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What difference is there between us, save a restless dream

that follows my soul but fears to come near you?

—Khalil Gibran
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PREFACE

Strategy is simple.

I am not sure this is the right sentence to begin this book. You—my
reader—and I do not know each other, and I am concerned I may be
creating a poor first impression. So let me assure you, I am not prone to
making grand statements. My world—the world of rigorous academic
research that helps improve management practice—is all about careful
reasoning. Our sentences begin with “probably,” and our numbers come
with 95 percent confidence intervals.

And yet, it is true: strategy is simple.

Seeing the simplicity in strategy is not easy. It took me many years
and the guidance of great teachers and patient colleagues. Sharing the
insight is possibly even harder. Fortunately, I have had much practice.
I have been teaching at Harvard Business School for almost 20 years. It
is a rare week when I do not have the opportunity to explore questions
of strategy with executives and MBA students from around the world.
What I have learned in these conversations is that it is liberating to dis-
cover the simplicity in strategy. As if by magic, you see past inscruta-
ble business jargon and incongruent frameworks. All of a sudden, you
understand how the very best companies achieve their exceptional per-

formance and why many others fail to live up to their potential. This
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experience, the freedom that comes with clarity, is what [ hope to share
with you in this book. It is a book about the (financial) performance of
companies, yes, but I have no interest in proffering a collection of success
stories. Instead, my goal is to provide you with a powerful yet simple way
of thinking about business and the role of strategic management.

Most books have many more authors than their covers lead us to
believe. This one is no exception. I owe an immense debt of gratitude
to Adam Brandenburger and Harborne W. Stuart, who developed the
intellectual foundations for a theory of value-based competition.'

What author could make progress without close friends who patiently
read early drafts and generously share insights? I am deeply grateful to
Youngme Moon, who helped me to capture the key ideas embedded in
the core framework and find my voice for the book; Frances Frei, who
collaborated on an early pamphlet on value-based strategy; as well as
Mihir Desai, Hong Luo, and Dennis Yao, whose analytical brilliance
can sharpen any argument.”> Amy Bernstein, Claudio Fernindez-Arioz,
Rebecca Henderson, Hubert Jolie, Raffaella Sadun, David Yoftie, and
many of my colleagues in the strategy unit at Harvard Business School
provided helpful comments. I also benefited from the help of the exec-
utive directors and researchers in the HBS Global Initiative centers
around the world. Pippa Tubman Armerding, Esel Cekin, Rachna
Chawla, Carla Larangeira, Pedro Levindo, Fernanda Miguel, Anjali
Raina, Nobuo Sato, Rachna Tahilyani, and Patricia Thome all provided
global insights and many examples of value-based strategy at work.

This book would not have been possible without the hundreds of
conversations I held with executives and MBA students in my courses,
in particular the participants in the General Management Program. You
taught me how to think, ever more simply and effectively, about strategy
and exceptional business performance. I would also like to thank Peggy
Alptekin, my copy editor, who read the manuscript with exceptional
care; Scott Berinato, the visual genius who brought my illustrations to
life; and my editor, Jeff Kehoe, who was instrumental in moving the
project across the finishing line.

Are you ready? Prepared to think? Dream? Let us begin.
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Exceptional
Performance






Simpler, Better

In the past few decades, strategy has become increasingly sophisticated.
If you work for a sizable organization, chances are your company has
a marketing strategy (to track and shape consumer tastes), a corporate
strategy (to benefit from synergies), a global strategy (to capture world-
wide business opportunities), an innovation strategy (to pull ahead of
the competition), an intellectual property strategy (to defend the spoils
of innovation), a digital strategy (to exploit the internet), a social strategy
(to interact with communities online), and a talent strategy (to attract
individuals with extraordinary skills). And in each of these domains,
talented people work on long lists of urgent initiatives.

Companies are right, of course, to consider all these challenges.
Rapid technological change, global competition, supply chain disrup-
tions due to climate change and worldwide health emergencies, as well
as ever-evolving consumer tastes, do conspire to upend traditional ways
of doing business. As the world’s economies became more integrated,
firms needed a global strategy. As technology altered consumer tastes
and ways to satisfy them, it was imperative to rethink innovation and
marketing. As the cost and utter unfairness of limiting workplace diver-

sity became impossible to ignore, companies needed to find ways to
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build more inclusive talent pools and career paths. By responding to
each of the new challenges, however, we asked ever more of our organ-
izations, had even higher expectations of employees, and required our
complex strategies to bring about sheer miracles.

I see evidence of such increased expectations everywhere. They
manifest themselves in outstanding products, unbelievable experiences,
and “deals of a lifetime”—but also in long working hours, seemingly
impossible stretch goals, and harried lives. When I visit companies to do
research and write cases, I rarely leave without being impressed by how
much people accomplish in short periods of time, often with limited
resources. But here is what surprises me most: given the sophistication
of firm strategies and the intensity of our work lives, I would expect
to see impressive firm profitability at most companies and more-than-
generous compensation packages for nearly everyone. I see neither. Take
firm profitability: one-fourth of the firms included in the S&P 500 fail
to earn long-term returns in excess of their cost of capital. In China, this
fraction is even higher, closer to one-third.

Think about it. How can it be that so many companies, their ranks
filled with talented and highly engaged employees, have so little to show
for so much effort? Why do hard work and sophisticated strategy lead
to enduring financial success for some companies but not for others?
We have the most educated workforce in human history and incredibly
talented corporate leaders. Why does enduring success so often seem
elusive? If you've ever wondered about these questions, this book is
for you.

When our companies fall short of expectations, we often suspect that
we are missing some key ingredient. If only we had a better talent strat-
egy. If only we had a more robust supply chain. If only we had a richer
innovation pipeline. If only . . . And so we develop a talent strategy,
invest in business resilience, accelerate innovation cycles. As our strate-
gic initiatives multiply, something unforeseen happens. In concentrating
on all the trees, we lose sight of the forest. In a profusion of activities,

an overall direction, a guiding principle, is hard to see. Any promising
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idea is an idea that seems worth pursuing. In the end, common sense
rules, and strategy loses much of its ability to steer our businesses. In this
world, strategic planning becomes an annual ritual that feels bureau-
cratic and less than helpful in resolving critical issues. In fact, it is not
difficult to find firms that have no strategy at all. In many others, it
consists of an 80-page deck that is rich in data but short on insights,
fabulous at listing considerations but of little help in actual decision-
making.! When I review companies’ strategic plans, I often see a pleth-
ora of frameworks—many of them inconsistent with each other—but
few guideposts for effective management. If the hallmark of a great strat-
egy 1s its telling you what not to do, what not to worry about, which
developments to disregard, many of today’s efforts fall short.”

In this book, I argue that strategic management faces an attractive
back-to-basics opportunity. By simplifying strategy, we can make it
more powerful. By using an overarching, easy-to-grasp framework that
is tied to financial success, we gain a common language that allows us
to evaluate and pull together the many activities that take place in our
organizations today.

[ have seen the effect of simpler thinking in hundreds of executives
I have taught at Harvard Business School. These managers were famil-
iar with popular strategy frameworks, and their firms had often imple-
mented laborious planning processes to guide investment decisions and
managerial attention. Yet in many instances, it was difficult, even for
these accomplished professionals, to recognize how specific projects
were linked to their firm’s strategy. At best, strategy provided smart
arguments for and against business propositions, but it offered little
guidance on how to choose and where to focus. As a result, initiatives
and activities proliferated. When no one knows when to say no, most
ideas (brought forward by talented and ambitious employees) seem like
good ideas. And when most ideas seem like good ideas, we end up in the
hyperactivity that pervades the business world today.*

I honed my approach to strategy in response to the challenges that I

observed in the classroom and in my capacity as an adviser to companies.
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In my experience, value-based strategy, the approach I describe in this
book, is well suited to cutting through complexities and evaluating
strategic initiatives. The framework provides a powerful tool that will
allow you to see how your digital strategy is (or is not) related to your
global ambitions, and how your marketing strategy is (or is not) con-
sistent with the way you compete in the market for talent. Value-based
strategy helps inform your decisions about where to focus and how to
deepen your firm’s competitive advantage.

The basic intuition underlying value-based strategy could not be
simpler: companies that achieve enduring financial success create
substantial value for their customers, their employees, or their sup-
pliers. The idea is best captured in a simple graph, which I call a value
stick (figure 1-1).

Willingness-to-pay (WTP) sits at the top end of the value stick. It rep-
resents the customer’s point of view. More specifically, it is the most a
customer would ever pay for a product or service. If companies find ways
to improve their product, WTP will increase.

Willingness-to-sell (W'TS), at the bottom end of the value stick, refers
to employees and suppliers. For employees, WTS is the minimum com-

pensation they require to accept a job offer. If companies make work
Wi(“ngnc%»‘l’o»f)av! -
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more attractive, WTS declines. If a job is particularly dangerous,
WTS increases and workers require more compensation.* In the case
of suppliers, WTS is the lowest price at which they are willing to sell
products and services. If companies make it easier for their suppliers to
produce and ship products, supplier WTS will fall.

The difference between WTP and WTS, the length of the stick, is
the value that a firm creates. Research shows that extraordinary finan-
cial performance (returns in excess of a firm’s cost of capital) is rooted
in greater value creation.” And there are only two ways to create addi-
tional value: increase WTP, or lower WTS.® Strategy is conceptually
simple, and simpler strategic thinking, I am convinced, will lead to bet-

ter outcomes.

Renew Blue

An example of the power of this approach is Best Buy, America’s big-
gest consumer electronics and appliances retailer. In late 2012, the com-
pany was looking for a new CEO. Imagine yourself taking on this role.
It seemed impossible to succeed. Best Buy, most of us thought, was
doomed. Amazon had successfully grown its electronics business at the
expense of Best Buy, offering consumers a broad selection of products
and aggressive pricing. At the same time, Walmart and other big-box
retailers stole market share by focusing on the most popular devices and
appliances that could be sold at high volumes. Worst, perhaps, was the
growing trend among customers to “showroom,” that is, to visit stores
to decide which products they liked and then buy them online. Having
endured this onslaught, it is no surprise that Best Buy performed poorly.
In 2012, the company lost $1.7 billion in a single quarter. Its return on
invested capital (ROIC), which had long been in decline but was still
in the upper teens, plunged to minus 16.7 percent.” “It was as if Best
Buy was coming to a gunfight with a knife,” said Colin McGranahan,
an analyst at Sanford C. Bernstein. “Best Buy Should Be Dead,” titled

Business Insider.
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Hubert Joly, a former strategy consultant and most recently CEO
of Carlson, a hotel and travel conglomerate, took on the challenge.
Recognizing the dire circumstances, Joly and his team devised a plan
they dubbed Renew Blue. The core idea was to create more customer
value by increasing WTP and improving price perception. Rather than
thinking of Best Buy’s more than 1,000 stores as a liability that made
it difficult to compete, the company reimagined their role and turned
them into assets. Going forward, the stores would serve four functions:
points of sale (the traditional role), showrooms for brands that built
stores-within-a-store, pickup locations, and mini-warehouses.

Best Buy had allowed Apple to operate its own showrooms in Best
Buy stores starting in 2007. Joly expanded the program, adding Samsung
Experience Shops and Windows Stores in 2013 and the Sony Experi-
ence a year later. Even Amazon eventually opened kiosks in Best Buy
stores. The store-within-a-store concept provided the company with a
fresh source of revenue and an enhanced shopper experience. Sharon
McCollam, then CFO, explained, “When you look at the investments
that our vendors have made in our stores, it is incredible. It is liter-
ally hundreds of millions of dollars.”® Vendors also subsidized the sal-
aries of Best Buy employees who worked in their showrooms. Perhaps
more importantly, Best Buy was now able to offer deeper sales exper-
tise because the company’s staff, dressed in vendor-branded shirts and
supported by consultants, each focused on a specific brand. Not only
did the store-within-a-store program benefit Best Buy, the company’s
vendors were also better off. By creating a more cost-effective way
to reach customers—operating a store-within-a-store is less expensive
than running your own store, and vendors can benefit from increased
trafic—DBest Buy lowered vendors’ operating cost and, as a result, ven-
dors” WTS.?

Using Best Buy’s stores as mini warehouses proved similarly effec-
tive. Joly’s team understood that the speed at which customers received
new products was an important driver of their WTP. It is hard to beat

instant gratification. Traditionally, the company had shipped from large
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distribution centers. These were closed on weekends, and the inven-
tory management software was decades old, leading to frequent stock-

outs and snail-speed shipping.'’

Under the Renew Blue plan, products
were shipped from the location that provided the quickest delivery—
sometimes a distribution center but often a store down the road. By
2013, Best Buy shipped from 400 stores. A year later, that number rose
to 1,400, helping the company beat Amazon’s shipping times for the
first time." Customers also loved the idea of ordering online and pick-
ing up the products in Best Buy stores. Within a few years, 40 percent
of Best Buy’s online orders were either shipped from or picked up from
a store.'”?

Joly and his team also reassessed the company’s online presence. Like
many traditional retailers, Best Buy management had perceived the
internet primarily as a threat, a substitute for established ways of doing
business. Best Buy had built an online sales channel, but it had done so
half-heartedly. BestBuy.com provided sparse product descriptions, few
customer reviews, poor search capability, and no integration with the
company’s loyalty program. Frustrated customers complained that the
site often promoted products that were out of stock. All this changed
under Joly. Rather than seeing the internet as a substitute, the company
now regarded it as a complement, an investment that would increase the
value of Best Buy’s physical stores. Although most customer journeys
begin online, many consumers want to touch and feel the products
before they make a purchase. Joly banked on converting store visi-
tors into paying customers by matching, for the first time, online and
offline prices. Even customers who completed their transactions online
added value to the stores; when they picked up their purchases, they
often ended up buying additional products and service plans. Recog-
nizing that Best Buy’s online presence was supporting store activity,
the company accelerated its investment in BestBuy.com. In just a few
years, the site came to rival leading e-commerce sites, and online sales
boomed. By 2019, the company derived one-fifth of its revenue from

¢-commerce.
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Renew Blue provided Best Buy a new lease on life. Look at all the
ways in which Joly and his team managed to increase customer WTP
and decrease vendor and staft WTS (figure 1-2).

By 2016, when Joly declared that Renew Blue had achieved it goals,
Best Buy’s ROIC had climbed from negative territory to 22.7 percent,
and EBT margins had doubled. The company’s share price quadrupled
in only six years.*

The Best Buy turnaround illustrates some of the key principles of

value-based strategy.

» Companies that excel at creating value focus squarely on
WTP and WTS. Every significant initiative is designed to
either enhance the customer experience—that is, increase
consumers’ WTP—or make it more attractive for vendors

and employees to work with the company, in other words,

*The broader market doubled over this time period. Best Buy continued to outperform
its competitors following the implementation of the Renew Blue strategy. From 2016 to
early 2020, its share price grew more than twice as fast as the share price of companies
in the S&P 500.
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decrease their WTS. Initiatives that fail to meet this test
are cut. For example, Best Buy eliminated its Amazon-like
marketplace—an exchange that allowed third-party vendors to

sell their own products—because it failed to create value.

Companies that outperform their peers increase WTP or decrease
WTS in ways that are difficult to imitate. Best Buy’s most distinc-
tive asset 1s its large network of stores. Skillful, impartial service
provided in a brick-and-mortar environment is difficult for Best
Buy’s competitors to match. Amazon lacks a similar physical
presence. Walmart is not known for high-touch service. Apple is

disinclined to give impartial advice.

Simplicity opens up room for creativity and broad engagement. Joly
describes the Renew Blue strategy in the simplest of terms: “Our
mission is to be the destination and authority for technology
products and services. We are here to help our customers discover,
choose, purchase, finance, activate, enjoy, and eventually replace
their technology products. We also help our vendor partners
market their products by providing them the best showroom for
technology products, both online and in our stores.”” No PhD
required. It is plain to see, all that matters is customer WTP and
vendor and employee WTS. Looking at Best Buy’s turnaround,
it is astounding how fast the company moved, how quickly it
created and implemented dozens of initiatives—many more than
[ am able to describe here. The simplicity of the strategy is key
if one is to execute at breakneck speed. Every executive, every
store manager, every employee with an idea about ways to raise
WTP or lower WTS can be sure that they are helping move the

company in the right direction.

Many of the most successful companies focus on their competitive
position inside an industry, as opposed to the average perfor-
mance of their segment of the economy. Joly explains, “If you

remember, [in the past] the message from this company was all
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about the headwinds in our industry. [Today,] we never talk
about the headwinds. . . . What we do has more impact, we
think, than the overall environment.” There are three reasons
why this type of thinking is prevalent in companies that create
exceptional value. A first is that in most industries, variation in
profitability inside the industry exceeds the profitability differ-
ences across industries." In other words, your best opportunities
are almost always in your current industry, even if it is considered
a difficult place for business. A second reason to focus on com-
petitive positions inside an industry (versus industry attrac-
tiveness) is that positive industry fundamentals will simply be
reflected in the multiples that companies need to pay to enter
an attractive industry. Finally, for companies that happen to be
in struggling industries, a focus on headwinds is demoraliz-
ing, and it likely contributes to decreases in productivity. “It’s a
virtuous cycle,” says Joly. “Once you start winning, people get
more excited, more confident.” Best Buy’s internal data show
that by 2013, staff engagement was higher than at any point
since 2006."

Many questions linger about Best Buy’s future, of course.

Was Best Buy lucky? No doubt. I don’t know any organization
whose stellar performance does not, in part, reflect good fortune.
Hugely popular electronics products such as new generations of
iPhones and video game consoles surely played a role in Best Buy’s
turnaround. So did the lessened competition after Circuit City,
RadioShack, H. H. Gregg, and other smaller electronics retailers
closed their stores. Sheer luck, however, rarely leads to exceptional
long-term value creation. The best firms build on their circum-
stances, whatever those may be. Value-based strategy is not about

the hand that you are dealt. It is about better ways to play.

Will Best Buy be a long-term success? Time is generally not kind

to high-performing organizations. When I examine companies
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that have created exceptional value, I find that the average firm
loses about half of its competitive advantage over a ten-year
period. In Best Buy’s markets, Amazon (in consumer electronics)
and home improvement companies like Lowe’s (in appliances)
continue to grow market share. In 2018, Amazon, for the first
time, narrowly beat Best Buy to become the largest US consumer
electronics retailer. Relative market share is important in an
industry where 80 percent of cost is the cost of goods sold. The
larger a company’s market share, the better positioned it is to bar-
gain with its vendors. “To win, we have to lead,” acknowledges
Joly."® While these dynamics are challenging, he is characteris-
tically upbeat: “We get 26 percent of our consumers’ electronic
spending. That’s embarrassing. If we get a third, it would still

be embarrassing, but the growth for the company would be tre-
mendous.”"” Value-based strategy provides clear guidance on the
potential sources of growth and the opportunities that promise to

be of greatest value.

A Preview

In the pages that follow, I will take the principal idea that animated
Best Buy’s strategy—long-term financial success reflects superior value
creation—and explore how firms in different industries and business
contexts have applied this approach in practice. Think of this book as a
journey along the value stick (figure 1-3).

Part one (“Exceptional Performance”’)—We ask why some companies
are so much more successful than others. For example, aren’t the home
improvement retailers Lowe’s and Home Depot essentially clones? How
can it be that one, Home Depot, is far more profitable than the other?
The answer, it turns out, has much to do with how companies create
value for their customers, their employees, and their suppliers. It is sur-
prising, perhaps, but true nevertheless: the companies that perform best

do not think about themselves first and foremost. They dream up ever
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better ways to create value for others. Think value, not profit, and profit
will follow.

Part two (“Value for Customers”)—Do you tend to root for the under-
dog? If so, you will love the story about the ways Amazon gained a
toehold in the market for consumer electronics in fierce competition
with then-dominant Sony. Sony had it all: the best e-reader technology,
a stellar brand in consumer electronics, and a marketing budget the size
of a small country’s GDP. Amazon’s edge? A better way to think about
value for customers. Early in my research, I had an intuition that sales-
driven organizations (like Sony) and companies that focus on WTP (like
Amazon) would show similar performance. But this intuition turned
out to be wrong. Companies that train their lens on WTP have a signif-
icant long-term competitive advantage.

Some approaches to raising WTP are obvious: increase the quality of
your products, enhance their brand image, innovate. But even strategies
that are often overlooked can be exceptionally powerful. For instance,
it 1s fascinating to observe how some companies leverage the power of
complements: products and services whose presence raises the WTP for

other products and services. Think printer and toner, cars and gasoline.
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Michelin and Alibaba Group rely on complements to supercharge their
entry into new industries. Apple uses them defensively to soften the blow
from declining prices. Harkins Theatres cleverly offers complements to
fill seats in its movie theaters. If you compete on the basis of your prod-
ucts and services alone, if you fail to recognize your complements, there
is a good chance your business is already in trouble.

Speaking of trouble, are you surprised that ride-sharing companies
such as Uber, Grab, and DiD1 have such difficulty attaining profitability?
Shocked that investors loved the companies at first, only to sour on them
subsequently? The swing in sentiment reflects how we think about net-
work effects. Network effects create a positive feedback loop: more passen-
gers attract more drivers, which, in turn, attracts more passengers. Many
of the leading tech companies rely on network effects to drive WTP. At
an extreme, network effects can create so much customer value that
markets tip; we are left with a single firm. As the ride-sharing market
illustrates, however, winner-take-all outcomes are rare. More important
than knowing that your company benefits from network eftects is your
ability to gauge their strength. What are the forces that enhance them?
When do they fade?

The companies that we encounter in part two could not be more
different from one another. They range from cosmetics to pharmaceu-
ticals, from publicly traded to family owned, from global champions
to regional upstarts. And yet they all rely on the same trio of levers to
increase WTP and create greater customer value: more attractive prod-
ucts, complements, and network effects.

