” Boutiques

1 Catalogs

+” 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 additiconal criteria,
including the following:

1 Any-time availability (convenience stores)

¥ Anywhere availability (gas stations)

v 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:

| ¥ What are customers looking for?

| »» What's important to them?
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+# What motivates them?
1+ 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. 1t’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

A boutique offers upscale bath and beauty
products imported from Europe, tasteful
gift wrapping, and hassle-free delivery
anywhere in the world.

Potential Customer Benefits

Q A nice place to go after lunch when
there’s extra time to kill

Q The opportunity to impress relatives
back in Sweden

Q An alternative to divorce after discover-
ing that today’s the anniversary

Q Aromatherapy after an ugly day at the
office

A franchised quick-printing outlet provides
self-service copy machines; sells custom
stationery and business cards; and offers
two-hour rush jobs on flyers, posters, and
newsletters.

Q The ability to look like a big company —
atleast on paper

Q A money-saving alternative to buying a
copier

Q A threat used to keep the printing and
graphics supplier in line

Q A job-saver when the printed brochures
don't arrive at the trade show

A semiconductor manufacturer sells
customized chips to high-tech companies
for use in brand-name consumer products,
including home-electronics gadgets,
computers, and games.

Q An extension of the in-house research
and development department

Q An easy way to expand the product line

Q A weapon in the cost/price wars

Q A way to reduce a new product’s time to
market

Figure 6-3: Consider these business situations.
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,§ 4‘ To identify the benefits your products offer, choose one of your products or
2 &YJ services and follow these steps:
Nt 74
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-

1~ 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-

ery that four principal benefits — seen by lescence.
toothpaste users themselves — describe the
toothpaste market. Customers seek out one or
more of the following benefits when they make

their purchase decisions:

+»” 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.

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.

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.

v~ Taste appeal. Another group is looking for
good-tasting toothpaste. Children, of
course, don't particularly like to brush.

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:

+” 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.

v+ 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.




’ 04 Part ll: Sizing Up Your Marketplace

v 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.

1~ 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

v* 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:

»” “Mass markets are all the rage” (1950s)
1 “Market segments come of age” (1960s)
+» “Niche markets have arrived” (1970s)
¥ “Mass customization is in” (1980s)

» “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.

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.



Chapter 6: Dividing Customers into Groups

WPLE

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. ldeally, 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.

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.

+»” 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.

v To use a market segment, you need a practical way to identify the
customers in the group.

v To be really useful, a market segment must be a group of customers you
can actually reach.

Figuring Out How 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:

107
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| »» What benefits are customers in the market segment looking for?
I+ Will product features, options, and packaging satisfy customers’ needs?
'} 1” Is the size of the segment manageable?

v+ Can you describe, observe, and identify your customers?

. ¥ Can you reach your customers efficiently through advertising and
’1 marketing?

+»” 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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In This Chapter

» Understanding the value of competition
» ldentifying your real competitors

» Making use of strategic groups

p Tracking competitors’ actions

» Predicting competitors’ moves

» Organizing competitive data
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If you can't stand the heat, get out of the Ritchen.

— Harry S Truman

S)ending 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.




’ ’ 0 Part II: Sizing Up Your Marketplace

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.



Chapter 7: Scoping Out Your Competition

QQ“ MER)'

L]
Figure 7-1:
Customers

make
choices

in the
marketplace
by using
the value
equation to
weigh the
value of
competing
products.
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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

+» Railroads

+»* Telecommunications
v 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.

Value Equation at a Glance

Company A Product Company B Product

Benefits

Benefits Price

1171
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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.

1 Customers weigh the benefits of a product or service against the price
to measure value.

1 Competition creates a win-win situation.

Identifying Your 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. 1 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:

+* How customers make choices

+” How customers use products
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1 The capabilities of your competitors
+” Your competitors’ strategies

v Where future competition will come from

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,
butit 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:

v Other colas

1 Other soft drinks

v Juices and juice drinks
v~ Flavorediced teas

v Iced coffees

v Flavored seltzers

v Mineral waters

v~ Beer and wine

v 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:

1 Cola versus noncola

» Diet versus nondiet

1+ High-calorie versus low-calorie
v~ 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.

v 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.

! 1+~ Indirect competitors. These competitors are the ones that you don’t

i 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 strateqy

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:

B 7 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.

;, 1 1It’s not always easy for a company that does business one way to
; change and start doing business another way.
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ldentifying 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).

v They operate in similar ways (degree of risk-taking, level of
aggressiveness).

»* They demonstrate similar capabilities ( people, skills, image, money in
the bank).

1 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:

1 Companies that manufacture most of their product components versus
those that assemble or resell products

1+ Companies that produce name-brand products versus those that
produce generic or private-label brands

»* Companies that rely on their own R&D (research and development)
versus those that license or buy technology

+»* 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

+»* 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
placesthemin the same strategic group? Well,
for starters, all of them have these traits:

v They are extremely large companies.