Part three (“Value for Talent and Suppliers”)—Our attention will
swing to the bottom of the value stick. We will meet companies that
gain a competitive advantage by decreasing the WTS of their employ-
ees and their suppliers. In competition for talent, firms pursue two
approaches to gain leverage: offer more generous compensation or make
work more attractive. While the two strategies seem similar at first—
they both create greater employee engagement and satistaction—they
have vastly different consequences. Increases in pay shift value from the

company to its employees; there is no value creation, only redistribution.
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By contrast, more attractive working conditions create more value. I
find it astonishing to see how smart companies find ever new ways to
create value for their workforce and how they share that value with their
employees. Because leading companies are so adept at reducing WTS,
it 1s not unusual to see that they enjoy labor cost advantages of 20 per-
cent or more. If your organization competes for employees solely by
offering more generous compensation, you can of course attract highly
capable and engaged individuals. But you will have missed an incred-
ible opportunity—boosting productivity by creating value for your
workforce.

Strategies that lower WTS also pay off in improved supplier rela-
tionships. Even prior to the Covid-19 pandemic and the increasingly
frequent disruptions of global supply chains as a result of climate change,
experts readily recognized the value of close and adaptable collabo-
rations with suppliers. If you find ways to reduce a supplier’s cost of
working with your company, you can capture a part of the value that
you helped create. However, what is straightforward in theory is often
difficult in practice. Many buyer-supplier relationships do not live up to
their potential, not because it is challenging to see how one might create
value but because we fear the other party will capture most of the ben-
efits from a successful collaboration.

It is highly instructive to observe how companies navigate this ten-
sion. We will see how Tata Group liberated Bosch to pursue break-
through innovation, even in a situation with strict cost constraints. We
will learn from Nike how to break suppliers’ addiction to volume. Dell
will teach us how to leverage supplier capabilities in order to pursue
projects for which there is little internal support and funding.

In my conversations with executives, I regularly meet managers who
describe their products and services as being commoditized; there is no
way to raise customer WTP. (I confess I am usually skeptical. I never
quite know if “commoditization” reflects an incontrovertible industry
fact or a lack of imagination.) Even if opportunities to raise WTP are

truly scarce, however, most companies have rich prospects of attaining
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stellar performance by creating more value for their employees and their
suppliers.

Part four (“Productivity”)—If you had to guess, how wide do you
think the productivity gap is between an industry’s bottom 10 percent of
companies and the top 10 percent? It is substantial. In the United States,
leading companies are twice as productive as the weakest organizations.
In emerging markets, top performers best the least efficient by a factor
of five. Imagine—a company that produces five times as many products
with exactly the same inputs! Whenever firms increase their productiv-
ity, cost and WT'S fall at one and the same time. In this part of the book,
we will explore three mechanisms that raise productivity: economies of
scale, learning effects, and the quality of management.

If you wonder why JPMorgan Chase doubled in size after the Great
Recession in 2008, when we were questioning if some financial institu-
tions were “too big to fail,” look to economies of scale as one important
reason. A classic in the strategist’s playbook, scale economies remain
an influential means of lowering cost and WTS. And so is learning—
the idea that costs decline with cumulative output. In fact, in the age
of machine learning and advanced analytics, learning has become even
more important. Anomaly detection algorithms, for instance, can result
in substantial cost reductions because faulty parts are sorted out before
they enter production workflows. While steeper learning curves prom-
ise considerable efficiency gains, the strategic effects of learning can be
surprising. Consider the value of being the first to detect a better way of
working. When everyone learns at the speed of light, being early means
very little. Your competitors will catch up quickly. Paradoxically, the
strategic effects of learning are most valuable if learning reduces cost at
an intermediate pace—not too fast and not too slowly.

Scale and learning are on the evergreen list of productivity-
enhancing strategies. By contrast, research on the importance of basic
management tools is fairly recent. When asked how well their company
is managed on a scale from 1 to 10, most managers rate their organ-

ization about a 7. Surprisingly, these ratings tell us very little about
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the chances that a company actually implements modern management
techniques that help drive productivity. And I am not thinking of
next-generation ideas. Across many industries and countries, compa-
nies fail to adopt basic tools such as goal setting, performance tracking,
and frequent feedback. If you are searching for ways to substantially
raise the productivity of your team or your company, chances are these
management techniques are among the most promising opportunities
to raise your game.

Part five (“Implementation”)—As the first parts of this book show,
strategies that lead to exceptional performance are built on three ideas:
value for customers (raising WTP), value for employees and suppli-
ers (reducing WTS), and increases in productivity (lowering cost and
WTS). Building on this insight, in part five (“Implementation”), we
will explore how companies move from conceiving a strategy to putting
it into practice. Observing brilliant strategists at work is an incredible
experience. [ see them making three critical choices.

First, among many options, they invest in a small number of value drivers
to pull ahead of the competition. Value drivers are the criteria that make
up WTP and WTS. They are the product and service attributes that
are important to your customers. For instance, when choosing a hotel,
consumers typically consider value drivers such as location, room size,
staff, and friendliness, as well as the hotel brand. Accomplished strate-
gists are comfortable promoting only a few value drivers and withhold-
ing resources from many others. How did Paul Buchheit, Gmail’s lead
developer, express this idea? “If your product is great, it doesn’t need to
be good.”®

Second, for each of the critical value drivers, accomplished strategists
develop a deep understanding of how they influence WTP or WTS. For
example, they know that scale 1s no panacea. (Comparing size or market
share across the firms in the S&P 500, for instance, tells you exactly
nothing about their profitability.) But strategists also know that scale
can be all-decisive in some situations—for example, in the presence of
network effects or scale economies. In each instance, they understand

deeply how a value driver increases WTP or lowers WTS.
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Third, successful companies often use smart visuals to cascade their
strategy throughout the organization. I will discuss one such visual,
value maps, to illustrate how ideas about value get connected to specific
key performance indicators (KPIs) and projects that increase the perfor-
mance of the organization.

Part six (“Value”)—Strategy is conceptually simple, because it serves
a single purpose: creating value. Companies that do this well end up
leading their industries. We will see how Tommy Hilfiger did just that
for an often-disadvantaged group of people, persons with disabilities.
Imagine what this must be like, showing up at work every day with
the single ambition of making life better for a group of customers, the
people who work for your organization, the suppliers with whom you
collaborate. Value or profit is a false choice. Exceptional financial perfor-
mance reflects value creation. Let me say it one more time: think value,
and profits will follow.

This insight is important for reasons that go beyond the performance
of companies. Unless you have been hiding in some faraway castle, you
know that business does not enjoy the best of reputations these days.
In recent surveys, only about a quarter of participants say they believe
that their organization “will always choose to do the right thing over
an immediate profit or benefit.”"” Fifty percent of the population now
agrees that “capitalism, as it exists today, does more harm than good in
the world.”?" Even corporate leaders seem to agree. The Business Round-
table, a club of large US companies, disavowed shareholder capitalism in
2019, arguing that it is the responsibility of corporations to deliver value to
all stakeholders: customers, employees, suppliers, as well as shareholders.
But wait—isn’t this what (successful) businesses have always done? How,
if at all, do corporate leaders and companies have to change?

Value-based strategy is uniquely suited to help us see a way forward.
To make progress, value must sit at the very core of every business.
Even the most vexing problems can bend when we apply enough crea-
tivity and imagination to create more value for customers, employees,
and suppliers. As far as value creation is concerned, there is no differ-

ence between shareholder and stakeholder capitalism. Creating more
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value—increasing WTP and lowering WTS—is simply good business.
But value-based thinking also shows that we have considerable degrees
of freedom to decide how to share the value that we create. Companies can
balance multiple interests; there is no reason to believe that firms need to
be beholden to shareholders alone. As we debate how value is best dis-
tributed, value-based thinking can serve as a helpful guide. Building on
the ideas in the pages that follow, my hope is that we will bring to these

conversations rich imagination and our most noble instincts.



A Sea of Opportunities

I know it is probably poor storytelling, but I am tempted to share the
good news right up front. [ am incredibly optimistic about the potential
of most companies to create more value and substantially improve their
financial performance. And no, this is not just wishful thinking. My
optimism is grounded in careful analysis of the data. Select any segment
of the economy, and you will see that the very best companies in that
segment dramatically outperform other firms. If the average company
made even modest advances, value created and profits would soar.

But let’s back up. Our topic in this chapter is the broad patterns of
long-term financial success. There is no one metric that captures all fac-
ets of financial performance. But if I had to pick a single one, I would
choose return on invested capital (ROIC). ROIC compares the profit
realized from business operations (operating income) with the capi-
tal (equity and debt) that is employed to generate that profit. In other
words, ROIC tells us how good a business is at turning investors’ funds

into income from operations.'

I am grateful to James Zeitler, senior information research specialist at Baker Research
Services, Harvard Business School, who expertly compiled the financial data in this
chapter.
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Figure 2-1 shows the distribution of ROIC for companies in the S&P
500 from 2009 to 2018.*

When I first studied this type of data, I was surprised by the large dif-
ferences in performance. These are all large, well-known companies—
think Microsoft, Boeing, CBS, FedEx, and Twitter. Yet it is remarkable
how much an average firm (ROIC of 13.1 percent) could improve if it
moved closer to the very best performers, companies like AutoZone
(average ROIC of 41.9 percent), Colgate-Palmolive (37.6 percent), and
Apple (32 percent).

To see true value creation, we need to compare the returns in
figure 2-1 with the firm’s cost of capital.* An ROIC of 12 percent might
seem quite attractive for a large firm with a steady cash flow. But it is
probably insufficient to justify an investment in a risky startup. Looking
at the difference between ROIC and the cost of capital, our insight
remains unchanged. If the best performers—companies like Mastercard
(whose ROIC exceeds the cost of capital by 23.5 percentage points), TJX
Companies (23.2 percent), and Yum! Brands (19.5 percent)—provide any
indication of what is possible, most firms have incredible opportunities

for greater financial success.’

*The cost of capital reflects the returns that investors expect when they invest in the
company. Firms that exceed these expectations create true value for their investors.
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If these comparisons strike you as too optimistic, you are not alone.
Can the average company really catch up to leading organizations? Do
low performers truly have the potential to become at least average? In
some instances, poor returns do reflect hard-to-change circumstances
and factors that are beyond the control of executives. Your firm might
be stuck in an industry with intense competition. You might do busi-
ness in a country with less-affluent consumers and low prices. But it is
all too easy to conclude that external conditions limit your potential.
Even poorer countries show the same wide variation in performance
that we observed for the United States (figure 2-2).* True, India is less
affluent than the United States, but India has a large number of com-
panies with stellar financial performance. China’s markets are highly
competitive, yet there are numerous firms whose returns far exceed their

cost of capital. In every country I have studied, the data suggest that
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companies can earn exceptional returns even in the most challenging
business environments.

When I meet with executives whose companies achieve less-than-
stellar performance, the typical conversation quickly turns to industry
dynamics. They explain that their industry is disrupted by digital tech-
nology, how they face tough import competition, and why talent is diffi-
cult to hire and retain. The executives are right. Profitability can indeed
change substantially from one industry to the next. Some industries
are blessed with high average returns, others decidedly less so. Take,
for instance, US insurance, a highly competitive industry (figure 2-3).
Mean returns are close to zero (1.2 percent); the median insurance com-
pany destroys substantial value.*

But even in an industry as challenging as insurance, we observe
stark differences in financial performance. Somehow it is possible to do
well, and the best companies achieve remarkable returns in excess of
20 percent.

Insurance is not an exception. In industry after industry, the lead-
ing companies outperform their weaker siblings by substantial mar-

gins. Remember how Best Buy’s Hubert Joly paid more attention to
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*In our time period, the cost of capital fluctuated between 7 percent and 11 percent for
the median insurance company.
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differences in profitability in his industry than to differences across indus-
tries? There 1s a good reason for Joly’s focus. Figure 2-4 shows differences
in ROIC within and across industries.® The difference between leading
and lagging companies in the same industry is typically far greater than
the variation across industries.

The industries shown in figure 2-4 are ordered from high variance
(health care and software) to low variance (banks and utilities). To better
understand Joly’s insight, let’s do a thought experiment using the finan-
cial data in figure 2-4. Take an average industry with 100 companies and
rank them from most profitable (rank number one) to least profitable
(rank number 100). Suppose your company is positioned 75th and you
manage to jump to 25th place. With this advance, your ROIC would
increase by 10.8 percentage points. Now imagine 100 industries, again
ranked from most to least profitable. If your company were to leave the
industry ranked 75th and join the industry ranked 25th, your ROIC
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would increase by a mere 4.5 percentage points.” In other words, there is
more than twice as much room to grow profitability inside an industry as
opposed to across industries. From the standpoint of profitability, indus-
tries are fairly similar. Companies inside an industry, however, tend to
be very different.

As interesting as it is to examine these measures of profitability, the figures
tell us little about how well companies perform over time. To see whether
firms can maintain a competitive advantage, I selected the best-performing
companies in 2009—the top one-third of firms in figure 2-1—and tracked
their financial results year after year (figure 2-5).

Looking at star performers over time yields a glass half-full/glass
halt~empty story. The good news is that the most successful compa-
nies continue to outperform their rivals. Microsoft is a prime example.
Long after the advent of personal computing, the company continues to
deliver better than average results. In fact, Microsoft has been among
the ten most valuable US companies every year for the past 20 years.?
By 2020, investors valued the firm at more than $1 trillion. On a more
somber note, however, figure 2-5 shows that time is not kind to stellar
companies (including Microsoft). Their ROIC declines year after year.

When I discuss these numbers with executives, few are surprised.

Many believe that it has become far more difficult these days to hold
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Figyre 2-5  Return on invested capital (ROIC) for companies in the top third of
the SEF 500 in 2009
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on to a competitive advantage. Some even argue that it is quite point-
less to make long-term plans in a hypercompetitive economy such as
ours. Strategy, the argument goes, was useful in stable environments.
But today, it is naive to think that you can successfully anticipate cus-
tomer needs, technological breakthroughs, and competitive moves over
long periods of time. In hypercompetitive environments, executives are
resigned to aggressive short-term maneuvering, a practice that leads to
fleeting competitive advantages—if you are lucky!”

The perception that competition is more heated than before is real,
no doubt. But is it true? We can test this view by examining the speed
of decline in financial performance in different periods of time. Do the
curves in figure 2-5 decline more steeply than similar curves for ear-
lier decades? They do not. Looking at changes in ROIC, I find little
indication of hypercompetition. The performance of leading companies
suffers over time, but the trend is no more pronounced today than it
was at earlier points in time. More-sophisticated research comes to sim-
ilar conclusions. Professor Gerry McNamara, who studies high-velocity
markets, and his colleagues Paul Vaaler and Cynthia Devers conclude,
“Managers today face markets no more dynamic and opportunities to
gain and sustain competitive advantage no more challenging than in

the past.”"

Seeing these broad patterns of financial performance, I hope you walk
away as optimistic as I am. For nearly every company, substantial
improvements in performance are within reach. Here is what I have

learned from exploring the data.

» In every corner of the world economy, it is easy to find firms that are

far more financially successful than others.

» Even after accounting for the influence of business cycles and
country environments, we are left with significant differences in

profitability across companies that operate in the same industry.
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If the financial success of leading firms provides any guidance,

nearly every company can do better.

* Even modest advances have dramatic financial implications. If the
US firm that ranked 50th (out of 100) jumped to rank 40, its
ROIC would surge by 21 percent. If a Chinese firm improved in
this way, its ROIC would grow by 16 percent.

» The potential for performance gains inside your industry is usually
greater than the gains you should expect from entering a different
industry. In a sea of opportunities, the most attractive prospects sit

close to home.

» There is little evidence in the data that attaining stellar financial

results over long periods has become more difficult.

So where do these differences in financial performance come from?
What can we do to move up in the performance rankings? In the chapters

that follow, we will look at a simple framework to guide our decisions.



Think Value, Not Profit

There are few better places to observe value creation than outside the
entrance of an Apple store. Watch customers as they exit with their ele-
gant, beautifully packaged devices in hand. Sure, they paid a hefty price
for the superb design, but just look at their faces, beaming with pride and
anticipation! Or online, head over to Facebook and Instagram, where
you will see other instances of value creation. Look at the pictures and
videos your friends post when they receive a coveted job offer or earn a
promotion. Happy faces again.

Apple competes at the top of the value stick by raising customer
willingness-to-pay (WTP). Companies that offer exceptionally engaging
work create value by lowering willingness-to-sell (WTS) (figure 3-1).

Think of WTP and WTS as walk-away points. WTP is the maxi-
mum a customer would ever pay for a product. Charge one cent more,
and the customer is better oftf walking away from the transaction. As the
Apple example illustrates, many factors enter into WTP, including prod-
uct attributes, quality, and the prestige a product might confer. At the
bottom of the value stick, employee WTS is the lowest compensation a
person is willing to accept for performing a particular type of work. Pay

an employee less than his WTS, and he will walk away from the job.
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As with WTP, many concerns flow into WTS. They include the nature
of the work and its intensity as well as career concerns, social consider-

ations, and the attractiveness of other job opportunities.

Value Capture

Companies create value by increasing WTP and decreasing WTS. They
capture value by setting prices and compensation. The overall value that
a business creates gets divided three ways (figure 3-2).

The difference between WTP and price is value for the customer.
Apple’s products may be expensive, but customer appreciation for the
devices is even higher. The happy faces at the Apple store mirror the
degree to which WTP exceeds the price. In value-based thinking, price
is not a determining factor of WTP. We often use WTP and price inter-
changeably. But it is useful to keep them separate.

At the lower end of the value stick, the difference between an employee’s

compensation and her WTS is the satisfaction that she derives from work.
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The idea is simple. If compensation were set exactly at WTS, she would be
indifferent between work and her next best opportunity—perhaps another
job, perhaps leisure. If the firm pays more than WTS, employee satisfaction
increases. A similar logic applies to suppliers. Their share of value is the dif-
ference between how much they get paid by the firm (the firm’s cost) and
their WTS. Think of it as a surplus that the suppliers earn from the trans-
action. For example, a supplier might want to earn a minimum margin of
25 percent. This margin determines his WTS, the minimum price that he
will accept. If the firm ends up paying more, the supplier earns a surplus.

The final portion of value—the difference between price and cost—
accrues to the firm. Think back to chapter 2 and the dramatic differences
in profitability that we observed. If we want to understand why some
companies are much more profitable than others, a useful starting point
is to identify the reasons why the middle section of the value stick—the
firm’s margins—is slim for some companies and fat for others.

Value sticks are drawn for specific products and specific customers,
employees, and suppliers. The WTP for Apple devices tends to be high
for customers who adore sleek design and appreciate ease of use. Apple
has a distinct advantage with this group: it can charge high prices and

create significant customer delight at one and the same time. Apple
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also enjoys advantages with some of its suppliers. For example, shop-
ping malls give Apple a special break. The company pays no more than
2 percent of its sales per square foot in rent, compared with 15 percent
for a typical tenant.

Why are mall owners so generous to Apple? As figure 3-3 illustrates,
malls have a particularly low WTS in their relationship with Apple;
this is because the company increases foot traffic by about 10 percent
for all the other stores in the mall." And, as the figure suggests, a busier
mall allows owners to increase the rent for all the other stores to about
15 percent of sales.

Value sticks illustrate that there are only two avenues for companies to
create value: increase WTP or decrease WTS. Every strategic initiative
needs to be evaluated against these two metrics. Unless an activity increases
WTP or decreases WTS, it will not contribute to the firm’s competitive
standing. When [ visit companies, I am always impressed by the myriad

of activities I observe. At the same time, [ often find myself at a loss to see
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how certain initiatives will help increase WTP or decrease WTS. If your
organization feels overburdened, if you feel unreasonably stretched, here
is your chance to cut back. Unless an initiative promises to increase W TP

or decrease WTS, it is not worth pursuing.

Competition

Once a company has created significant value, what allows it to capture
some part of that value? The question is not rhetorical. No one doubts
that US insurance companies create significant value. Yet, as we saw in
chapter 2, little of that value stays with the carriers; most of it flows to
their customers. To see how much value companies manage to capture,
it is helpful to take into account competitive forces.

Imagine you are going to book a round-trip flight from Boston to Los
Angeles. Expedia offers a variety of options. The three lowest-priced flights
are on American Airlines, Alaska Airlines, and Delta Air Lines. They are

all priced similarly (figure 3-4). (Delta is a smidgen less expensive.) Expedia
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rates all three flights 8.5 out of 10, suggesting that your travel experience
will be quite similar. How would you choose between the three options?

The price of the flight, I am sure, will loom large in your decision. Why?
Simply because there is nothing else to consider. The more similar the three
value sticks, the greater is the tendency for passengers to focus on price. In
fact, it is no coincidence that the prices for these flights are so close. Lacking
meaningful differentiation, the three airlines are forced to compete on price.

At times, I meet businesspeople who complain about their custom-
ers’ price sensitivity. But heightened sensitivity simply reflects a firm’s
competitive position. If the value stick of a business closely resembles the
value stick of other businesses, how do you suppose customers choose?
They will focus on price, putting pressure on margins and reducing the
firm’s ability to capture the value it creates.

By contrast, firms that create superior value enjoy an increased ability
to charge premium prices. Expedia rates JetBlue’s least expensive Boston
to Los Angeles flight an 8.7. Not surprisingly, it is priced higher ($411);

passengers expect a better experience (figure 3-5).
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Will customers choose the JetBlue flight? The answer is not obvi-
ous. If JetBlue offers superior customer delight, passengers will flock
to its service. But if the difference between WTP for American and
$323 (American’s customer delight) is larger than the difference between
WTP for JetBlue and $411 (JetBlue’s customer delight), American isin a
better competitive position. Companies compete for customers by creat-
ing superior customer delight. Many companies strive to be best in class.
But having better quality and higher WTP is no guarantee for success.
What matters is the difference between WTP and price—in other words,

customer delight.

Differences

As this discussion illustrates, all ability to capture value depends on
differences in value creation. In their quest for exceptional performance,
many executives ask themselves what they might do to increase their
firm’s returns. This is the wrong question to set out from. To begin
your journey toward increased financial performance, create differ-
entiated value and profits will follow. Fail to do so, and no amount
of business acumen will generate exceptional results. The greater the
similarity between two value sticks, the greater the pressure to com-
pete on price.

As you know from your own experience, thinking in differences is
not easy. When Lyft, a ride-sharing firm, announced it would provide
discounted fares to transport voters to and from the polls in late 2018,
how did its chief rival, Uber, respond? You guessed it: it copied Lyft’s
initiative.? Imitation of this sort has two effects. It creates value for the
imitator; Uber’s leadership was convinced that the discounted fares were
an effective marketing initiative. But at the same time, copying reduces
the ability to capture value, because greater similarity across firms leads

to downward pressure on prices.
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When I ask executives who apply value-based strategy in their business
what they perceive as particularly useful about this type of thinking,
they often make the following points.

* We live in a complicated world. Value-based strategy helps us
see how we can create value. There are only two levers: WTP
and WTS.

* In competition, more generous margins (and greater profitability)
reflect an ability to create superior customer delight, greater employee
satisfaction, and more generous supplier surplus. Value creation

comes before value capture.

 Strategists think in differences. Exceptional product quality and
outstanding working conditions do not confer a lasting advantage

if they can be matched easily by rival firms.

A profound question to ask is the following: If your company were to
disappear tomorrow, who would miss it? Perhaps your customers, who
found supreme delight in your products and services? Perhaps your staft,
who cherished working in your company? Perhaps the suppliers, who
enjoyed a special relationship with your firm? Someone needs to miss
you. If no one misses you, if your value stick resembles everybody else’s,
you are not making a difference. And without a meaningtful difference,
your company has little chance of earning returns in excess of your cost

of capital.
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Claps and Cheers

Creating Customer Delight

What do the Rubik’s Cube, the cholesterol drug Lipitor, the Switch
game console, Super Mario Bros., the Toyota Corolla, and Lady Gaga’s
Fame perfume have in common? They are all products that flew off the
shelves as soon as they were launched. The Rubik’s Cube sold 2 million
units in the first two years. Nintendo’s Switch racked up 1.3 million unit
sales in a single week. In each of their respective categories, these are
among the most successtul product launches of all time.

A common thread to these products and services is that their cre-
ators found ways to significantly increase customer willingness-to-pay
(WTP). Lipitor, one of the bestselling prescription drugs of all time, was
not the first statin that lowered LDL, the “bad cholesterol,” but it was far
more effective than its rivals. Bruce D. Roth, Lipitor’s inventor, explains,
“[Lipitor] tremendously, incredibly outperformed the other statins. It
was as good at its lowest dose as the other statins were at their highest.”
Similarly, Shigeru Miyamoto, the Nintendo designer who introduced
the world to Super Mario Bros., found ways to transform the experi-

ence of playing video games. Miyamoto, not a programmer himself, was
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already famous when he created Super Mario Bros., but with the new
game, he hit it out of the park.? The Economist gushed, “The game took
place under a clear blue sky at a time when most games were played on
a space-y black background. Mario ate magic mushrooms that made
him bigger, or ‘super, and jaunted from place to place through green
pipes. ‘Super Mario Bros.” offered an entire world to explore, replete
with mushroom traitors (‘Goombas’), turtle soldiers (‘Koopa Troopas’)
and man-eating flora (‘Piranha Plants’). It was full of hidden tricks and
levels. It was like nothing anybody had ever seen.”

As these examples illustrate, there are innumerable ways to raise
the WTP for products and services. Think of WTP as a wide-open
construct. It is influenced by the utility of products, the pleasures they
evoke, the status they confer, the joy they bring, and even by social con-
siderations that have little to do with the characteristics of the products
themselves. Lady Gaga’s perfume Fame was novel, for sure—a black liq-
uid that sprays clear—but it is safe to assume that part of its success was
the association with the artist, the promise, as Gaga put it, that wearing
her perfume would give customers “a sense of having me on your skin.™
(This, by the way, also goes to show how radically WTP varies from
person to person; wearing Gaga on your skin, definitely not everybody’s
idea of a desirable sensation.)

Of course, these descriptions of ways to increase WTP tell you noth-
ing that you do not already know. It is common sense to develop prod-
ucts and services that meet the needs of customers. In fact, I don’t know
of any company that does not claim to serve customer needs, to be cus-
tomer centric. So what’s new? Isn’t aspiring to raise WTP and customer
delight the same as thinking about fabulous products and services?

The distinction between focusing on product and focusing on WTP
is subtle—but important. A product-centric manager asks, “How can |
sell more?” A person concerned with WTP wants to see her customers
clap and cheer. She will seek ways to improve customers’ experience
even after they have committed to a purchase (figure 4-1). A product-
centric manager deeply understands purchase decisions and is interested

in ways to sway the customer. Managers who pay attention to WTP
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consider the entire customer journey and search for opportunities to
create value at every step along the way.

A few years ago, | had an interaction with a salesperson that illustrates
the difference. I meant to send flowers to a friend for her birthday. Her
day came and went, and somehow I forgot. A few days later, I remem-
bered and called a shop to order flowers. It was late afternoon, and the
salesperson asked whether I wanted to have the flowers delivered that day
or the next. I confessed to being late for my friend’s birthday and urged
the salesperson to send the flowers as quickly as possible. Her response
caught me by surprise: “Should we take the blame for the late delivery?”
I didn’t want her to lie for me, of course. But even in that brief conver-
sation, I saw that this salesperson did not see her job as simply selling
flowers; she did not suffer from a narrow product-centric mindset. Her
job was to increase her customers’ WTP. (The story has a perfectly pre-
dictable ending, by the way. I now receive a reminder a few days ahead
of my friend’s birthday, and I order my flowers, perhaps at inflated prices.
But I have never even considered using another flower shop.)

Companies that focus on WTP enjoy a long-term competitive advan-

tage for several reasons. One is that we trust companies that have our



42 VALUE FOR CUSTOMERS

best interests at heart. In addition, these organizations are often better at
identifying opportunities for value creation. They also tend to be more
skillful at recognizing the needs of multiple groups of customers and
intermediaries, paying attention to instances where raising the WTP
tor one group lowers the WTP for others. Finally, companies that raise
WTP substantially benefit from customer selection effects. Let me illus-

trate each of these factors with an example.

Customers’ Best Interests

John C. Bogle founded the Vanguard Group, today one of the world’s
largest investment companies, after he was fired “with enthusiasm” from
his first position at Wellington Management Company. In an industry
riddled with conflicts of interest—one recent US government estimate
put the cost of deceptive advice from commission-hungry broker-
dealers at $17 billion annually—Bogle (and Vanguard) became known
as the “mutual fund investor’s best friend.”” “Our challenge at the
time,” he recalled, “was to build . . . a new and better way of running
a mutual fund . . . and to do so in a manner that would directly benefit

[our clients].”

Under his leadership, the company introduced no-load
funds, and it brought low-cost index investing to the individual inves-
tor, long before passive investing became fashionable. First ridiculed
as “un-American” and “a sure path to mediocrity,” passive funds now
account for almost 45 percent of all equity assets in US mutual funds and
exchange-traded products.’

Throughout his career, the outspoken Bogle criticized his industry
for high prices, misleading advertising practices, and product prolifer-
ation that creates little value for investors. In his 2010 book Enough:
True Measures of Money, Business, and Life, he summarized Vanguard’s
goal and his own personal aspiration: “What I'm battling for—[giving]
our citizen/investors a fair shake—is right. Mathematically right. Philo-
sophically right. Ethically right.” For Bogle, clients’ WTP and customer
delight always came first. It was this principle that enabled him to build
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one of the most successful and widely admired companies in a fiercely
competitive industry. His clients always knew that Bogle had their best

interests at heart.

Identifying Novel Opportunities

E-readers were the hot consumer electronics product of the late 2000s.
Only a decade after they were introduced in 2004, one-third of Amer-
icans owned one.® A billion-dollar market had been born. Sony, the
leading consumer electronics company at the time, was first to offer an
e-reader, the Librie, and it was Sony that set the industry standard by
adopting electronic ink, microcapsules that contain dark and white pig-
ments that can each be stimulated to flow to the top and display one or
the other color. The Librie offered an unparalleled reading experience
on an electronic device.”

Amazon was keen to enter this fast-growing market, but its prospects
seemed limited. Sony had adopted the leading technology, was first to
market, and spent twice as much on marketing as its rivals."” Despite these
advantages, Amazon beat Sony handily. By 2012, Amazon’s Kindle, intro-
duced in 2007, commanded a 62 percent market share. Sony’s e-reader
stood at a measly 2 percent." What made the difference? Wireless access.
Sony customers had to download books to their PCs (from a hard-to-
navigate store with a limited selection of titles) and then transfer their
purchase to the reader. When Sony upgraded its device to make PDF and
ePub documents accessible, customers had to send their readers to Sony
service centers to update the firmware.”? By contrast, Amazon’s Kindle
offered free 3G internet access, a feature that turned books into an impulse
purchase. When it was first launched, the Kindle sold out in five hours."

Product-centric companies like Sony pay close attention to the qual-
ity of their devices. Sony created a wonderful reading experience, which
it knew was an important factor in a customer’s decision to buy the
novel device. Amazon, by contrast, focused on WTP. With that broader

notion, it offered convenience throughout the customer journey. By the
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time Sony got around to introducing wireless, it was too late. The mar-
ket had tipped in Amazon’s favor.

Once you start thinking in terms of WTP, new opportunities to create
customer delight arise all the time, and all kinds of “obvious” decisions
become a little less evident. For example, where would you install ticket
vending machines in a subway? In front of the turnstile entrance, or on
the platform? The question seems like a no-brainer. The machine cannot
be on the platform; customers need to purchase their tickets before they
go through the turnstiles. Correct! And yet, you might wonder if we
would create a better customer experience if we placed machines in both
places. If you watch customers waiting in line to buy a ticket or top up
their subway cards today, you will see frantic activity, riders frustrated
by long lines, all of them desperately trying to get their ticket as quickly
as possible so as not to miss their train. Once they are on the platform,
these same customers then wait patiently for the next train to arrive. How
much value would we add by placing a vending machine on the platform?
Would customers appreciate the opportunity to use their wait time more
productively? Could we, in fact, increase WTP by allowing riders to top
up their subway cards in a more leisurely fashion? Before you know it, the
“obvious” placement of vending machines is a little less evident. Paying
close attention to WTP throughout the customer journey allows you to
see opportunities for increasing customer delight in a myriad of ways.
Motivating consumers to purchase a product and facilitating its sale (by
placing vending machines before the turnstiles) is a far narrower concern

than the ambition to create a great customer experience.

Recognizing the Needs of Customers and Intermediaries

Bigbelly produces solar-powered trash bins (figure 4-2)."* The bins com-
pact trash automatically, and they alert sanitation staft when the com-
pactors need to be emptied. The company estimates that trash collection
efforts using these bins can be reduced by as much as 80 percent, saving
staff time and travel cost for the sanitation department. The bins also

promise an end to overflowing trash cans. When Bigbelly entered the
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market in 2003, cities everywhere were eager to sign on. The city of
Philadelphia alone ordered close to 1,000 units.

Once installed, however, the bins quickly revealed a near-fatal flaw.
Online reviews were scathing, even by the standards of today’s foul-
mouthed internet. One (polite) user remarked, “[The Bigbelly compac-
tors] quickly became even more disgusting than regular trash cans. . . .
You actually have to touch a handle to open the slot. Just think of all
the germs passed from person to person on that grimy handle. *shudder*
I can’t think of a more unsanitary design for an outdoor trash can.””
Another said, “[My wife] will only open the trash can if she has a napkin
or a paper sack handy so that she never actually touches the handle with
her skin. . . . I noticed that a lot of other people do the same. Sometimes
people put trash on top of the container, presumably because they don’t
want to touch it. I don’t really blame them, either: some of the trash cans
look pretty grimy these days.”'

Bigbelly had produced a near-perfect solution for one group of cus-
tomers, the sanitation departments, but it paid little mind to a sec-

ond group, the people who actually use the bins. Seeing the negative
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reactions to the compactors, the city of Philadelphia asked the company
to replace one-quarter of its bins free of charge and develop an improved
design.” Fortunately, Bigbelly found a simple but effective solution: it
added foot pedals to the bins, re-creating the hands-free experience that
people appreciate in traditional trash cans (figure 4-3)."

It is natural to think of your company’s customers as the organi-
zations and individuals who pay you. Bigbelly therefore focused on
sanitation departments in the same way that insurance companies pay
attention to brokers and consumer product organizations work closely
with supermarkets. In each case, the final customer is one step removed.
For a company whose sole focus is on sales and on the entity that pays
the bills, it 1s all too easy to neglect the customer it ultimately serves.
By contrast, organizations that rely on a broader yardstick—the WTP
of the intermediary and the final customer—are often at a competitive
advantage.

In fact, if managers universally focused on WTP, I would not have
the following story to tell you. In 1997, two bright but inexperienced
graduate students visited the offices of Excite, a company that had built
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a popular internet search engine.” The students met with Excite’s CEO,
George Bell, hoping to sell their engine, an obscure piece of software
they called Backrub, for $1.6 million. To demonstrate Backrub’s supe-
riority, they searched the term internet on both engines. Excite promi-
nently displayed Chinese web pages on which the word internet stood
out. Backrub, on the other hand, provided precisely the kinds of links
that users might be interested in.

How excited was Bell? Not at all. In his view, Backrub was foo good!
You see, Excite’s business model was advertising. For its purposes, the
longer users spent on Excite’s site, and the more often they returned, the
more money the company would make. In Bell’s world, it was a terrible
idea to quickly send users elsewhere by providing highly relevant search
results. To optimize revenue, Bell explained, he wanted Excite’s engine
to be 80 percent as good as other engines. The Backrub deal never took
place. You guessed it, of course. Those two students were Sergey Brin
and Larry Page, the founders of Google. Imagine you had bought Goo-
gle, now valued at more than $1 trillion, for a pittance.

Business models describe how companies capture value. Without
value creation, however, the question of how you capture value is moot.
Even worse, an obsession with business models can easily undermine
value creation, as the Google story illustrates. From the 20th-century
Phoebus cartel, which purposely limited the life of incandescent light
bulbs, to today’s ink cartridges whose smart chips disable printing in
any color when only one of the colors falls below a certain level, history
provides countless examples of firms that strengthen their ability to cap-
ture value at the expense of creating it. Is it wrong to take solace in the
fact that history is generally unkind to firms that pursue these kinds of

strategies? Does anyone remember Excite?

Benefiting from Customer Selection Effects

Companies that focus on WTP also perform better because they get to
serve the “right” customers. Depending on how your company raises

WTP, specific groups will find your product extra appealing. Consider
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Discovery, a South African life and health insurance company whose
ambition is to improve the health of its customers.?’ Its trademark Vital-
ity program provides preferential access to fitness clubs; wearables allow
customers to earn Vitality points by tracking their exercise; and Dis-
covery even partners with grocery stores to offer its members healthier
food. With millions of members, Discovery bills itself as “the world’s
largest platform for behavioral change.” Founder and CEO Adrian
Gore explains, “The beauty of it is the shared value it creates. . . . Our
customers are given an incentive to become healthier . . . and we are
able to operate with better actuarial dynamics and profitability.”?' Selec-
tion effects are critical for Discovery’s success. The company increases
the WTP for individuals who are health conscious. With a substantial
advantage in WTP, you get to serve (often at a lower cost) the very cus-

tomers for whom your value proposition is particularly attractive.

WTP as Your North Star

The difference between a product-centric mindset that is motivated
mostly by sales and a mindset that focuses on WTP may seem like a fine
distinction at first. The stories of Vanguard, the Kindle, Bigbelly, and
Discovery show, however, how seeing the world through the lens of
customer WTP can confer significant advantage.

Taking value creation seriously can have dramatic strategic conse-
quences. Kaspi.kz, Kazakhstan’s leading fintech company, abandoned
its thriving credit card business because it was unable to see a way to
create significant value for its customers. Chairman Mikhail Lomtadze
explains, “I was giving management presentations saying how many
months it takes us to make $100 million—initially, it was 18 months, but
it quickly became 12 months and then 6 months. This was our metric.
I was really pushing the idea [of] being efficient and profitable . . . but
we ended up where most financial services end up: with customers just

hating us.”** Kaspi turned from credit cards to the seemingly humdrum
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business of bill payments, a serious pain point in the Kazakh economy.
“There 1s this famous story about a university in Russia,” says Lomtadze.
“First, they built the buildings. But instead of paving the roads on cam-
pus, they allowed people to find their own way. Once the trails were
formed, they laid the concrete. This is how we think about our process.”
With a beloved bill payment service at its core, Goldman Sachs—backed
Kaspi went on to build an ecosystem of products that is now valued
in the billions of dollars. Having learned the difference between value
created and value captured in credit cards, never again did Kaspi let cus-

tomers” WTP drop out of sight.

Making It Stick

Even in organizations whose culture is firmly centered on customer
WTP, it is helpful to develop practices that periodically remind every-
one of their firm’s focus. Think of it as the organizational equivalent
of Post-it Notes on your refrigerator. It is not that you don’t know that
your family needs a fresh carton of milk. But seeing that little pastel note
on your fridge is a useful reminder nevertheless. At Harvard Business
School, there is seldom a week—and rarely an important meeting—
when no one mentions the mission of the school. It is not news to any-
one, of course, and it can feel overly rehearsed. And yet, hearing the
mission mentioned one more time, the conversation often takes on a
different tone, as if by magic.

Amazon is well known for a set of practices that encourage the orga-
nization to think in terms of WTP. In Amazon meetings, there is always
an empty chair. It is reserved for the customer, whom the meeting
ostensibly serves.” When Amazon managers build a new service, they
begin by writing an internal press release that announces the launch of
the (not-yet-existing) service.** Take a look at the internal press release
that Andy Jassy, CEO of AWS, wrote for Amazon’s S3 storage service.?
(This is Jassy’s 31st draft, by the way.)*
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Amazon Web Services Launches

SEATTLE—(BUSINESS WIRE)—March 14, 2006—S3 Provides Appli-
cation Programming Interface for Highly Scalable, Reliable, Low-
Latency Storage at Very Low Costs

Amazon Web Services today announced “Amazon S3™,” a
simple storage service that offers software developers a highly
scalable, reliable, and low-latency data storage infrastructure at
very low costs. Amazon S3 is available today at http://aws
.amazon.com/s3.

Amazon S3 is storage for the Internet. It's designed to make
web-scale computing easier for developers. Amazon S3 provides
a simple web services interface that can be used to store and
retrieve any amount of data, at any time, from anywhere on the
web. It gives any developer access to the same highly scalable,
reliable, fast, inexpensive data storage infrastructure that Amazon
uses to run its own global network of web sites. The service aims
to maximize benefits of scale and to pass those benefits on to

developers.

This practice—"“working backwards” in Amazon-speak—encourages
employees to determine a target audience first and then describe the
appeal of the new service.?”” This exercise forces them to use language
that customers understand. Ian McAllister, a former general manager at
the company, explains, “If the benefits listed don’t sound very interest-
ing or exciting to customers, then perhaps they’re not (and [the product]
shouldn’t be built). Instead, the product manager should keep iterating
on the press release until they’'ve come up with benefits that actually
sound like benefits. Iterating on a press release is a lot less expensive than

iterating on the product itself (and quicker!).”?®

As this chapter illustrates, companies that center their strategy on WTP

find a rich set of opportunities. The concept is so simple: increase the
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maximum amount that a customer would ever be willing to pay for your
product. The resulting opportunities, however, are extraordinary. As
you begin to use the value stick and WTP to formulate your company’s

strategy, keep these considerations in mind.

* A sales-focused mindset risks ignoring opportunities to raise cus-
tomer WTP. In a product-centric organization, you thrive when
you increase transaction volume. Organizations that train their
lens on WTP have a richer set of avenues to create value and are

often more successtul for exactly this reason.

*  An obsession with business models—how you capture value—is
particularly risky, because value capture is a zero-sum game: from
the very beginning, you accept that your success makes customers

worse off.

o Interdependence is the rule, not the exception. WTP, price, cost,
and willingness-to-sell (WTS) are all connected. When you
increase WTP, the other elements that make up the value stick
will typically move as well. The WTP for Apple products is
truly remarkable, but the company incurs extra cost to lift
its WTP. Despite its value as a strategic guide, do not consider
WTP in isolation. It is important to keep in mind the insight
from chapter 3: the ultimate arbiter of strategic success is an

increase in customer delight, not WTP per se.