»* They are involved in almost all aspects of
the car-making process.

1 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.

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:

»” 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.

+ Product expansion. A company decides to take advantage of its brand
name, its technology, or its distribution system and creates a new
I product line in direct competition with your own.

+» 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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+ 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.

»” 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 Your Competitors’ 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.

1+ 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?

1 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?

+” 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?

+~ Distribution and delivery. How many distribution channels does the
company sell through? Does it have a good relationship with its dis-
tributors? s 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:

v+ Capability to respond quickly
v+ Willingness to change
+# Determination to compete

v+ 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?

v+ Have the strategies generally been successful?

+” Are changes in the industry forcing competitors to change their strategies?

v+ What kinds of change is each competitor capable of making?

v 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.

v Get to know your competitors as well as you know your own company.

v Pay special attention to capabilities that enable your competition to
react quickly to changes in your industry.

v~ ldentify the key strategies that each of your competitors relies on to win.

Predicting Your Competitors’ 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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Figuring out their goals

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:

e Market-share goals

* Revenue targets

¢ Profitability targets

¢ Technology milestones
e Customer-service goals

¢ Distribution targets
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Uncovering 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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+* Your competitors’ mission, values, and vision statements are a great
way to discover their goals for the future.

v+ Competitors sometimes signal their intentions by the way they behave
in the marketplace.

¥ Your competitors’ assumptions about the industry — right or wrong —
offer important clues about how they will act.

Competing to Win
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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
! v+ Trade shows
i +* Company documents

v Government filings

v Stock-market analysts
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» Management speeches
v Suppliers and distributors
v 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.

§ v~ Tracking and understanding your competition is an ongoing process.

'i 1+ To keep up to date, create a system for gathering and organizing
information on your competitors.

: +* 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 . . .

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
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In This Chapter

p- Discovering your capabilities and resources

» Reviewing critical success factors

p- Identifying company strengths and weaknesses
» Recognizing opportunities and threats

p- Analyzing your situation by using a SWOT grid
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The fish is the last to know it swims in water.

— Chinese proverb

When you look into a mirror, you expect to see an image of yourself.
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.

industry.

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

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.
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Company Strengths and Weaknesses Questionnaire -

Importance to Industry Business Area Your Capabilities and Resources
Low Moderate High Poor Fair Good Excellent
a a a Management a aQ a a

Q a a Organization Q Qo Q a

a a Q Customer base Qo Q Q

Q Qa a Research & development O Q Q Q

Qa ] Q Operations Q a Q Q

Q a a Marketing & sales a a a Q

Q a Q Distribution & delivery a a aQ a

Q Q Q Financial condition g a Q Q

Figure 8-1: Fill out the questionnaire to get a quick take on your company’s strengths and weaknesses in
major business areas.

v+ 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.)

T

v 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.

Capadbilities 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.

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:

l +» How long have managers been around at various levels in your com-
pany? (Alternatively, what variety of experiences do you have as an
owner?)

+» Does your company plan to hire from the outside or promote from
within? 1

+» 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?)

+* What backgrounds do you or your managers have?
+» How is management performance measured in your company?

+* 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:

» What words best describe the overall structure of your organization?

+* 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?

v How long does the average employee stay with your company?

+~ Does your company have ways to measure and track employees’
attitudes and morale?

1+ What does your company do to maintain morale and positive job
performance?

Customer base: Pleasing the crowds

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:
1 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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»* How many years does a typical customer stay with you?
1+ How many markets does your company serve?

1 Are you either number one or number two in the markets in which you
compete?

Research and development: Inventing 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-1 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:

+* To what extent is your industry driven by technology?
1+ Can you get enough bang for your buck to bother with R&D?
1+ Does your company have a consistent, long-term commitment to R&D?

+* 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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v+ Does your company protect what it owns with copyrights and patents?

v+ Have you set up partnerships with universities or outside research
labs?

+* 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?

+* Has your company taken full advantage of new technologies?

v Are your production costs in line with those of the rest of the industry?

+ How quickly can you boost pro&uction or expand services to meet new
demand?

+ Does your company use outside suppliers?

+” Is your operations work force flexible, well-trained, and prepared for
change?

v+ Can you apply your operations expertise to other parts of the business?

Sales and Marketing: Telling 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:

+* How broad is your company’s product or service line?

+* Do consumers identify with your company’s brand names?

+* Do you have special processes or technologies that your competitors
can’t take advantage of?
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v~ Are you investing in market research and receiving continuous cus-
tomer feedback?

v Are you using all the marketing resources that are at your disposal?

v+ Is your company’s sales force knowledgeable, energetic, and
persuasive?

Distribution and delivery: Completing the cycle

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
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