* Leading need not mean winning. Because companies compete for
business by offering greater customer delight, having the best
quality in the market or being the most admired organization is
no guarantee of success. Even companies with middling products
can delight customers in extraordinary ways. The Toyota Corolla,
one of the entries on my list of stellar product launches, is a good
example. By all accounts, the Corolla, first built in 1966, was a
modest vehicle. To increase its appeal and raise WTP, the Corol-
la’s designer, Tatsuo Hasegawa, provided drivers with splashes of

excellence: separate bucket-type seats, a sporty floor-mounted
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‘F'lgyro 4-4 The 1966 Toyota Corolla (left) and the 1966 Fontiac Bonneville

gearshift, and aluminum headlight enclosures (figure 4-4).> Yet
in the late 1960s, no one would have placed the Corolla in a
lineup of cool cars with high WTP. After all, who would drive a
Corolla if you could race a Pontiac Bonneville? So how did the
Corolla manage to outsell the Bonneville? Customer delight! At
¥432,000 ($1,200 in 1966, $9,560 in current dollars), the Corolla
was a steal. When Corollas were introduced in America in the
late 1960s, customers found them to be so simple and reliable
that they quickly became a favorite among first-time buyers and
middle-income Americans who purchased a second car.” Toyota
built its North American beachhead not by beating Detroit in
terms of WTP; the company was second to none when it came to

customer delight.

o What do executives love best about customer delight? The fact that
it is highly contagious. Just ask David Vélez, CEO of Brazil’s
Nubank, the world’s largest independent digital bank. Nubank
gains more than 40,000 customers each day, 80 percent of them
through referrals from existing customers. “Nubank has not had
to spend a dollar on customer acquisition,” says Vélez.”! When the
neobank announced its credit card for Mexico in 2020, 30,000
people joined the wait-list. Nubank’s secret? “We want customers

to love us fanatically.”*
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Near-Customers

In the early 2000s, Meg Whitman, CEO of eBay, was thrilled about
her company’s prospects in the burgeoning Chinese market: “We think
China has tremendous long-term potential and we want to do every-
thing we can to maintain our No. 1 position. . . . Ten to 15 years from
now, China can be eBay’s largest market on a global basis.”! Whitman’s
enthusiasm was not difficult to understand. In 2002, eBay had entered
China by investing US$30 million in a local company called EachNet,
a Chinese C2C marketplace founded by two HBS graduates: Tan Hai-
yin and Shao Yibo. A year later, eBay acquired EachNet outright. The
company’s future seemed exceptionally bright; it commanded an 85 per-
cent market share, and 62 percent of its customers reported they were
very satisfied or satisfied with the company’s services.? Although shopping
online was still novel at the time, the market potential was enormous.
By 2004, China had 90 million internet users, nearly half of whom had
broadband access.

Enter Taobao (“hunting for treasures”), a small startup launched by
Alibaba founder Jack Ma. Alibaba was a B2B business that helped small
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and medium-sized Chinese companies sell products online and export
to distant markets. Ma, concerned that eBay’s most active users, its
“power sellers,” would eventually come to compete with Alibaba, had
launched Taobao as a means of slowing down eBay’s ascent. However,
rather than stealing eBay’s current customers—a prospect that seemed
daunting given the company’s stellar performance—Taobao focused on
a different segment: near-customers, a group of consumers who liked the
idea of shopping online but who were wary about actually making a
purchase.

Everything about Taobao was targeted at these near-customers. The
site provided an escrow service, Alipay, which made sure that anxious
customers had to pay only if sellers did in fact ship a product. Porter
Erisman, Alibaba’s vice president of international corporate affairs at
the time, explained, “Alipay was critical to Taobao’s development. Even
when buyers see a seller with high ratings, a lack of trust still creates a
big challenge. Alipay eliminates the settlement risk. The payment mech-
anism itself is not important. Payment is easy in China, but banks cannot
address the settlement risk. This is where Alipay comes in.””> A sec-
ond critical feature was Wang Wang, an instant messaging service that
allowed hesitant buyers to speak to sellers and haggle for better prices.
The website design, initially an uninspired knockoft of eBay’s US site,
eventually came to resemble the layout of a brick-and-mortar depart-
ment store, so customers felt comfortable in the familiar surroundings.
Taobao also asked sellers to use their national identity card to register
with the site, providing buyers with the assurance that the true identity
of sellers was known. In contrast to eBay, which targeted the tech-savvy
early adopters of online shopping, Taobao focused on a segment of near-
customers who were not (yet) in the market.

As it turned out, Taobao’s group of near-customers grew far more
rapidly than eBay’s clientele. By 2007, eBay’s market share had fallen to
7 percent; Taobao’s stood at 84 percent. With its hopes for market lead-
ership dashed, eBay abandoned the Chinese market in 2006.

I have no doubt that your company is intimately familiar with its

customers. Every successful business is. The internet provides firms with
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the ability to follow customers’ every step and develop a deep under-
standing of the people they serve. You probably also know quite a bit
about the customers of rival firms. Competitive intelligence reports,
in particular, can give you a good sense of the overall market, includ-
ing prospective customers who shop elsewhere. But how much do you
know about individuals (or businesses) who are not currently active in
your market? Is it really true that they would never, ever purchase your
product? Are you perhaps just a small twist away from turning them into
customers (figure 5-1)?

Most managers pay scant attention to consumers who are not in the
market. Once the addressable market is defined, the conventional think-
ing goes, why waste time chasing unlikely prospects? But as Taobao’s suc-
cess illustrates, attractive business opportunities may hide in plain sight,
in the very near-customer segments that we tend to write off. Drastic
misperceptions are one reason why these segments may seem impenetra-
ble. Recall that willingness-to-pay (WTP) and customer delight reflect
opinions and impressions, not facts and figures. If near-customers hold
misguided views, it is challenging to see their true demand for a product

or a service. Take life insurance as an example. In the United States,

Your cvstomer Yovr near—cvétomer
WTP =
Frice ” / Frice
= \/TF
Cost =1 - ot

Fig_vro 5-1  Near—customers
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large segments of the population do not own life insurance. It is natural
to suspect that the split between customers and non-customers occurs
largely along income lines. While there is some truth to this, the reality
is more complex (figure 5-2).*

Even among households with an annual income of more than
$125,000, 41 percent do not own life insurance. Misperceptions are often
the root cause. For example, 44 percent of millennials and one-quarter
of the overall population believe that insurance for a healthy 30-year-
old costs more than $1,000 annually (versus the true cost, $160). Almost
four in ten millennials believe they are unlikely to quality for coverage.
(In fact, younger persons are highly likely to qualify.) And more than
50 percent say they don’t know what type or how much life insurance to
purchase.” Misperceptions such as these can easily create a vicious cycle.
If near-customers express little interest, marketing campaigns and sales-
people are unlikely to address them, and so the misconceptions persist.
In fact, the overwhelming majority of people who lack a good under-
standing of life insurance report that they have never been approached

by an insurance company.
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Of course, not every customer who is not in the market represents
an attractive target. Think of a continuum of individuals ranging from
those who would never buy your product to the most loyal group
(figure 5-3).

Near-customers are the ones whose WTP is fairly close to the level
that is required to make a purchase. Understanding the determinants
of this group’s WTP can reveal substantial business opportunities. It is
useful to ask, Why are your near-customers not in the market for your
product? Do they misperceive its value? How might you tweak your
offering to boost their WTP and turn them into buyers?

Studies of customer journeys often reveal why near-customers do
not buy. For instance, the reasons why people abandon online shopping
carts suggest multiple ways to boost WTP. As figure 5-4 shows, even a
simple feature that auto-fills shipping address information can make a
difference.®

Figure 5-4 also suggests that serving near-customers can be com-
plex and expensive. Expedited shipping and safe storage of credit card
information, for example, are certainly not trivial matters. But the more
general notion that catering to the tastes of near-customers is always
complicated and expensive is mistaken. Take the market for wine stor-
age cabinets, for example. EuroCave, a French company founded by a
group of wine enthusiasts in 1976, is the leading producer of these stor-
age cabinets. Its products are anything but ordinary. High-precision sen-
sors ensure a perfect temperature, humidity controls prevent corks from
drying out, and thermal barriers provide insulation that is as effective as

almost two meters of earth.
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When Haier, a Chinese manufacturer of household appliances,
entered the market for wine storage, experts and aficionados were
skeptical. Would the Haier products live up to the exacting demands
of long-term storage? In their early days, they did not. As one disap-
pointed customer remarked, “After running a Haier wine cellar for
about 4 years, I lost my entire wine collection. Why? Vibrations. After
pulling bottle after bottle of wine and finding that they had gone off,
I began investigating why. At first I thought it was temperature fluctu-
ations, or the fact that the tinted glass may not be UV-resistant. How-
ever, the final answer came when I tested for vibrations. And there are
*a lot* of vibrations in the interior. I lost 60+ bottles of premium wine;
don’t make the same mistake.”’

Subsequent tests showed that EuroCave’s cabinet had vibration levels
that were six times lower than those of competing products. To the
surprise of many, however, Haier’s wine storage cabinets went on to

become a significant commercial success. The company’s share in the
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market for wine storage cabinets and coolers stands now at close to
20 percent.* Who buys a vibrating cabinet that can ruin a prized col-
lection of wine?

In hindsight, the answer is simple. Haier’s products appeal to cus-
tomers who consume their wine quickly. EuroCave cabinets are opti-
mized for collectors; they offer (costly) features that have little value to
casual consumers. Even in France, where the average person stores 68
bottles, more than 40 percent of all wine is consumed within a short
period of time.® Near-customers present an even greater opportunity
in other countries, where wine maturation is less common. While our
intuition often leads us to believe that we need to offer more to win over
near-customers, Haier (and many other companies) have succeeded by

offering less.

When seeking business success with near-customers in mind, ask the

following questions.

* Do you have a deep understanding of the reasons why some individu-
als do not consider your products or services? Near-customers can
represent a significant business opportunity, but they are easy to
overlook because addressable-market analyses and existing mar-
keting initiatives typically provide little information about these

groups.

* Do stereotypes prevent your organization from learning more
about near-customers? Inaccurate beliefs about groups are not
uncommon, and they can easily obscure the business potential of

near-customers.’

*Haier produces storage cabinets with compressors and smaller units with thermoelectric
cooling. The latter have a more limited capacity to achieve the lower temperatures that
are ideal for long-term storage of wine.
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* Do you assume that serving near-customers will require significant
investments in product or service? As the Haier example shows,
offering less can be attractive. Keep in mind that near-customers
are new to your category and brand. Keeping it simple is usually

an advantage.

* Do your incentive systems discourage interactions with near-
customers? An emphasis on quick wins drives current success,
exploring opportunities with near-customers is an investment.
Incentives help determine how your organization trades off these

considerations.
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Winning with Complements

Suppose you are planning a trip to Paris and would like to spend one eve-
ning at a great restaurant. How do you know where to go? Ask a friend?
Search LaFourchette or Le Fooding? Browse Tripadvisor or Eater? If you
were interested in the very best, chances are you would ask a producer of
automobile tires. Yes, automobile tires! I am thinking of Michelin and
its famous restaurant guide, of course. But isn’t this strange? How did
a company that produces tires end up creating an influential restaurant
rating system? Why does Michelin even have a guide?

To find out, let’s travel back in time. We meet Edouard and André,
the two Michelin brothers, on a warm summer day in 1891." One of
their customers, a fellow called Grand Pierre, pushes his velocipede into
Edouard’s workshop in Clermont-Ferrand, a city in central France. The
shop keeps a few spare tires in stock, but neither brother knows much
about tires or the tire business. The only rubber product that Michelin
produces at this point is a brake shoe for horse-drawn carriages. Inspect-
ing the velocipede, they quickly discover that it uses one of these newfan-

gled pneumatic tires that had been invented in England. The miserable
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road conditions of the 19th century make air-filled tires a dream come
true—riders are much more comfortable when they are cushioned by
shock-absorbing tires—and, at the same time, a nightmare. These tires
blow out all the time!

Much to Edouard’s surprise, changing Grand Pierre’s tires turns out to
be a major undertaking. It takes his crew hours to replace them, because
they are glued to the wooden rim of the wheel. Edouard keeps the
velocipede overnight—the glue takes time to dry—and, curious what
it is like to ride on pneumatic tires, he takes the bike for a spin the next
day. Minutes later, he is back at the shop. The tires are flat again. Rec-
ollecting this experience, Edouard says he learned two things: “Number
one, tires are the future. Number two, Grand Pierre’s tires are beneath
contempt.” Air-filled tires are here to stay, he tells his chief engineer,
“but we've got to find a way to replace an inner tube in fifteen minutes
without calling in a specialist.”?

And they succeeded. Michelin’s first contribution to the nascent
pneumatic tire industry was a design that used nuts and bolts to hold the
tires in place instead of glue, shortening the time to change a tire from
hours to minutes. To promote their new product, the brothers orga-
nized a bike race from Paris to Clermont-Ferrand. Just outside Nevers,
Edouard seeded the road with nails, thus making sure every rider had
an opportunity to experience how easy it was to change a flat Michelin
tire.” In a leading sports magazine, the brothers explained, “We hope
that after this race no one will try to tell us that nails are an insurmount-
able obstacle for tires, at least for air-filled Michelins.”™

The brothers’ timing was fortuitous. Not only did pneumatic tires
become popular among cyclists, but the company also found eager
customers among early automobile enthusiasts. By 1898, Michelin had
become the exclusive supplier to many of the leading carmakers of the
time: Bollé, DeDion & Bouton, Peugeot, and Panhard & Levassor. The
brothers faced one significant challenge. The market for cars was tiny,
limiting the company’s growth prospects. At the time, driving an auto-
mobile was considered primarily a sport. Cars delivered exciting races,

not people or packages. In 1900, France had only 5,600 drivers (but 619
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companies that built cars). Handcrafted automobiles were a hobby for
the rich, not yet a mass market. Faced with limited demand, the Miche-
lin brothers made it their business to encourage driving and expand the
use of cars. Thus was born the idea for the now-famous Michelin guide.
When it was first published in 1900, it included hundreds of maps. Cars
were more useful, the brothers recognized, if drivers knew where to go
and how to enjoy themselves along the road.?

Products and services that raise the willingness-to-pay (WTP) for
another product are called complements. These (easily overlooked) helpers
contribute substantially to the WTP of just about every product ever
created. Just think of all the complements without which cars would be
far less valuable: roads, parking garages, gas stations, repair shops, GPS,
and driving schools (figure 6-1).

The purpose of the Michelin guide was to provide comprehensive
information about the availability and the price of complements for cars
and tires. Its maps showed which roads were paved (indicating “tedious”
routes and those that were “picturesque”); where to find gas stations (in

1900, all of France had fewer than 4,000 shops that sold gasoline, many
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of them pharmacies); how to locate charging stations (batteries needed
to be recharged often back then); which repair shops to trust (they all
stocked Michelin tires, of course); where to eat well (hence the stars!)
and stay overnight. Michelin also lobbied the government to put up road
signs, another complement, and company employees installed some signs
themselves.°

It is difficult to overestimate the importance of complements. Without
them, the WTP for many products and services would be far lower, some-
times even zero. Smartphones and applications, printers and cartridges,
coffee machines and capsules, ebooks and tablets, razors and blades, san-
dals and pedicures, electric cars and charging stations, soup and bowls,
chips and salsa, left shoes and right shoes, a second chopstick: comple-
ments are everywhere. In Edouard’s imagination, even nails served as a
complement for pneumatic tires.* Think about your own business. What
complements raise the WTP for your products and services?

Michelin is not unusual inasmuch as it entered a seemingly unrelated
industry—travel guides—Dbecause that industry produced a complement.
Why did Amazon, not a company known for consumer electronics, pro-
duce the Kindle? (It wanted to raise the WTP for ebooks.) Why did Ali-
baba, not a financial-services firm, create Alipay? (The escrow service
built trust and raised buyers’” WTP to transact on the platform.) Why did
Microsoft, not an entertainment company, invest in the Minecraft video
game? (It wanted to raise the WTP for its virtual reality headsets.) Why
does Dunkin’ Donuts sell coffee? (You got it.)

Complements are particularly powerful if they raise the WTP for your
product specifically. Apple’s FaceTime application raises the WTP for
iPhones but not for Android devices, creating an advantage for Apple.
Nespresso capsules exclusively enhance the value of Nespresso-compatible

coffee machines. Tesla Superchargers supply power only to Tesla’s cars.”

*The use of nails was actually more insidious. Nails lowered the WTP for tires in general,
but less so for the easy-to-change Michelin tires, creating a competitive advantage for
the company.
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This type of exclusivity has two effects. It raises the WTP for a firm’s
product—Tesla drivers benefit from the extensive charging network—but
it also slows the adoption of battery-powered vehicles more generally. The
Michelin guide, by contrast, benefited every tire producer. With a market
share of close to 70 percent, Michelin had the strongest incentive to pro-
duce this complement. But Dunlop and Continental, Michelin’s closest
competitors, reaped the benefits of the guide as well. The exclusivity deci-
sion 1is particularly important for emerging industries and product catego-
ries. Ask yourself how your company benefits most. If you want to grow
the category—a rising tide lifts all boats—non-proprietary, industry-level
complements suit your needs best. If your goal is to gain market share,
proprietary complements are more powerful.

Did your company choose this latter option? If so, watch out for
entrepreneurs who create value by breaking exclusivity and creating
industrywide complements. For example, Nigerian digital payments
firm Interswitch, now one of Africa’s most valuable fintech companies,
built its business by connecting ATMs and points of sale across banks.
More convenient access to one’s account created substantial customer
delight, carrying large sums of cash was no longer necessary. Intercon-
nected ATMs also raised overall demand for banking services and con-
tributed to bank profitability.®* However, not every bank benefited to the
same extent. Financial institutions with the largest number of ATMs lost
that competitive edge once the machines became interchangeable. How
did Interswitch founder Mitchell Elegbe convince even the large players
to join his network? By sharing the value he created: “Though Inter-
switch was my idea, I gave up [some| ownership,” he says. “It was more
important to see the vision come to fruition than owning the [entire]
organization.”’

As the Michelin story illustrates, complements are not a new phe-
nomenon. In the past few decades, however, companies have become
increasingly sophisticated in creating value through complements. In
the rest of this chapter, I will describe how the best companies discover,

price, and measure the effects of complements.
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Discovering Complements

Companies are often counseled to focus on a limited set of products
and services. As a rule, this is good advice. Mastering new activities
is challenging, and collaborating with companies that possess special-
ized knowledge often beats in-house production. But focus must not be
taken to mean that you overlook factors that help lift the WTP for your
products. In chapter 4, we saw how Amazon beat Sony in the market
for e-readers by incorporating wireless capability into its Kindle. More
generally, I have encouraged you to focus not on the sale of your current
product but on customer WTP. Now I will ask you to adopt an even
wider lens and take on a perspective that includes complements, many of
which may seem completely unrelated to your business.

When I introduce the concept of complements in my courses, I often
ask participants how they would increase the WTP for a moviegoing
experience. The most common suggestions I receive are installing more
comfortable seats, improving sound, and enabling online seat reserva-
tions. Note that all of these ideas improve the WTP for the experience
itself. This is how we usually think about creating value; we focus on
making the products themselves more attractive. When I push for com-
plements, I often hear popcorn, sometimes alcoholic beverages. Seldom
does anyone mention parking.

What I learn from such responses is that it is not easy to discover com-
plements. We know they are important, but seeing them is not straight-
forward. Take, for example, Harkins Theatres, an Arizona-based chain
of movie theaters. Harkins offers its patrons childcare services so that
parents can go to the movies without having to organize a babysitter.
Each Harkins PlayCenter is stafted with trained childcare workers who
look after the children while the parents enjoy their movie night. Each
parent carries a pager so that Harkins can reach them in case of emer-
gency. How did Harkins discover this attractive complement? Introspec-
tion! CEO Mike Bowers remembers, “We opened the first PlayCenter

in 2001. At that time, my three kids were very small, and even I, as an
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executive in the industry, was not able to be spontaneous and go to the
movies when I wanted to. I asked myself, ‘How many people are in my
situation? If I can’t go to the movies—for free—how do I expect other
people in my situation to go?””"’

Parents pay $8.50 (the cost of a children’s movie ticket) to drop oft
a child at a PlayCenter. As Bowers explains, the service breaks even:
“There are many factors to consider. How much do the parents spend
when they come to the theater? How often do they come? How many
others do they bring? The PlayCenters are such an amenity; they pro-
vide such esprit de corps for the guest. Even guests who don’t utilize
them appreciate that they exist. No one in the auditorium has to be
concerned about a child interrupting the show. The centers contribute
to loyalty and feel good more broadly.”

Harkins was fortunate in that Bowers was able to rely on his per-
sonal experience to identify childcare services as a valuable complement
to seeing a movie. Other techniques to discover complements include
detailed customer journey analyses and focus groups. It is often helpful
to ask what customers do before they interact with your business. Is there
a step that is difficult to take? Are there moments when many customers
give up?

The Harkins childcare service exhibits many of the features that are
typical of complements. It increases the WTP for another product (see-
ing a movie), and it allows businesses to shift value from one service
(taking care of children) to others (sales at the concession stand, revenue
from tickets). Let’s take a closer look at ways to compete across bundles

of products and services.

Shifting Value

In the early 2010s, the world of renewable energy experienced a sunny
revolution. Within a few years, the price of photovoltaic cells fell dra-
matically, making solar energy far more competitive than before. For

residential systems, the price of a kilowatt of installed capacity tumbled
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from $7,045 in 2010 to $3,054 in 2013." Commercial applications deliv-
ered even lower costs (figure 6-2)."2

Greater cell efficiency, larger installations, and economies of scale all
contributed to the stunning price decline.” A closer inspection of the
data reveals an interesting pattern. The cost of a photovoltaic system
includes the cost of the modules and what experts call soft costs: instal-
lation, permits, and taxes." And while hardware costs fell dramatically,
the price of the soft components actually increased (or held steady, in
the case of residential applications), allowing the firms that install solar
panels to make a profit.”®

What you see in figure 6-3 is the reflection of a mechanism with
profound strategic implications. Solar panels and installation services are
complements, of course. Whenever the price of a complement declines,
the WTP for the other product increases.* In our example, cheaper pan-
els raised the WTP for installation services, which, in turn, allowed solar

installers to increase their margins (figure 6-4).

*This is, in fact, the formal definition of a complement. If a drop in the price of one prod-
uct increases the WTP of another, the two products are complements.
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You are already familiar with many instances where this mechanism is
at play. Consumers purchase bigger cars when gasoline is less expensive.
We don’t mind spending hundreds of dollars on smartphones so long
as there are lots of free (or cheap) applications available. Concert prices
rose quickly once recorded music was freely available on the internet.'
In each of these instances, falling prices for one product raised the WTP
for a complement. In business, we typically treat falling prices as bad
news because it is more difficult to be profitable when pricing pressures
mount. This view is incomplete, however. What really happens is more
subtle. When prices fall, value shifts; it moves from the less-expensive

product to its complements.

Frenemies

In early 2019, Daniel Ek, CEO of the music streaming company Spotity,
received an unpleasant, bitter-sounding letter. It was from a group of
songwriters and producers complaining about Spotify’s attempt to roll
back the more generous royalty rate that the writers had been granted
by the Copyright Royalty Board: “You created a songwriter relations
team and ingratiated Spotify into our community. . . . You are the only
provider that made us feel we were working to build a modern music
industry together. Now we can see the real reason for your songwriter
outreach. You have used us and tried to divide us.”"”

The songwriters’ collaboration with Spotify ended in disappointment
because they had misunderstood their relationship with the company.
True, songwriting and streaming are complements. Songwriting skills
are more valuable when streaming technology allows millions of people
to listen to tracks, and Spotify benefits from the broad availability of
popular music. But a complementor is not your friend. Complementors
appreciate each other because they jointly create value. And they quarrel
over how to share that value. Spotify, for instance, organizes the annual

Secret Genius Awards, an event that showcases songwriters." The awards
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are a wonderful event for talented writers who rarely get to take center
stage, and they are great PR for Spotify. This is the value-creating part of
the relationship. But if the writers thought that a friendly Spotity would
allow them to easily cash in on their newfound prominence, they were
dead wrong. The company pushed back hard when the writers sought
higher royalties for themselves. We see in their dispute how complemen-
tors battle for their share of a common pool of value.

Spotify is not unusually greedy. Complementors always hope to grab
more value from their partner. Intel wants Windows to be inexpen-
sive. Sony loves to see price competition among video game producers.
Boatbuilders benefit when the price of sails declines. Car manufactur-
ers hope that car insurance rates drop. Complementors are frenemies:
friends because they collaborate to create value, enemies because each
wishes to lower the price of the other’s product.

In battles between complementors, there is more at stake than in ordi-
nary negotiations between companies and their suppliers. If a skilled
negotiator manages to procure a product at a 10 percent discount, the
benefit to her company is that discount. But if you manage to lower
the price of a complement, two things happen. You receive a discount
and, in addition, an increase in the WTP for your product, giving you
greater pricing flexibility. No wonder disputes between complementors
are particularly heated!

As you explore the importance of complements for your organization,
remember that working with complementors can be difficult emotion-
ally. Feeling bitter and disappointed when they seek to capture value
will make it more challenging for you to see the next set of oppor-
tunities for collaboration. At the same time, a naive attitude that sees
complementors as friends can leave your business with little protection
from value-grabbing complementors. The most successtul executives
maintain a delicate emotional balance in their relationship with comple-
mentors: optimistic with regard to the promise of collaboration and, at
the same time, realistic about the need to share (and occasionally fight

for) their slice of the pie.
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Profit Pools

Some companies don’t have to worry about frenemy-complementors;
they offer their own complements. Michelin has tires and guides. Gil-
lette manufactures blades and razors. Apple created portables and iTunes.
Some companies use their own complements to differentiate a core ser-
vice in which they enjoy little advantage. For example, Indian ride-
sharing company Ola Cabs offers a suite of payment options, including
OlaMoney Prepaid and Postpaid (customers pay for all their in-app pur-
chases every other week) and even OlaMoney Hospicash, which covers
travel to hospitals and post-discharge expenditures. An important strate-
gic advantage of all these companies is that they get to shift profits from
one complement to another. If you are Gillette, you can decide whether
you want to make money with razors, with blades, or with both prod-
ucts. How do the smartest companies make this decision?

A common recommendation is to give away the “core product” and
increase the price of the complement."” Gillette does exactly this. It keeps
the price of razors low, and it earns substantial margins on blades. But
how do we know which product is “core”? Why didn’t Gillette think
of the blades as being core? It is the blades, really, that contain much of
Gillette’s sophisticated technology.

Technology companies face similar questions. Some underprice
their hardware and make money on software. This is the path Amazon
follows. It gives away its Kindle at cost, and that raises readers’ WTP
for ebooks. Phil Spencer, who leads gaming at Microsoft, explains his
approach to pricing: “In aggregate, you should think the hardware part
of the console business is not the money-making part of the business.
The money-making part is in selling games.”*"

But then there is Apple. It follows exactly the opposite strategy. It sells
hardware at a premium and gives away software. When the company
introduced 1Tunes, not only was the software free, but Apple also gave
away the entire value of music. After paying music labels about 70 cents
for each song downloaded from iTunes, the 99-cent price tag barely

covered the cost of credit card processing and Apple’s own operations.?
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Rather than thinking about the type of product to determine how it
should be priced—core versus peripheral, software versus hardware—it
is more useful to see the pricing decision as guided by concerns about
competition. Apple’s history teaches this lesson beautifully. When it first
launched iTunes in 2001 and the App Store in 2008, neither service gen-
erated significant profit. Apple kept the prices of music and applications
low to generate exceptional margins on the sale of iPods (introduced in
2001), iPhones (2007), and iPads (2010). How did these margins change
over time? To give an apples-to-apples comparison, I have created an
index that sets the gross profit for hardware (say, an iPhone) and the gross
profit for a typical application to 100 in 2009 (figure 6-5).*> Look at the
dramatic shift in profit pools!

While Apple’s gross margins on hardware fell over time—they dropped
from an estimated 62 percent to 38 percent for the iPhone between
2009 and 2018—the company turned the App Store into a formidable
engine of profitable growth. By the way, you should take the numbers
in figure 6-5 with a grain of salt. Calculating Apple’s gross margins is
tricky.* But thanks to the remarkable detective work of analysts Horace

Dediu and Kulbinder Garcha—figure 6-5 is based on their analyses—the
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*Even learning how much customers spend on applications is not easy. Apple reports
actual spending if it sets the price of an application, but only its revenue share if the
developer determines the price.



74 VALUE FOR CUSTOMERS

overall story is clear. In a dramatic strategic move, Apple shifted its profit
pool from hardware to software. Not surprisingly, the company is now in
a battle with the Coalition for App Fairness, a group of complementors
that includes Epic Games, Spotify, Match.com, and Basecamp. The Coa-
lition wants Apple to reduce its store commissions and refrain from using
its control over 1OS to favor its own services.*

What prompted Apple’s reorientation? Competition. Shortly after
their release, neither the iPod nor the iPhone had any serious compet-
itors. Now, however, customers can select phones from a long list of
products with similar functionality and performance.** Even your next
phone is no longer so different from your old phone these days. By
offering a value stick that is minimally differentiated in hardware, Apple
is moving its profit pool to complements (figure 6-6). Hardware prices
are falling, the WTP for applications is being pushed up, and profits are
shifting to services.

The ability to move pools of profit from intensely competitive domains

to calmer waters is one of the great benefits of producing complements
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in-house and controlling their supply, as Apple does.* The moment com-
petition heats up, you see companies shelter profits by dropping prices in
competitive arenas, which raises WTP in better-protected domains and
permits the shift in profit.*

As you think about how to price complements, it is helpful to con-
sider the two extreme options. What if you made the bulk of profits
with your main product and gave away the complements? What if you
were to do the reverse? For both scenarios, you need to know how
much competition you would face. Will customers turn to substitutes
the moment you raise prices? Will powerful suppliers increase the cost
of inputs once they see your impressive margins? The greater the differ-
ence in competition across your main product and its complements, the
more attractive it will be to shift your profits away from hotly contested
markets.

Competition is the most important but not the only factor that guides
the monetization of complements. Product variety and the timing of
consumer purchases also help you decide how to shift profits. Consider
product variety first. If complements vary dramatically in the degree to
which they create customer delight, shifting the profit pool toward these
complements makes it easier to share value with your customers. For
example, the most elaborate Xbox games run in the hundreds of dollars,
but many games cost less than $20. Because the size of the value pool
differs from game to game to such a great extent, Microsoft keeps the
price of the Xbox low and shifts profits from the console to the games.

The timing of purchase decisions is another factor to consider. The
sale of many complements occurs over time. You buy the razor today,
and many blades over a substantial period of time. If consumers don’t
anticipate perfectly how much they will spend on blades when buying
the razor, shifting the profit pool to the blades makes sense. But be care-

ful! An obvious downside of this pricing strategy is that it will not endear

*Apple does not directly control the price of many applications. However, the company
approves new apps, and it controls which apps users see when they search for software.
In fact, Apple’s influence, which some see as anticompetitive, is now the target of an
antitrust lawsuit.
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you to your customers. They will feel trapped by their initial purchase
of the inexpensive razor and will be on the lookout for products that
create greater value. As Gillette learned the hard way when Dollar Shave
Club and Harry’s entered the market with lower-cost blade-subscription

models, this pricing strategy can easily backfire.

As I think about complements, the following observations strike me as

particularly important.

» Complements help raise W'TP. The currency that counts in
competition is customer delight, and complements are a powerful
means of increasing WTP and, as a result, creating more value for

customers.

* Complements often seem unrelated to the core of your business.
Identifying them requires you to think creatively about customer

journeys.

*  We want complements to be inexpensive (unless we sell them). A drop
in the price of a complement increases the WTP for the other

product.

» Complementors are frenemies. They jointly create value, and they

haggle, sometimes bitterly, over its division.

* Companies that produce their own complements get to shift profit

pools from one complement to another.



Friend or Foe?

Distinguishing ~ between  complements and  substitutes  is
straightforward—in hindsight. When new technologies and business
models first emerge, however, it is often hard to differentiate the two.
If you are a banker, is blockchain your friend? A foe? The technology
might be a complement if it makes financial transactions faster and more
secure. It could be a substitute it it displaces traditional payment services
with cryptocurrencies and fundraising through coin offerings.

Consider food delivery services such as China’s Ele.me, Brazil’s
iFood, and America’s DoorDash: Are they complements or substitutes
for restaurants? They are complements if customers rely on delivery ser-
vices to discover new restaurants they hope to visit. They are substitutes
if tables remain empty because people order out. Is India’s BYJU’S, a
leader in personalized online learning, a substitute or a complement to
traditional in-person instruction?' In all of these cases, it isn’t entirely
clear if we are seeing a complement or a substitute (figure 7-1).

Business history provides numerous examples that illustrate how dif-
ficult it is to recognize complements. When radio became popular in
the 1920s, the American Society of Composers, Authors and Publishers
(ASCAP) battled the new medium, convinced that radio would reduce
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record sales and, more important at the time, shrink revenue from sheet
music. To choke off radio, ASCAP raised its licensing fees by 70 per-
cent in the late 1930s and again in 1940. Broadcasters responded with a
boycott. For almost a year, radio audiences in the United States heard
virtually no copyright-protected music. All of a sudden, Stephen Fos-
ter’s long-forgotten “Jeannie with the Light Brown Hair,” a song in the
public domain, filled the airwaves again.?

By the 1950s, however, ASCAP’s mistake was readily apparent. Radio
was not a substitute for records; it was a complement, a means to adver-
tise music and raise listeners’ appreciation for particular songs. Now the
payment streams reversed: instead of charging astronomical licensing
fees, record companies paid DJs to play particular songs.* The first type
of mistake businesses often make is that they misjudge the relationship
between two products, seeing them as substitutes when they are, in fact,

complements. In hindsight, we see things more clearly, of course. But at

*Some industry players even triggered payola scandals by not properly disclosing these
arrangements.



Friend or Foe? 79

the time, the mistake was completely understandable. Wouldn’t you have
thought that playing music for free would reduce the demand for records?

In other instances, it is difficult to predict how the relationship between
two products will evolve over time. Computers and paper are a good
example. Look around your office. Has the paperless office arrived yet? If
my cluttered desk is any indication, it has not. When Businessweek asked
experts in 1975 what an office would be like in 1990, George E. Pake,
then head of the famous Xerox Palo Alto Research Center (PARC), was
eerily accurate in many of his predictions: “There is absolutely no ques-
tion that there will be a revolution in the office over the next 20 years,”
he explained. “[Technology| will change the office like the jet plane
revolutionized travel and the way that TV has altered family life. I'll be
able to call up documents from my files on the screen, or by pressing a
button. I can get my mail or any messages.” But even a genius like Pake
failed to see the effect of technology on paper. His prediction at the time:
“I don’t know how much hard copy I'll want in this world.”

Computers arrived, as predicted, and the consumption of paper
exploded. Computers and printers proved to be complements, not sub-
stitutes. From 1980 to 2000, office paper consumption in the United
States almost doubled.* PCs made printing much easier, and people
loved reviewing printed documents, at least for a short while (45 percent
of paper printed in offices is trashed by the end of the day).” To some
extent, the surprising complementarity between computers and paper
reflected the state of technology.® Early PCs often crashed—better have
a backup copy—and software was often unable to accurately render doc-
uments produced in other applications. Add the low cost of printing and
the general human reluctance to adopt change, and you end up with a
strong complementarity between computers, printers, and paper.

More recently, however, the complementarity has weakened and per-
haps even reversed. Since 2000, US office paper consumption has declined
by 40 percent. “The explanation seems to be sociological rather than tech-
nological,” argues the Economist. “A new generation of workers, who have
grown up with e-mail, word processing and the internet, feel less of a need

to print documents out than their older colleagues did.”” Even if computers
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and paper turn out to be substitutes in the long run, predicting the timing
of substitution was difficult. The second commonly made mistake is that
we expect substitutes to arrive much earlier than they actually do.

The advent of ATMs provides a third, even more complicated example.
Barclays in London and Chemical Bank in New York were the first to
install ATMs in the late 1960s. Using these machines was awkward, and
they were prone to breaking down. There was no PIN code. To activate
the ATM, customers fed the machine a plastic token. Once the transac-
tion was recorded, the bank returned the token—by snail mail!® Despite
these humble beginnings, the number of ATMs in the United States
grew rapidly from 100,000 machines in 1995 to 400,000 in 2010. One
consequence: the future of bank tellers, whose main job was to hand
out cash, appeared to be bleak. Ben Craig, a researcher at the Federal
Reserve Bank of Cleveland, observed, “While some people bemoan the
loss of their weekly visits to a friendly teller who greets them by name,
most are unwilling to pay for this service with higher fees and a greater
time commitment. Instead, they opt for the convenience and cheapness
of the ATM.”? Tellers appeared to be in deep trouble.

Except they were not. Between 1980 and 2010, US bank teller
employment grew by about 45,000 positions (figure 7-2).""

Three effects converged to produce this surprising outcome. First,

banks did reduce the number of tellers in each branch." In this narrow
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sense, ATMs and tellers are substitutes. But the story did not end there.
With branches becoming less expensive to operate, banks opened many
more locations, and they hired tellers to staff them. Third, these tellers
now offered customers advice, and they sold products—activities that
were far more valuable than handing out cash. As a result, hiring tell-
ers became an even more attractive proposition. The net result: ATMs
turned out to be a complement to these re-fashioned teller services.

A straightforward failure to recognize a complement (NASCAP), the
difficulty of predicting the timing of substitution (computers and paper),
and hard-to-see second-order effects of technological change (ATMs)
all contribute to the difficulty of spotting complementarities. Our errors
in judgment, however, are not random. Did you notice the pattern in
the three examples? In each instance, we predicted substitution when
in fact the new technology turned out to increase the willingness-to-
pay (WTP) for existing products and activities. This type of bias is the
norm. We fear change; potential losses loom larger than similar gains,
a phenomenon that psychologists Amos Tversky and Daniel Kahneman
call loss aversion.” Loss aversion keeps us preoccupied with the risk of
substitution even when we look at complementarities.

History teaches two lessons: When you are asked to predict the influ-
ence of a new technology or a novel business model, don’t trust your
intuition too much. This is a difficult task. Carefully thinking through
the timing of the likely consequences and considering second-order
effects can help you get it right. Second, never forget that you are more
inclined to see substitution than complementarity. For all their impor-

tance, complements are difhicult to spot.

Measuring Complementarity

Studying history is useful because it helps us see broad patterns of tech-
nological progress and executive judgment. Unfortunately, in our day
jobs we cannot afford to watch history unfold to reveal complementari-

ties and substitution effects. We need to press ahead.
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24-hour window Didn’t read post.com Read post.com
Didn’t read Post 8,771 622
Read Post 5,829 877
5-day window Didn’t read post.com Read post.com
Didn’t read Post 6,012 680
Read Post 7,203 2,204
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Turning to data is a natural response. Couldn’t careful analysis tell us
whether a new technology is a substitute or a complement? Here is an
example. In the past three decades, many businesses have added online
activities to their operations. The Washington Post, for instance, estab-
lished an online version in 1996. Is washingtonpost.com a complement
or a substitute for the Post, the printed newspaper? Here is what a reader
survey showed (figure 7-3).”

Look at all the readers who read the online version and the printed
paper. Doesn’t this suggest complementarity? Or should we worry about
the 680 readers who read the online version but not the printed paper?
While it is tempting to draw conclusions from this survey, it is impossible
to tell the true relationship between the two products from a snapshot
in time. What we really want to know—what the 680 readers would
have done if the online version did not exist—is not in the data. If they
would have read the printed paper in the absence of an online version,
the online version is a substitute. How many of the 2,204 readers who
read both would not have bought the printed paper if the online version
had not been available? If this is a large number, the two products are
complements.

This is a first insight. If you examine customer data to find com-
plementarities, you would like to see that nonexistent world in which
the online product is not available. If we could somehow compare that
world with the world that includes online purchases, we would be able

to discern the true relationship between the two products. The most
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sophisticated businesses use three approaches to get closer to the truth:
pattern recognition, trend analysis, and experiments.

Analyzing purchasing patterns is the simplest technique, and it uses
data that you already have. If two products are complements, you will
see that they are often consumed together, like french fries and ketchup.
Does a customer who visits your brick-and-mortar store often make
online purchases right afterward? Do readers tell you that they are
more likely to read the printed paper in the evening on days when
they browsed the online version during work hours? These patterns
imply complementarities. While straightforward, this type of analy-
sis 1s not foolproof. Specifically, it cannot easily distinguish between
complementarities and customers with intense preferences. Perhaps
the person who reads both printed and online papers is a news junkie.
The customer who visits your store and buys online might really love
your brand.

To gain further insight, you can study time trends. Did the readership
of printed products collapse right after you launched the online version?
How did the beginning of e-commerce operations influence same-store
sales? As you study time trends, keep the computer-and-paper example
in mind. The relationship between products is not set in stone; it evolves
with customer preferences and habits. As a result, time trend analyses
need to be updated frequently.

Time trends are more difficult to read—and perhaps even useless—if’
there are strong preexisting trends in your industry. Look at paid news-
paper readership in the United States, shown in figure 7-4."

In the 1950s, US households subscribed to an average of 1.2 newspa-
pers. By 2020, fewer than 20 percent of households had a daily paper.
Clearly, newspapers are not a thriving industry. But where is the effect
of the internet? From the data in figure 7-4, it is hard to see. Perhaps the
long-term trend would have softened by the late 1990s if it had not been
for online journalism and the launch of Google News. In this case, as in
many others, time trend analysis provides no obvious answer.

The most powerful way to study complementarities is by experi-

menting and A/B testing. This approach provides deep insights,
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because it directly simulates the world that we cannot see. Here is an
example. On June 25, 2009, London’s Royal National Theatre became
the world’s first stage to broadcast a play to movie theaters worldwide.
On the surface, the experiment was a big success. That night 50,000
people saw the performance of Racine’s Phedre, only 1,100 of whom
were in the theater. Naturally, you would be nervous about whether
or not the ability to watch a play in a movie theater acted as a substi-
tute for seeing the show live in London. The Royal National Theatre
devised an experiment to find out. It decided to broadcast Pheédre, but it
withheld Howard Brenton’s Never So Good and Michael Frayn’s Afterlife,
two plays that management expected would draw similar audiences. In
addition, Phédre was shown in some cinemas but not in others. When
researchers Hasan Bakhshi and David Throsby studied the results, they
found that digital broadcasts acted as a weak complement to the onstage
performance.” The publicity surrounding the widespread availability
of the show had enticed some customers to buy a ticket for the perfor-

mance in London.
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Distinguishing complements from substitutes is often surprisingly dif-
ficult. When I study companies that have developed a sophisticated
approach to telling them apart, I see the following.

o These organizations are aware of a built-in bias to mistake comple-
ments for substitutes. They always ask, What is the best case you
can make to argue that a new technology or a new product might

be a complement?

e Dattern recognition and trend analyses are quick, inexpensive ways to

identify complements. They are useful but not foolproof.

o The most advanced firms run experiments to guide their intuition

about complementarities.






Tipping Points

For the past decade, I have served as faculty chair of the Senior Execu-
tive Program for China, a flagship HBS program for Chinese managers.
In this role I visit China often, and I am used to seeing dramatic changes
from one visit to the next. Nevertheless, a recent experience in Shanghai
left me dumbfounded. I love dumplings—who doesn’t>—and I make it
a point to find restaurants that specialize in this delicacy. On this trip,
I found just my kind of spot not too far from Hongqiao train station: a
few tables, rickety chairs, and the most delicious dumplings in this part
of the universe. At the end of the meal, I handed the cashier my credit
card. She shook her head and said the restaurant did not accept cards.
[ should have known, of course. Not many small establishments do. I
apologized and gave her a 50-yuan bill, only to be rejected again: “No
card, no cash,” she said and pointed to a QR code displayed at the top of
the apparently defunct register. “We only take Alipay or WeChat Pay.”
The restaurant, it turned out, had gone cashless. And it is not alone.
Everywhere in China, cash is falling out of favor faster than you can
say, “Check, please.” How did this happen? Card-based transactions, it
seemed to me, had just gained prominence. And now, a minute-and-a-

half later, cash was dead? Supplanted entirely by mobile payments?
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Rapid changes such as this one are emblematic of markets that have
strong network effects. In these markets, customer willingness-to-pay
(WTP) for a product or service (or even the use of money) rises as the
adoption of the product or service increases (figure 8-1). At the out-
set, it 1s challenging to convince restaurants to accept mobile payments
because few customers use the service. Similarly, customers are reluctant
to install Alipay on their devices because few stores accept it. As adop-
tion increases, however, the WTP of stores and restaurants grows. And
as more establishments accept mobile payments, the number of custom-
ers who use these applications rises quickly.

Network effects are a positive feedback loop: as more retailers attract
a larger number of customers, additional retailers are drawn in. Network
effects can cause markets to reach a tipping point: to spring from very
low adoption to universal acceptance in no time at all. And the reverse
is true as well. As fewer people use cash, the number of establishments
that can make change drops and fewer stores are willing to accept cash.
This situation gives customers an incentive to move to mobile payments.

China and other countries—Sweden, for example—are well on their

way to becoming cashless societies. In 2010, mobile payment services were
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not on the top ten list of apps in China. Only a decade later, three-quarters
of the Chinese population prefers mobile payments to cash.! When Alib-
aba opened its futuristic supermarket, Hema, a few years ago, cash regis-
ters were not featured as part of the design. The People’s Bank of China,
the country’s central bank, now has to intervene to protect the use of
cash. The authorities regularly crack down on the hundreds of retailers
that have stopped accepting cash.? If history is any guide, the central bank
taces an uphill battle. Network effects move WTP in a powerful fashion.
(Are you wondering how I solved my dumpling problem? While I was
not able to pay for the meal, it turned out that the restaurant’s employees

were happy to accept the price of the dumplings as tips—in cash!)

Three Flavors

It is useful to distinguish three types of network effects. They all raise
WTP as adoption of a product increases, but the mechanism by which
this occurs differs.

Direct network effects increase WTP whenever additional customers
purchase a product (figure 8-2a). Any communication device is a good

example. Think of the very first person who bought a fax machine.
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The device had no value; there was no one with whom to exchange
fax messages. As the machines proliferated, the WTP for fax machines
increased with the number of businesses and individuals who owned one.
Think of a product you own. Would it become more useful or valuable
if a larger number of people had that same product? If the answer is yes,
there is a direct network eftect.

Indirect network effects raise customer WTP with the help of a comple-
ment (figure 8-2b). Game consoles and games, cars and repair shops, and
smartphones and applications are all examples of markets with indirect
network effects. As more customers purchase smartphones, developers
will create more apps. And the availability of a greater number of useful
apps raises the WTP for smartphones, thereby attracting additional cus-
tomers. Indirect network effects often create chicken-and-egg dynamics.
If we had more charging stations, more people would drive electric cars.
But we lack charging stations because so few people own electric vehi-
cles. To break the impasse, companies often invest in complements that
have limited demand, hoping to spur indirect network effects.

The third type of network effect is characteristic of platform busi-

nesses (see figure 8-2¢). These companies attract more than one type of
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customer (or supplier), and WTP increases for one group as the other
grows larger. Think of online travel agencies. Hotels find it more advan-
tageous to list their properties on Expedia as more people book on the
platform, and having a choice among a greater number of hotels draws
additional customers. Many businesses create value by bringing together
different types of customers. The New York Times, for instance, attracts
readers and advertisers. Uber matches passengers and drivers. Amazon’s
marketplace appeals to shoppers and merchants. In each of these cases,
the WTP of one group of customers (advertisers, drivers, merchants)
increases as the other group (readers, passengers, shoppers) grows in size.

In this chapter, we will explore how network effects contribute to
outsized business success, how they can lead to dramatic failures, and
how they contribute to the creation of an economy that is increasingly

dominated by very large (and exceptionally profitable) companies.

Sometimes, Winners Take All

Fifteen years after its founding, Facebook dominates social media. With
2.4 billion monthly active users, the company is the leading social net-

work in more than 90 percent of all countries. Its share of social media
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page views is 50 percent in the United States, 70 percent in Africa, and
80 percent in Asia*, Europe, and South America.” While successful his-
torically, the company is now under enormous competitive and polit-
ical pressure. Younger users flock to Snapchat and TikTok; Pinterest is
gaining stature in e-commerce; and Amazon has started competing with
Facebook for advertising dollars. To make matters worse, data and pri-
vacy scandals have nurtured cynicism about the organization’s motives
and leadership. Facebook is now the least trusted among US social net-
works.* Politicians and regulators speak openly about ways to break up
the company.

How well is Facebook doing in these times of extraordinary chal-
lenges? Its performance is stellar. The company added more than 100 mil-
lion users in 2019, 1 million of those in the mature US market alone. The
same year, revenue rose by 29 percent, and shares were up by more than
50 percent.” What explains this extraordinary staying power? Shouldn’t
Facebook have fallen apart?

Facebook’s performance is testament to the remarkable power of net-
work effects. The company benefits from all three types. As Facebook
adds users, joining the network to socialize with friends and acquain-
tances becomes more attractive (direct network effect); brands and users
have greater incentives to create and post content (indirect network
effect); and the site becomes more desirable for advertisers (platform net-
work effect). It is true that the tired-looking design and the loss of user
trust have lowered WTP.® At the same time, network effects lock in the
company’s market position, and they keep WTP more than competitive
with other social media.

At their most powerful, network effects provide formidable advan-
tages, and markets tip in favor of a few companies. Google and Baidu (in
search), Amazon and Alibaba (in e-commerce), Sony and Microsoft (in
game consoles), Verizon and AT&T (in mobile services), and Visa and
Mastercard (in credit cards): every one of these companies benefits from

significant network effects.

*Facebook is banned in China.
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The Geography of Network Effects

One of my morning rituals is to check my messaging apps. I usually
begin with text messages, continue with WhatsApp, quickly check
WeChat, and end with LINE. I had to install all these apps because
network effects are often regional or even local in nature. WhatsApp
is by far the largest messaging app globally, but it is close to useless in
Japan, where LINE is leading. In China, everybody with a phone is on
WeChat. If T had acquaintances in Ethiopia, Iran, South Korea, Uzbeki-
stan, or Vietnam, I would need to install Viber, Telegram, Kakao, imo,
and Zalo, the leading messaging apps in those countries.’

The strength of network effects depends on the number of users, but
the relevant number is rarely the global one. Think of a company like
Uber. Platform network effects play in its favor. Passengers benefit if the
number of drivers increases, and drivers are more likely to join Uber if
there are more passengers. But for Uber, the relevant number of users is
entirely local. If I order an Uber in Boston, a larger number of drivers in
San Francisco does not change my WTP.

The geography of network effects limits the attractiveness of many
large platforms. Uber has 3 million drivers globally, but the company
needs to start from scratch when it enters a new market, almost as if its
business elsewhere did not exist. The result is a patchwork of local cham-
pions. Uber leads in the United States, DiDi dominates China, Gojek is
ahead in Indonesia, and BlaBlaCar is number one in Germany. Regional
network effects still produce powerful first-mover advantages. Once DiDi
pulled ahead in China, that market tipped and Uber stood no chance. But
Uber’s defeat in China had little effect on its standing in other markets.

Local Competition

How many different ride-sharing apps do you use? If I had to guess, I
would say more than one. If you live in San Francisco, you probably have

apps for Uber and Lyft. If Jakarta is home, I would guess you use Gojek
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and Grab. In Seoul, I would expect to see Kakao, TMap, and perhaps
even TADA. Not only do network effects rarely lead to Facebook-style
global dominance, even at the local level, winner-take-all outcomes
are the exception. Different platforms often compete side by side. How
many companies can survive in a local market? For example, what are
the chances that Poolus, the fourth-positioned ride-sharing company in
Seoul, will be a sustainable business?

To get a sense of how competitive a market will be, it is helpful to be
specific about the mechanism by which network eftects raise WTP. From
a passenger’s perspective, arguably the most important benefit is
proximity.” A service with more drivers can offer shorter wait times
(figure 8-3).

As wait times fall, the incremental benefit to passengers gets progres-
sively smaller. Few people care whether their car arrives in a minute
or in 30 seconds. To be competitive in wait times, a service needs to
have the number of drivers indicated by the dashed line in figure 8-3. If

Seoul is sufficiently large to allow four companies to each assemble this
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required pool of drivers, Poolus can survive. If only a single company
can assemble the required pool, the local market is winner-take-all.

I hear you objecting—and you are correct, of course. What I just said
is not quite right. One complication is that adding drivers to a market will
have three effects, not one: as passenger wait times fall, more passengers
will use ride-sharing services, because they like the shorter wait times,
and, for a given number of passengers, drivers will have to wait longer.
If the latter effect dominates, the market will never be able to reach the
maximum passenger WTP shown in figure 8-3 because drivers exit as
their wait times increase. A further complication is that ride-sharing com-
panies typically treat drivers as independent contractors, not employees.
This saves cost, but it also allows drivers to work for multiple ride-sharing
organizations. In effect, a new entrant will not have to assemble a new
pool of drivers. The entrepreneur can simply “borrow” the drivers already
in the pool. This makes ride sharing far more competitive. Are you sur-
prised that companies like Uber find it so difficult to reach profitability?

Ride sharing teaches a critical lesson. It is wonderful to know that
your business benefits from network effects. It is even more important,
however, to have a thorough understanding of how the number of cus-
tomers will influence WTP. Knowing the mechanism by which adop-
tion raises WTP helps you assess how competitive a market will be.

Let’s look at e-commerce platforms as another example. Clearly,
people love shopping online. With a bit of work, you can always
find a good deal. If lower prices are the key to the customer’s
heart, e-commerce will be highly competitive. In figure 8-4, the line
labeled “Low prices” shows how customer delight changes as an e-
commerce business adds vendors. Initially, customer satisfaction rises
because there is more price competition. The incremental effect wears
off quickly, though. You only need a handful of vendors to be price
competitive.

Fortunately, customers are not exclusively concerned aboutlow prices.
Many also care about a great selection. Amazon and Taobao lead in

their respective markets, in good part because they offer unprecedented
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variety. If selection is critical because customers like the idea of one-stop
shopping, e-commerce sites need a far greater number of stores to be
competitive in customer delight, and winner-take-most outcomes are
more likely. Amazon’s market share in US e-commerce stands at more
than 50 percent. Tmall’s share in China is even greater.

Similar dynamics are at play at Rappi, a Colombian instant-delivery
startup that competes heavily on its broad scope of services. In addition
to delivering meals and groceries, Rappitenderos make ATM visits, walk
your dog, stand in as the 11th player in a soccer match, purchase your
concert tickets, and exchange, in person, the oversized shirt you bought
on Zara.com. Rappi’s model builds network eftects that benefit workers
(who fear being idle) and customers (who greatly value the near-instant
provision of an extraordinary selection of services).

In all these examples, it is key to think about the incremental customer
delight and supplier surplus that is created as you broaden the scope of
platform services. Do you really strengthen your network effects—even

at your current scale?
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The Price of Exclusivity

It was to be the most memorable welcome-back party ever. In the
summer of 1997, thousands of Apple loyalists traveled to MacWorld
Boston to celebrate the return of their hero, Steve Jobs. Forced in 1985
to resign from the company he had cofounded, Jobs had returned to
Apple earlier that year. He found a company in shambles. Low on
cash and short on a vision for its future, Apple was teetering on the
brink of bankruptcy.” Mary Meeker and Gillian Munson, then ana-
lysts at Morgan Stanley, summarized the firm’s dire prospects at the
time: “Apple, in our view, is a deeply troubled company—revenue has
declined between 15 percent and 32 percent year-to-year in each of the
last six quarters. . . . Using medical analogies, we have written this
patient off as dead.”"” Newspapers and magazines feverishly followed the
steep decline and widely anticipated the failure of the world-renowned

company (figure 8-5)."
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The crowd in Boston’s convention center was giddy with expectation.
‘What announcement would Jobs make? What surprise did he have in
store for them?

Jobs did not disappoint. In fact, his surprise was bigger and more pro-
found than his audience had anticipated: “Apple lives in an ecosystem,
and it needs help from partners,” Jobs explained. “I’d like to announce
one of our first partnerships today, a very meaningful one, and that
is . . .7 The screen behind Jobs lit up, and the stunned crowd saw—-Bill
Gates! Jobs announced a collaboration with Microsoft, Apple’s archrival,
its despised, decidedly uncool (and wickedly successful) nemesis."

How had it come to this moment? How had Apple, the most profitable
computer company of the 1980s, sunk so low? Direct and indirect net-
work effects are an important part of the story. Throughout the 1990s,
customer WTP for Microsoft’s Windows operating system increased as
adoption, fueled by the low prices of PCs, grew rapidly. Thanks to the
growing number of Windows users, it was easier to exchange docu-
ments and ask for help with pesky software. Even more important than
this direct network effect was an indirect effect: the incentive to develop,
maintain, and update software written for Windows.

In the early history of computers Apple had been a force to be reckoned
with. Its global market share stood at 16 percent in 1980, but that changed
with the subsequent onslaught of significantly less expensive PCs built on
Windows software and Intel microprocessors. By the time Jobs returned
to the company in 1985, the difference in scale was astounding. That year,
Intel shipped 76 million processors, and Microsoft had an installed base
of nearly 350 million machines. Apple, on the other hand, shipped fewer
than 5 million units, and its installed base was a mere 10 percent of Micro-
soft’s.” Suppose you were a developer with a great idea for a novel type of
software. Would you write for Windows, or for Apple? As Jobs explained
in 1996, “The key is to convince developers of innovative new software
products that they can make those products run best or only on your oper-
ating system.”" By the summer of 1997, Apple had lost this ability.

A key element of Apple’s collaboration with Microsoft was Gates’s

promise to continue developing Office—the popular suite of productivity
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software—for the Mac platform. In the past, Microsoft’s releases of the
Mac version of Office had been sporadic, which led many Apple cus-
tomers to switch to Windows. Now Gates promised timely releases, the
same number of Office versions for PCs and Macs, and, better still, fea-
tures that would exploit the unique capabilities of Apple’s OS."”

Apple’s brush with bankruptcy illustrates the dual role of premium
prices. They generate a sense of exclusivity and enviable margins, and
they keep the number of customers limited. Such niche strategies can be
highly successful and sustainable in the long term, think of Porsche or
Hermes, for example. In markets with strong indirect network effects,
however, premium prices reduce the incentives of companies to provide
the very ingredient for business success: complements. In this environ-
ment, premium prices are difficult to sustain. In fact, they cost Apple the
chance to be the leading player in personal computing.*

Apple’s difficulties reflected more than a lack of compelling software,
of course. The 1995 product shortages, a poorly designed licensing pro-
gram, the confusing reorganization of the marketing function, and mis-
erable inventory management all conspired to weaken the company.'®
Add competitors with powerful network effects, however, and the com-
pany was in serious trouble. Jobs remembered that Gil Amelio, a former
CEO of Apple, was fond of saying, “Apple is like a ship with a hole in
the bottom leaking water.”"” That hole was the missing network effects.
Sadly, Amelio thought his job was “to point the ship in the right direc-
tion.” How could he have left the hole unplugged?

Fast-Forward
It is interesting to apply the lessons of 1997 to Apple’s current situa-

tion. Figure 8-6 shows the company’s market share in mobile operating

systems." Is Apple in trouble once again?

*Even now, Apple’s share in PC unit shipments hovers around 12 percent.
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It is easy to see that same scenario. The company sells expensive
phones, and it generates a precious sense of exclusivity. Meanwhile, the
competing platform, Google’s Android, is the default operating system
on less-expensive devices that dominate the global market. Isn’t this a
replay of the 1980s and 1990s? Is Android the new Windows?

There are indeed similarities. Operating systems with a small number
of users are unsustainable. Windows phones, for example, never caught on,
and Microsoft abandoned its mobile phone platform in 2020. Microsoft’s
failure in phones, however, was not due to network effects. These do not
play a significant role in this market because users can easily connect with
one another irrespective of their mobile operating systems. Moreover, the
same mobile phone applications are available on every platform, because
developing apps tends to be far less expensive than developing the feature-
rich software for personal computers.” Even Microsoft, with its minuscule
market share, had an app store that boasted more than 500,000 products.*’

For Apple, the key question is whether complementors will continue
to develop products and services for an operating system with a 20 per-
cent market share. If complements are not too expensive to produce, the
answer is yes, and Apple will thrive. If complements require significant
and perhaps country-specific investments, however, Apple will come

under pressure in countries like Indonesia, where its market share has
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fallen to less than 6 percent. The moment technology evolves to include
expensive integrations of phones and complements—think of applica-
tions in financial services, transportation, and health—developers will
again give preference to the operating system with the largest number
of users, Android in this instance. While no one knows the trajectory of
technology, understanding how the cost of developing complements can
elevate or diminish the importance of network effects is a critical skill

that every strategist needs in their toolbox.

The Savvy Strategist—
Imaginative and Vigilant

Managing in environments that have strong network effects is chal-
lenging because the feedback loops accelerate change: seemingly in the
blink of an eye, cash disappears; platforms like TikTok, an entertain-
ment app, and Pinduoduo, an e-commerce business, gain hundreds of
millions of users almost overnight. In other instances, network effects
impede change: they give rise to a stable set of platforms that dominate
their industries decade after decade. Network effects create turbulence
and intransigence; they generate vast opportunities for change and nearly
immutable competitive outcomes. What mindset should you adopt in
this type of environment? [ argue that imagination and vigilance are

two of the most important traits.

Imagination

A common view is that industries either have network effects or they
don’t. This mindset is too narrow. Many companies gain advantage by
creating network effects where none existed. Others succeed by mak-
ing existing effects much more powerful. Apple’s FaceTime service cre-
ated new network effects for customers who owned iPhones and iPads.
UberPool added network eftects between passengers who want to travel

to similar destinations.
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As you think about ways to lift your customers’ WTP with the help of
network effects, do not focus on the current state of your industry. Don’t
pay attention to whether or not your company benefits from network
effects at this time. Instead, think of someone who owns one of your
products. How might they benefit if others adopted that same product?

Let your imagination fly.

Vigilance

Even if your firm lacks opportunities to create network effects, other
companies might succeed at building them. Because network effects
create a significant first-mover advantage, it is critical that you spot bud-
ding networks and up-and-coming platforms early. Pay close attention
not only to rival companies but also to suppliers. The latter, recent busi-
ness history shows, can become particularly powerful. Online platforms
are a fairly recent phenomenon in many supply chains. But once they
are established, they are difficult to displace, and they are likely to help
themselves to a significant share of your profits. OpenTable, the leading
restaurant-reservation service in the United States, is a good example.
The platform charges restaurants a fixed monthly fee and a commission
for each reservation.” In an industry where profit margins often hover
below 5 percent, an OpenTable reservation can cost an establishment as
much as 40 percent of its net profit.*

Yet restaurants have little choice. For many diners, an establishment
that is not listed on OpenTable simply does not exist. Competing plat-
forms such as Resy, Reserve, and Tock, all of which entered the mar-
ket in the early 2000s, have found little success. “When only ten other
restaurants are on Resy, you don’t want to be the one to take the plunge
and possibly lose revenue,” says Dallas restaurateur Brooks Anderson.
“OpenTable is as ubiquitous as Coca-Cola. . . . People are afraid to

make the switch.”?® Restaurateurs learned a hard lesson. What is rational

*This is not unusual for successful platforms. Online travel agencies, for instance, charge
hotels a 15 percent commission, which amounts to 35 percent of net profit.
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individually—everybody wants to be on the largest platform—creates
significant challenges for the industry as a whole. Allowing one platform

to become dominant is a grave strategic mistake.

[ find it interesting to see how many network effects we now take for
granted. Remember when searching for information required a trip to
the library? Finding high school classmates involved thumbing through
yearbooks and telephone directories? Estimating traffic was an art, not
a science? How we trekked from store to store to find the products we
wanted to purchase? Network effects underpin many of the businesses
that have had such an impact on the way we live and work today. Tech-
nology made these advances feasible, but network eftects are the reason
these businesses were actually built and why they attracted the talent and
the capital that allowed them to offer their services at scale.

As I think about network effects, a few insights stand out for me.

* Network effects increase WP by connecting users directly, through
complements or via platforms. Companies that build network effects

raise WTP and they limit competition at the same time.

*  Market share is an inadequate predictor of profitability. It should
never be used as a strategic goal. Markets with network effects,
however, are an exception. They reward companies with more

users and greater share.

» Facebook-style winner-take-all outcomes are rare. Interestingly,
geography both limits and enhances the strategic value of net-
work effects. If these are local in nature, different companies win
in different markets. But if the markets are small enough, they are
more likely to tip and create a single winner. The net result is a

patchwork of local champions.

The dark side of network effects is the extent to which they limit com-

petition. The question of whether companies like Facebook, Google,
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and Alibaba have become “too big” is hotly contested.?* To resolve the
issue, we need to weigh the customer delight that results from network
effects against the cost of limited competition. This is not a new ques-
tion, of course. The regulation of natural monopolies—companies, such
as railways and utilities, that benefit from scale to such an extent that no
one is able to compete—involves similar trade-offs, with one important
difference. While the monopolies of yore used their market power to
raise prices and shrink customer delight, the opposite is more typical
now. Do the low prices limit competition and innovation to such an
extent that we would be better oft forgoing some of the immediate ben-

efits of network effects? We do not know.



Strategies for
Underdogs

Network effects benefit larger companies and their customers. Whoever
gets to scale first will have a substantial advantage. Building a network-
effects business is a mad rush. But what about the companies that are left
behind? What about small firms? Are there effective strategies for com-
panies that have a limited number of customers? Yes! There are many
examples of smaller companies that compete successfully with (and
sometimes even displace) larger organizations that benefit from network
effects. Some of the smaller firms succeed by creating customer delight
that does not reflect scale. Others find success by giving preference to
one of the groups on the platform. Serving a small set of customers can
also lead to stellar performance. Let’s look at some examples that illus-

trate these three strategies.
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Creating Customer Delight That
Does Not Reflect Scale

We have already encountered this strategy. Remember how Taobao,
once a small startup, battled eBay, then the dominant platform with an
85 percent share in the Chinese market? Taobao’s success is all the more
surprising because platforms like eBay benefit from network effects. In
fact, it was these network effects that made Meg Whitman, then CEO
of eBay, so confident that she would win in China.

From Taobao’s perspective, the competitive situation must have looked
daunting (figure 9-1). Having been the first to enter the market, eBay
had attracted a much larger number of customers, and that drew many
more stores to its platform. It is a classic network-effects story. How
could Taobao possibly catch up? It did so by finding other ways to boost
willingness-to-pay (WTP)! With the help of services such as Alipay and
Wang Wang, and thanks to a superior website design and two-sided rat-

ings, Taobao increased and eventually matched eBay’s ability to delight

Online ghopper
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customers. The company caught up with and eventually surpassed eBay
by developing crowd-pleasing features that work independent of scale.
As powerful as network effects can be, it is important to remem-
ber that WTP and customer delight are the currency that ultimately
counts. In this sense, there is nothing magical about network effects.! An
increase in WTP that results from network effects is no more valuable
than increases in WTP that reflect great ideas, a more pleasant customer

experience, or less-expensive complements.

Favoring One Group on the Platform

October 8, 2015, was a dark day for Etsy, a prominent online
marketplace for handcrafted goods. On that day, Amazon launched
Handmade, which competed directly with Etsy’s business. “Amazon
Launches Its Etsy Killer,” cried USA Today, and Etsy’s share price
dropped 6 percent.? Amazon’s advantage was plain to see: “Etsy . . . has
reason to be worried,” explained CNBC’s Catherine Clifford. “While
the company already has significant brand association with the artisanal
maker movement, Amazon’s customer base—and potential exposure for
makers—is much larger. Amazon has an estimated 285 million active
buyers, while Etsy has just under 22 million.”” Remember, in platform
competition, scale wins.

Or does it? In the five years since Amazon’s entry, Etsy’s revenues
have more than tripled and its share price has risen tenfold. One reason
that Etsy and Handmade can live side by side is that their platforms favor
different groups. Amazon is squarely in the customer’s corner. Every fea-
ture of its business is designed with customers in mind. By contrast, Etsy
was set up to support artisans and serve the craft movement. This dif-
ference in orientation manifests itself in many ways. Etsy charges sellers
lower fees and releases their payments immediately, while Amazon holds
on to seller funds. Etsy has a long history of supporting the maker move-
ment, engaging in extensive seller education and community support.

When the company went public in 2015, it offered sellers a pre-IPO
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participation program. While Amazon insists on controlling communi-
cation and the interaction between sellers and their customers, artisans
on Etsy can harvest customer contact information and add promotional
materials in their shipments.* Lela Barker, a seller on Etsy, explains the
basic difference: “In the final equation, Etsy has raised a generation of
savvy makers that Amazon can now monetize. While that’s a brilliant
business move on Amazon’s behalf, the maker community isn’t any bet-
ter for it. . . . I fear that handmade sellers are little more than dollar signs
to Amazon.”” Robin Romain, who sells her quirky, pet-lover clothes
and accessories on both platforms, adds, “[Amazon] always sides with
the customer and that can put handmade sellers in jeopardy, especially
with customized offerings.”

Platforms serve multiple groups of customers, and while many cre-
ate value for all groups, some choices betray the organization’s primary
orientation. A travel site that sorts hotels by profit margin primarily
serves the lodging industry. A site that sorts by customer reviews has
the opposite orientation. The distinction between buyer-focused and
seller-dominated platforms is particularly stark in B2B. At one extreme,
procurement platforms serve buyers by creating efficiencies in purchas-
ing. At the other end of the spectrum, seller-oriented platforms often
resemble business directories. Some platforms evolve over time. Alib-
aba, for example, started out being oriented toward sellers and became
more buyer focused over time.” In markets where buyer-oriented and
seller-focused platforms compete, neither can afford to neglect the oth-
er’s prime group of customers entirely.® Competing with Handmade,
Etsy has become less seller oriented. It now mimics Amazon in some
of its decisions—it offers free shipping, for example. Despite the greater
similarities, however, a profound sense of difference remains.

If yours is a small company staring at a large platform, it is always
worth asking whether you might be able to create meaningful differen-
tiation by focusing on the WTP of the group that is less favored by your
competitor. Etsy found success battling the superpower that is Amazon
by doing exactly that—maintaining a sharp focus on the success of its

sellers.
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Serving a Small Set of Customers

In all likelihood, this is the most counterintuitive move that platforms
make when they compete against larger rivals that benefit from net-
work effects. How can you succeed against big by being small? Consider
online dating as an example. With 35 million monthly visitors, Match.
com is the leading dating site in the United States.” It dwarfs competitors
such as eharmony. And yet eharmony thrives. The company even man-
ages to charge a price premium for access to a far smaller pool of dating
prospects.'” This is all the more surprising because eharmony lacks basic
services—the site has no search function, for instance—and it limits the
number of potential dates its users can see on any given day. How is this
a recipe for success?

To understand eharmony, let’s think about what happens when a dat-
ing site begins attracting more customers. As its membership grows,
WTP is pulled in opposite directions." For a man who would like to date
a woman, WTP increases as more women join the site. This 1s the classic
network effect. It is sometimes called a cross-side network effect because
it describes the connections between difterent groups on the platform
(figure 9-2). By contrast, the WTP of men who want to date women
dwindles as more men join the site, because they now face greater com-
petition. The “same-side network effect” is negative.

A supersized site like Match.com presents millions of choices, and
competition is fierce. Both effects are more moderate on smaller sites like
eharmony. The balance of choice and competition helps daters choose
their preferred site. Consider someone for whom finding a romantic
partner is very important. This person is happiest in a committed rela-
tionship; being rejected is particularly painful. For this person, ehar-
mony 1s the better choice because it keeps competition at bay by offering
no search and giving a limited set of potential matches each day.

Now think of someone who is as happy in a relationship as they are
outside one. Being rejected is still unpleasant, but it is less consequen-

tial. This person will look at eharmony and think, “Why would I pay a
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premium for fewer choices?” eharmony’s pricing policy is a factor that
helps daters identify their preferred site. Those seeking committed rela-
tionships flock to eharmony, which further improves their experience
on the site. Angela G’s account is typical: “I totally love eHarmony. I had
no success on other sites like Match.com or Plenty of Fish, but on eHar-
mony I got . . . real results. They truly give you compatible people.”™?
The key insight here is that every large platform serves many different
types of customers. The attraction between the types varies, however,
and building a smaller platform for individuals who greatly value one
another is a promising strategy.

Failing to pay attention to differences in the mutual attraction of
platform participants can have grave consequences. Do you remem-
ber Friendster, a social network that predated Facebook? Friendster
was enormously popular. In fact, it was so successful that it was unable
to serve everyone who wanted to sign up. It simply lacked the technical
and financial capacity to keep up with its user growth. “Friendster was
having a lot of technology problems,” remembers Jonathan Abrams, the
company’s founder. “People could barely log into the website for two
years.”” To tackle this predicament, Friendster decided to register new
users on a first-come, first-served basis—a big mistake, given that the

site’s users were geographically dispersed. Friendster had many fans in
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North America, but it was also popular in Indonesia. Adding Indonesians
to the network did not raise the WTP of most Americans, because they
did not have Indonesian friends; and growing the US user base was
meaningless for most Indonesians. By admitting new users first-come,
first-served, Friendster diluted its network effects, and that added to its
competitive woes. Compare Friendster with Facebook. The latter built
powerful network effects by focusing initially on a single college and
then on a select number of universities. Facebook ended up dominating
the world precisely because it limited its growth early on, creating small
communities whose members highly valued being connected with each
other.

ShareChat, an Indian social network, applies that same strategy by
offering its services in 14 local languages. “It becomes very difficult
for the Indian netizens to search information in vernacular content,”
explains cofounder and CEO Ankush Sachdeva. “Platforms like Quora
or Reddit solved it for the English-speaking users, but nothing was
available in an organized curated format in Indian languages.”" With its
focus on smaller local languages and content, Twitter-backed ShareChat
attracts 160 million monthly active users, making it about as popular in
India as Instagram."

To strengthen the mutual attraction of smaller groups of customers,
some companies cleverly segment their services. Istanbul’s MAC Ath-
letic Club, for instance, offers three types of clubs. Top-tier members
have the highest WTP for fitness, and they are charged a premium price
for access to particularly attractive facilities. MAC also charges premium
prices for personal trainers who seek to work with the company’s top-
tier clients. The match—members and personal trainers who greatly
value fitness—is attractive to both parties.

“Focus on a limited set of customers” is not the most intuitive advice
if you are trying to build a business that will benefit from network
effects. It is nevertheless good advice. By serving a select group of users
who benefit most from being connected to one another, you might be

able to compete with much bigger platforms.
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In the early days of studying companies that benefit from network effects,
many investors assumed these companies were poised to dominate their
markets. Scaling quickly without any regard for profitability became the
mantra.'® This approach is deeply flawed for two reasons. In chapter 8,
we observed how geography often limits the power of network effects.
In this chapter, we have seen that markets with network effects often

remain competitive because small players find ways to persist.

* Underdogs lift W'TP in ways that do not depend on scale. Network
effects are one way to raise WTP, but there are many others. As
long as these alternatives require no substantial investments, the

smaller organization is not at a disadvantage in exploiting them.

* Underdogs cater to neglected parties. Most platforms favor specific
groups—customers or vendors. Serving the unloved group allows

for meaningful differentiation.

* Underdogs focus on a small group of customers who place a high
value on connections with one another. The number of users, a
common proxy for the strength of network effects, has always
been a flawed metric. In practice, customers attach a different
value to connections with different groups. The dominant plat-
form boasts the largest number of users. But smaller companies

can build businesses that emphasize high-value connections.



PART THREE

Value for Talent
and Suppliers






Feeling Heard
Value for Employees

Having explored the principal ways in which companies raise
willingness-to-pay (WTP)—more attractive products, complements,
and network effects—we now turn to the lower end of the value stick
to see how companies improve their financial performance by creating
value for their employees and suppliers.

Let us look at employees first. Services dominate advanced
economies—they contribute almost 80 percent of US GDP—and both
their cost and their value to customers are greatly influenced by the engage-
ment of employees. How do you attract a talented and motivated workforce?
The joy and satisfaction that workers derive from their job are the difference
between their compensation and their willingness-to-sell (WTS). If a com-
pany pays the bare minimum that is required to keep people in their jobs,
compensation matches WTS. Firms can do better by increasing compensa-
tion or by making work more attractive.

At first, it might seem that more generous pay and improved work-

ing conditions would both produce the same effect: greater employee



116 VALUE FOR TALENT AND SUPPLIERS

WTP =1

Frice ompm=

Compcngaﬁon w——

A

A More zenerovs pa

A & pa4

Emrlob’oo satigfaction

Yy

v More attractive vvorking_ conditions
v

W—]’—S p—

ﬁg_vro 10-1 Levers for inwoaéing_ 0""{”"‘1“ caticfaction

satisfaction. While the end result may be the same, there are important
differences between the two strategies (figure 10-1). Increased compen-
sation lowers the firm’s margins. There is no value creation, only redis-
tribution. By contrast, more attractive working conditions create more
value by reducing WTS, the lowest compensation that a person is willing
to accept for the work.

Companies that find ways to lower WTS not only have more satisfied
employees, they also attract workers who particularly value the ways in
which the company reduces WTS. For example, BayCare, an organi-
zation that runs hospitals and outpatient centers in Florida, is nation-
ally recognized for the quality of its training.' Its innovative programs
include individual learning maps and regular interactions with senior
leaders. Not surprisingly, BayCare is particularly attractive to health-
care professionals who value continued training and education. Uber is
another example of a company that benefits from a selection effect. Uber
made work safer for its drivers by recording the identity of passengers
and allowing drivers to rate their customers. As a result, Uber has almost
twice as many female drivers as regular taxi companies in the United

States.?
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Such selection effects are particularly valuable if they help retain
and attract highly talented employees. As you know, these individuals
can make a critical difference. The best sales associate at Nordstrom, a
department store, sells eight times as much as an average salesperson.
The best developer at Apple is nine times as productive as the average
software engineer in the tech industry.” Companies that compete for
the highly talented only with offers of generous pay find these selection
effects to be muted. Why? Everybody likes money!

Although compensation-focused talent strategies yield less-powerful
selection effects, the universal appeal of money can also be a strength,
of course. It is easy, however, to overestimate the draw of increased
compensation, especially among better-paid employees. When Deut-
sche Bahn, the German railway company, offered its workforce the
choice of a 2.6 percent pay increase, a one-hour reduction in weekly
hours, or six additional days of vacation annually, 58 percent chose the
extra week off.* The opportunity to exchange money for time is increas-
ingly popular, particularly in developed economies and among younger
employees.*

Every initiative that results in better working conditions creates value.
If the programs are expensive, however, it is more challenging for com-
panies to capture that value, because cost will increase as WTS falls. In
this chapter, we will explore the mechanisms that companies employ to

create and capture value from talent at the same time.

Job Quality at Quest Diagnostics

When MaryAnn Camacho first walked into one of Quest Diagnostics’
call centers, she immediately noticed a large group of people just waiting

around.® Later that day, she would be told that those nervous-looking

*Compensation remains the top priority among poorer workers. Eighty percent of
migrant workers in China, for example, report “low pay” as the reason why they intend
to leave their job.
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individuals were new customer service representatives, about 50 of them.
Camacho, a senior executive director at Quest, a leading company in the
clinical laboratory industry with almost $8 billion in revenue, remem-
bers being puzzled: “Fifty new reps in a call center of 400 employ-
ees?” Camacho soon learned that the company suffered from high staff
turnover; 60 percent of reps left in their first year, and that cost Quest
more than $50 million annually. Even worse, high turnover frequently
resulted in poor service and even the loss of entire accounts.

Working in a Quest call center has never been easy (and the global
pandemic of 2020 made it even harder). Each day, the 850 reps and
50 supervisors answer about 55,000 calls, most of which are related to
patient test results. Conversations with physicians and hospitals are often
technical, which requires that reps have a basic understanding of testing
procedures and Quest’s 3,000 diagnostic tests. The company offers new
reps six weeks of classroom training, and it requires each new hire to
work side by side with an experienced employee for two weeks after
the initial training. In 2015, when Camacho joined Quest, the starting
pay was $13 per hour; back then, this was a small premium compared
with what other call centers offered. At that time, Quest measured per-
formance using metrics such as call wait times and the number of calls
completed per hour. Reps who performed well received a 2.5 percent
raise after their first year. Despite the incentive, call quality remained
poor, often leaving physicians and patients feeling frustrated.

Imagine yourself in Camacho’s role. How do you turn around this
call center? Can you create a competitive advantage for Quest by low-
ering cost and perhaps even increase customer WTP? Under Camacho’s
leadership, the call centers underwent a deep transformation. Attrition
dropped from 34 percent to 16 percent, and unplanned absences fell from
12.4 percent to 4.2 percent. The fraction of calls answered within 60
seconds rose from 50 percent to 70 percent. Even first-call completion
and contacts per hour increased. The cornerstone of the transformation
is not difficult to see: more attractive working conditions. In building a
better work environment, Camacho and her team followed elements of

a process that has proven successful in many organizations.’
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Transforming the Call Centers

* Breaking the cycle—Quest had been stuck in a vicious cycle. Poor
center performance led to high turnover, which made it difficult
to invest in workers. Camacho needed to find a way to break the
cycle. She accomplished this by raising everyone’s base compensa-
tion and introducing incentives that reward tenure and on-the-job
performance. Quest also created clear career paths for its call center
employees, providing them with a longer-term perspective. In
monthly performance reviews, supervisors began to discuss perfor-

mance, personal goals, and career trajectories with each of their reps.

* High expectations—Camacho made it abundantly clear that she
had high expectations. She broadened the center’s performance
metrics and instituted a stricter attendance policy. “You cannot
let nonperformer[s] continue . . . because it becomes cancerous for

the team,” she explains.®

* Making the job easier—To make the job easier, the company cre-
ated an expanded set of self-serve options, reducing call volume
by 10 percent. Quest also added a subject matter expert to each of

the teams, thus providing deeper technical expertise.

* Building capabilities—With reduced attrition, training became
more meaningful, and Quest refocused it on customers. “Train-
ing used to be function-focused,” says Quest’s head of training.
“We are now able to train for the ‘why’ behind the way we do
things.”” Employees can apply to become members of a newly
established Quest management system (QMS) team, a central
resource with expertise in continuous improvement techniques.
In their application for QMS, reps need to suggest seven process
improvements.

[f accepted into the team, they are taught Excel, data collec-
tion, root-cause problem solving, Gantt charts, and techniques for

managing meetings and change. Call center teams also compete
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to become model pods: teams that are charged with suggesting and
implementing process improvements. “Each one of the supervi-
sors was so hungry to have investment and training and believed
that they could actually do the job [of a model pod], they blew us
away,” recalls Camacho. “Members of my staff were in tears, and
said things like, ‘T didn’t know they had it in them. I can’t believe
what I just saw.” And I said, “You know, you invite people to the

table and they’ll rise to the occasion.”"

Making change real—The QMS team and the model pods soon
discovered ways to make work easier and more efficient. Bilingual
reps now receive advance notice of a caller’s preferred language,
saving about 20 seconds on each call; reps send faxes from their
desktops instead of getting up to use the centrally located fax
machines; when a physician is paged, the notice includes patient
IDs, making it easier to pull up the relevant lab results when the
doctor calls back. The best ideas conceived by the model pods are
quickly implemented systemwide, creating highly visible change
and momentum.

Valuable suggestions also come from frontline idea cards (FICs).
When Professor Zeynep Ton studied Quest’s transformation, she
interviewed call center reps, many of whom were particularly
enthusiastic about the cards. One explained the general reaction:
“FICs were the most important change. . . . It allows us to say,
‘Hey, we need someone or something to help us. We need tools
or processes put in place.” And we can be involved in helping
make those changes.” Another rep stated, “Before the FICs, you
never felt like your ideas were being heard. You could say some-
thing to someone, but it just didn’t go anywhere. Now, it feels

like management cares about our ideas and how we feel.”"

Shifting ownership—Quest’s bottom-up approach purposely shifts
responsibility for continued change to individual reps and teams.

Model pods meet for daily huddles: short meetings led by a rep
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chosen by the team’s supervisor. Ton observes, “Initially, the reps
didn’t know what to do, but over time, the huddles became more
structured. Members discussed performance metrics, ideas for

improvement, and current projects.”'?

* Recognizing progress—Quest rewards exceptional performance
financially—the company created a 6 percent bonus pool, for
example—and in more symbolic ways. Wow calls acknowledge
employees who have been praised by clients. Members of the
100 Club—reps who achieve perfect performance in monitored
calls—receive a free snack. Impactful FICs are rewarded with
small gifts.

Studying the transformation at Quest, Professor Ton praises the
company for its textbook application of what she calls the “Good
Jobs Strategy™ “The strategy creates superior value by combin-
ing investment in employees with four operational choices that
increase their productivity, contribution, and motivation. These
choices are: focus and simplify, standardize and empower, cross-

train, and operate with slack.”"

WTS and Productivity

Two observations about the transformation at Quest strike me as par-
ticularly interesting. The first is that none of the changes are ground-
breaking, unheard-of innovations. Scholars of service quality will easily
recognize many of the steps in Quest’s journey. What was required to
transform the organization was a deliberate and thoughtful attempt to
create a more attractive work environment, an approach that prom-
ised to substantially lower WTS. By reducing WTS and increasing pay,
Quest created greater employee satisfaction, which resulted in a remark-
able drop in turnover.

Second, Quest’s transformation nicely illustrates how changes in

WTS often lead to changes in cost. Quest was able to pay its reps more
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and contain spending, because it increased the productivity of its call
center reps.” Quest’s financial data show that the cost per call remained
unchanged. In other words, the company passed on the entire value of
the efficiency gains to its employees, the very people who had come up
with all the ways to work smarter (figure 10-2).

As in many service settings, better working conditions also had an
impact on service quality and customer WTP. “Calls or emails from my
commercial team saying, ‘Hey, your call center screwed up this rela-
tionship and I just lost a million dollars of business.” That has completely
stopped,” says Jim Davis, Camacho’s boss."* While difficult to measure
with precision, the improved call quality likely implies that Quest’s
transformation created happiness all around: more attractive working
conditions and better pay for the reps and stronger financial performance

for the company.
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*Value sticks are drawn for one unit of output—a call, for example, in Quest’s case.
If productivity increases—say, calls get shorter—cost and WTS per call decrease. The
intuition is that WTS, a person’s minimum required compensation, will be lower for a
shorter period of work. Suppose I ask you to come in for 20 calls. Your WTS will be
lower if the calls take halt'a day instead of a full day.
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Tell Me, Muse, of the Many Ways.. . .

There are innumerable ways to decrease WTS. The ability to identity
these opportunities requires that you understand, in some detail, the
work that is being performed in your organization, the joys and chal-
lenges associated with each activity, and the ways employees are likely
to react to changes in their routines. Just like finding ways to raise WTP
requires a deep understanding of customers, identifying avenues to
lower WTS presupposes intimacy with your staft and their (work) lives.
A narrow focus on products and sales, as we saw in our discussion of
WTP in chapter 4, is often less helpful than a wider lens that is trained
on the entire customer experience. The same is true for WTS. Making
work more attractive is a far broader undertaking than optimizing pro-
cesses, because work is so much more than a narrow set of activities that
we perform every day. Work includes the tone of feedback, the laughs
we share with coworkers, the anxiety we feel when we face challenging
tasks, our commutes, the food choices in the cafeteria, the joy (or dread)
when we are getting dressed in the morning. And any one of these facets
of work can be improved.

Consider Gap Inc., a retail clothing company with 135,000 employ-
ees, many of them part-time.” To increase staff satisfaction, it would be
natural for Gap to offer better-than-average pay, provide more training,
and enable store managers to more effectively motivate their employees.
Instead, Gap sought to improve an aspect of work that is typically of little
concern to retailers but is very important for part-time workers: predict-
able and consistent hours. In retail, 80 percent of part-time employees
report having hours that change from week to week. And the variation
is huge. Swings of 40 percent in average work hours are typical. More-
over, more than one-third of retail workers know their schedules a week
or less in advance, making any sort of planning difficult.'

To improve the lives of its sales staft, Gap worked with a team of
labor market experts. The researchers asked a randomly chosen group

of store managers in San Francisco and Chicago to make four changes:
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standardize the start and end times of work shifts (these used to vary
from day to day and week to week, depending on anticipated foot traf-
fic), schedule employees for the same shift every week, provide at least
20 hours of work for a core group of staff, and allow employees to trade
hours by using Shift Messenger, an app specifically designed for this pur-
pose.”” The result? Compared with stores that did not participate in the
ten-month experiment, labor productivity increased by 6.8 percent and
sales rose nearly $3 million. Shift Messenger proved particularly helpful.
Over the course of the experiment, two-thirds of employees used it,
trading more than 5,000 shifts. The app also allowed store managers to
take back the shifts that employees wanted to give up, effectively reduc-
ing staffing without creating unexpected changes in worker income."
Not only did Gap’s intervention increase the productivity of its work-
force, but employees also reported increased well-being and better sleep
quality.”

Gap’s experiment teaches an important lesson that applies to industries
beyond retail. WTS reflects every work-related activity. A comprehen-
sive understanding of work lives is likely to reveal many opportunities

to increase the satisfaction of your employees.

“Paying Market”

I find the rules that companies use to set prices endlessly fascinating. In
my conversations with marketing executives, I always ask about their
company’s pricing policy. The answers often include references to “pre-
mium prices,” “price leadership,” “value-based pricing,” and similar
concepts. When I ask human resource professionals that same question
about their compensation policy, the response is almost invariably, “We
pay market.”

The contrast is interesting. When we price products and services, we
think in terms of differences. It is intuitive that customers would pay
premium prices for premium products and receive a discount for mid-

dling quality. We understand that no two products are exactly identical
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and that prices will reflect the differences. If Nestlé can sell water, the
proverbial commodity, at premium prices, there is scarcely any product
that cannot be differentiated in the mind of the consumer.

Jobs, however, appear to be different. When we think about com-
petition for talent, our starting position seems to be that jobs are com-
modities, roughly similar across companies. This is why we need to
“pay market,” that is, offer similar compensation for (presumably) nearly
identical work. Why do we hold such different views of products and
jobs? If we manage to differentiate water, don’t we have ample opportu-
nity to offer significantly differentiated jobs and work experiences? And
shouldn’t these differences also be reflected in compensation policies?

The data show that they are. Compensation patterns in the United
States clearly indicate that companies pay vastly difterent salaries for sim-
ilar work. Figure 10-3 shows the fraction of workers in an occupation
who get paid more and less than the average of that occupation in the
local market.?’

The variation is enormous. As figure 10-3 shows, it is not unusual
for a company to pay 20 percent above or 20 percent below the average
wage, indicated by the line at zero. Of course, there are many reasons

for these differences. Employees in the same occupation have different
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levels of education, experience, and commitment to the job. Companies
have varying management practices and cultures. Moreover, the quality
of the match between a specific individual and the requirements of the
job at a particular company can diverge substantially. Research that iso-
lates these three sources of variation in compensation—employee skills,
company characteristics, and the match between the two—finds that 20
percent (United States) to 30 percent (France, Brazil) of that variation is
due to company characteristics.?’ If you had any doubt that companies
can get away with paying far less than rival firms and still attract exactly
the same quality talent, the data are unequivocal: many firms do it.
How? By investing in initiatives that lower their employees” WTS.

To be competitive in the market for talent, companies do need to
“match” competing offers. But matching does not imply paying the
same compensation (“paying market”). Matching means creating as
much value for your employees—the difference between compensation
and WTS—as your company’s competitors.

As figure 10-4 shows, the logic of setting prices is identical to the logic
of setting compensation. At the top of the value stick, companies offer
premium products to increase WTP. They then share that extra value
by charging premium prices. As long as the price increase is smaller than
the rise in WTP, both customers and the company are better off. At the
bottom of the value stick, companies create more attractive working
conditions to lower WTS. They then share this value by reducing com-
pensation. As long as the drop in WTS is greater than the reduction in
salaries, both employees and the company are better off.

An interesting question remains: if the logic of value creation and value
capture is identical at both ends of the value stick, why does encouraging
premium pricing feel so different from advocating for reduced compen-
sation? Why do marketing and human resource managers describe their
pricing policies (which are, in fact, quite similar) in such different terms?

I have two conjectures.

* Power—Employees and customers fare better if significant value
creation (higher WTP, lower WTS) precedes more-limited value

capture (through premium pricing and reduced compensation).
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But there is no guarantee that it will. If companies raise prices
without first increasing WTP, customers are worse off. Reduced
compensation in the absence of better working conditions hurts
employees. When companies seek to capture value without
increasing it, the consequences for customers and employees are
very different. Customers have an easy remedy. They simply

do not purchase the product. But for employees, the situation is
more challenging. Most of us need our jobs, and walking away
from work is financially costly and often difficult emotionally,
even if the job provides little satisfaction. Walmart is a prominent
example. When politicians lambaste the company for paying
“starvation wages,” their sense is that the low wages reflect the

corporation’s bargaining power, not a commitment to decrease
WTS.?

Experience—How satisfied are you with your job? Has your satis-
faction changed over time? For nearly everyone, the answer is yes.
Many components of WTS depend on experience, and it takes
time to learn the facets of a new job and a company’s culture.

What will happen when you make your first serious mistake?
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Will the company honor its promise to consider you in the next
round of promotions? Compensation below market is immediate
and certain. More attractive working conditions, however, are
felt over time and are difficult to assess when you are deciding

whether to take that new job.

Power and experience are two of the reasons why competing for talent
by reducing WTS is a demanding (if promising) strategy. As you con-

sider this opportunity for your company, I have four recommendations.

* Be specifi—If you compete for talent by offering better working
conditions, be specific about the ways in which you decrease
WTS. “We have a great culture” might be a truthful statement,
but it is difficult for a job applicant to verify. Think of ways to
provide greater certainty. Do you allow applicants to come in for
a day to experience your work environment? Do you have them
speak with current staft in private? Are they allowed to consult

with former employees?

* Be predictable—Focus on initiatives that lower WTS in a predict-
able manner. Flexible hours and opportunities to work from home,
for instance, are easy to grasp, and it’s straightforward to commit
to these benefits. Not surprisingly, pre-Covid-19 research shows
that employees who choose (and are allowed) to work remotely are

happier with their jobs and more loyal to their employers.*

 Share creatively—Consider various ways to share value with your
workforce. Reducing compensation is only one of many ways to
capture value from improved working conditions. For example,
companies that provide tuition assistance reap the benefits of that
policy by attracting more-skilled employees.?* As we saw in the
Quest example, the company shared value in the form of produc-

tivity gains.

*  Magnify existing benefits—It might seem that lowering WTS

by increasing job amenities (for instance, better mentoring) or
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reducing disamenities (for example, less noise) would have the
same effect. If two initiatives create similar value, aren’t they
equally desirable? Not typically. Think about how employees
chose their job. People who accepted a position in a noisy work
environment are not likely to be noise sensitive. Reducing noise
will therefore mean little to this group. On the other hand,
improving mentorship has a greater potential if an existing
mentoring program has attracted employees who are interested
in mentorship. As a rule, magnifying existing benefits will serve

your firm better than limiting current shortfalls.

In my experience, WTS is the least intuitive of the four elements that
make up the value stick. But, as the examples in this chapter illustrate,
lowering WTS by making work more attractive is a powerful method
of creating value for your employees and your company. The following

ideas are particularly important.

* Making work more attractive need not be rocket science. Consult any
of your staff engagement surveys. Like Quest, you will find that
employees have many ideas to make their work more pleasant.

Pursue the ones that also raise productivity.

o Identifying attractive opportunities to reduce W'TS requires you to be
familiar with the many ways in which work touches the lives of your
employees. A more pleasant commute outside rush hour might be

as valuable as improved work processes.

o Initiatives that decrease W'TS not only increase employee satisfac-
tion, they also create powerful selection effects. In competition for
talent, you gain an advantage with employees who value how your

organization lowers WTS.

» As you choose ways to decrease W'TS, think about whether the

expected selection effect supports your business objectives. Google,
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for instance, gave up on lucrative work for the US military and
the development of a search engine for China after Googlers pro-
tested that the projects were inconsistent with the values that had
attracted them to the organization in the first place.?® Long after
the company had struck “Don’t be evil” from its code of conduct,
staff selection effects forced Google to choose between military
contracts and continued employee enthusiasm. The latter proved

more important.

Companies that successfully lower W'TS are able to participate in the
value they create in many ways: Some offer below-market com-
pensation, others enjoy greater loyalty and engagement, and most

see larger pools of job applicants.



Gigs and Passions

Digital technology allows companies to compete for talent in novel
ways. Increased flexibility, in particular, opens new avenues for value
creation (figure 11-1). For example, many employees are not assigned
the number of hours they prefer to work. In a recent UK study, one-
third of men and one-fourth of women indicated that they wanted to
work fewer hours. About 6 percent hoped to work more hours." Digital
technology can help avoid such mismatches. At the most extreme, dig-
ital platforms that pair workers and tasks provide complete flexibility.
Maintenance workers on TaskRabbit, software engineers on Topcoder,
data entry clerks on Mechanical Turk (MTurk), and scientists on Inno-
Centive are free to work whenever they please.

How much value is created when individuals are allowed to choose
their hours?®> Uber is a good example. As is typical for gig work, driv-
ers can drop in and out of the app with few limitations. Some pick
only the most lucrative hours, when prices are particularly high. Others

drive mainly when their principal job provides less income.* * When

*In the United States, only one-third of ride-sharing drivers obtain the majority of their
income from driving.
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Professor M. Keith Chen and his coauthors calculated willingness-to-
sell (WTS) for 200,000 Uber drivers, they found huge differences across
drivers and time.* Figure 11-2 shows the WTS of 100 drivers in Philadel-
phia during the evening hours as an example.’

The black dots represent the average WTS for each driver. The ver-
tical lines show how much WTS varies for this person over time. Look
at the first driver in figure 11-2. His average WTS is more than $70
per hour, but it ranges from less than $40 (his 10th percentile) to more
than $100 (the 90th percentile). The horizontal lines in the figure show
how much a driver would have earned if she drove during one of these
evenings. Driver incomes hover around $20 per hour.* Given these val-
ues, our first driver will never work in the evening. His WTS is always
greater than the hourly earnings. In fact, this person appears to have a
very strong preference for not working in the evening; it takes more
than $70 per hour to lure him on an average night. Perhaps he looks
after his children, he may be concerned for his safety at night, or his
spouse may use the family car in the evening. The drivers who do work

are shown at the right in figure 11-2. On average, their WTS is $11.67.

*$20 per hour is not the drivers’ net income. From the $20, they must pay gasoline and
other operating expenses.
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The vertical lines give us a good sense of how much typical workers
value the ability to choose work hours. With complete flexibility, driv-
ers work only when their WTS is below the hourly earnings. Compare
this to a job with no flexibility—say, the fixed shift of a regular taxi
driver. This driver would sometimes have to work when his WTS is
greater than compensation—value is being destroyed—and he would
sometimes be unable to drive when his WTS is below hourly earnings,
a missed opportunity to create value. The difference between Uber and
an inflexible taxi arrangement, Professor Chen and his colleagues calcu-
late, is $135 per week.® In other words, flexibility creates as much value

as driving 6.7 hours!

Flextime on Demand

Digital platforms like Uber are not alone in recognizing the advantages
of flexible work hours. Flextime programs have arrived in many busi-
nesses. We have already seen how Gap’s Shift Messenger allowed staff to
trade hours. Other flextime policies include time-shifting, micro-agility

(the ability to freely move some hours—for example, to attend a child’s
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school play), part-time work, compressed hours (employees work full-
time but over fewer days), periods of minimal travel, job sharing, and
longer-term opportunities such as paid leave, sabbaticals, and even ways
to “dial up” or “dial down” one’s career, as in Deloitte’s mass career
customization program.” In a recent survey of 750 companies around the
world, 60 percent said they allowed some of their employees to choose
when to start and end their workdays. One-third offered compressed
hours.® It seems likely that the global pandemic will accelerate this shift
toward flexible work arrangements.

While companies have made significant progress, the demand for
flexibility still outstrips current policies in many firms. When Annie
Dean and Anna Auerbach, co-CEOs of Werk, a human resource startup,
asked 1,500 white-collar professionals about workplace flexibility, the
answers revealed a large gap between company programs and the prefer-
ences of these professionals (figure 11-3).”

An even bigger challenge is the acceptance of flextime programs.
Introducing them is a first step; getting employees to actually use them
is another. Professional services firms are a case in point: nearly all of
them have flextime policies, but most employees do not take advantage
of them."” A prime reason is that consultants and bankers believe they

hurt their career chances when they ask for flextime. In the words of one
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line manager, “The culture here is to dedicate your life and soul to the
bank. That’s how people at the top got there. . . . If you ask for time oft’
or flexible hours, you're considered a wimp.”"! Women’s career prospects
especially are harmed when they take advantage of flextime policies."
As you think about ways to create value for the employees in your
organization by way of flexible work arrangements, keep the following

in mind.

o Employees are more likely to make use of flextime when KPIs empha-
size productivity, not long hours. In a billable-hours culture, for

instance, flextime programs are unlikely to make a difference.

* Role models matter. Where (some) senior managers work flexibly,

flextime is seen more positively throughout the organization."

* Make flextime a point of open conversation. Research shows that
most individuals believe others view flextime workers less pos-
itively than they themselves do. Honest conversations can help

reduce this collective bias."

* Refrain from celebrating a long-hours culture. Kate Hamp, HR
business partner at the price comparison site Moneysupermar-
ket.com, explains: “If someone completes a big project or wins
an internal award, we ask managers not to applaud long hours.”
Moneysupermarket.com built an effective flex culture that
emphasizes decentralized decision-making—individuals and
teams determine the specific parameters of their flextime policy—
and informal arrangements, a chat with the boss as opposed to a

clause in one’s contract.'

Enter Passions

Flexibility is of substantial value in many contexts. But it can be truly
transformational when coupled with personal passions. Think about

your own interests. What is your favorite pastime? Are you a gardener?
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Writer? Movie buff—excuse me—cinephile? Our passions move WTS
in a powerful way. We all have activities that we pursue for pure enjoy-
ment, no compensation needed. WTS is zero (or even negative if you
are willing to pay good money to engage in your favorite hobby).
While passions lower WTS, the time we spend on our favorite activities
is a countervailing force. Imagine gardening during all waking hours.
Unless you are wealthy, you would have to find a way to turn your
hobby into a job. The more time you spend on your passions, the more
expensive it is to pursue them because you are missing out on other
opportunities, in particular the chance to earn an income. WTS will
reflect this opportunity cost of time. For this reason, it is particularly
compelling to combine limited-time work engagements and personal
passions.

Historically, it has been difficult to connect people’s passions to busi-
ness activity. There were two principal challenges. First, it was not easy
to find people with a particular passion. More importantly, even a pas-
sionate person’s opportunity cost of time (and hence their WTS) will be
substantial if we ask her to commit to many hours of work. The advent
of the internet has substantially reduced both of these obstacles. It is now
far easier to meet people with particular passions, and the passionate can
pursue their pastimes at low levels of intensity, keeping opportunity cost
in check and WTS low.

Travel writers, citizen journalists, graphic designers, book critics,
freelance photographers: across many professions, passionate individuals
pursue the activities they enjoy most. Food52, an online community
tor people who love cooking, operates a kitchen hotline that answers
burning questions in real time. The hotline is “staffed” by 50,000 pro-
fessional chefs and kitchen enthusiasts who freely share their expertise
(and recipes) with the 1 million members of the Food52 community."

Another example 1s General Fusion, a Canadian company that aspires
to develop commercially competitive fusion power. The company’s
approach is to smash 220-pound hammers against a sphere to produce
a pressure wave through liquid lead. Figure 11-4 shows the pistons that

house the hammers.” Brendan Cassidy, who manages open innovation
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at the company, explains how General Fusion tapped into the passions
and expertise of scientists and engineers: “The issue we had was that
the anvil on the surface, which is what the hammer hits, needs to seal
inside the vessel molten metal and create a vacuum on the outside of
the anvil. . . . This was a case where we said, “You know, this is not
our expertise. We've learned a lot about building these hammers, but
as far as the best way to create a seal, there’s probably people who have
experience.””™® To benefit from the experience of others, General Fusion
turned to InnoCentive, an online platform that connects companies to a
network of nearly 400,000 experts. Some 229 engineers accessed Gen-
eral Fusion’s technical brief, 64 submitted solutions, and the company
awarded Kirby Meachum, an MIT-trained engineer, $20,000 for his
proposal.

From simple cooking recipes to highly technical advice, an increasing
number of companies now routinely rely on outside creatives and experts
to build their business and accelerate innovation. It is no coincidence,
of course, that a list of the services these professionals provide includes
mostly activities that are intrinsically interesting and intellectually stim-
ulating. The economics of community-based businesses (Food52) and
open innovation (InnoCentive) are advantageous because they combine

passion with short stints of work. (The “gig” in “gig economy” is jazz-
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musician slang from the 1920s, meaning a short-term engagement.) Put
passion and short assignments together, and you are likely to see superb
quality and reasonable remuneration. Food52 awards its “contributor
of the month” $25. InnoCentive has helped address complex technical
challenges for organizations as diverse as BP, NASA, and Prize4Life, a
nonprofit that hopes to find a biomarker for Lou Gehrig’s disease. Across
all its contests, the expected value of participating in an InnoCentive
challenge is $125."

Crowdspring, an online marketplace for graphic design services, is
a good example of the reach of platforms that connect businesses to
outside talent. One of Crowdspring’s specialties is logo design contests.
In these competitions, brand managers describe their desired logo, and
designers from a network of more than 200,000 freelancers submit pro-
posals. A typical contest attracts about 35 designers who produce 115
designs.”” Companies then provide feedback so that the designers can
improve their work. Projects run for seven days. The company pays the
winning designer a prize, generally about $300. In exchange, the brand
owns the copyright.

My colleague Professor Daniel Gross studied more than 4,000 of these
design contests to better understand how feedback improves quality (it
has a large positive effect) and whether seeing the feedback that others
receive influences continued participation (the weakest designers do give
up early). In a clever research design, Professor Gross also calculated the
benefits and costs of participating in Crowdspring’s design competitions.
The result of these calculations is shown in figure 11-5.*!

Collectively, the designers incur far greater costs than the prizes jus-
tify. If all designers had a good sense of their probability of winning,
aggregate costs and prizes would balance, and in figure 11-5, we would
never see contests with cost-prize multiples that exceed 1. In practice,
however, it appears that too many designers work for too little money.

Is the promise of gig-economy platforms to deliver high quality at
low prices an illusion? Is the truth that the benefits of gig work come at
the expense of (mostly desperate) freelancers? As a businessperson who

wants to do the right thing, should you ever say no when someone is
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willing to provide high-quality work for little money? These questions
are at the very heart of the debate about gig-economy platforms and the
need to regulate these businesses.

Let’s explore these issues using the principle of value creation as our
moral compass. Business practices are defensible as long as they make
employees and independent contractors better off. Freelancers working
for little money is not per se an indication that they are being exploited;
their WTS for the task might be really low. But it is a warning sign that
warrants further investigation. My hope is that you will ask questions

such as these.

» Is it even plausible that W'TS is low? For work that is not
intrinsically attractive, the answer is probably no. Remember,
it is passions that drive down WTS. Also, contractors for whom
the work constitutes their principal income are unlikely to have
low WTS. For example, a work arrangement with a person
whose full-time job is to clean homes should not be based on a

premise of low WTS.

* Does the work arrangement create value other than financial

compensation? One reason that some of Crowdspring’s designers
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work for small prizes is that they expect benefits other than
money. Some hope to learn from company feedback. Others
seek to build a reputation. In some cases, companies will ask

for (better-compensated) follow-on work. General Fusion, for
instance, ended up contracting with Kirby Meachum to further
develop his ideas. Logo designers at times continue to design the

, .
company’s websites.

Are expectations of longer-term benefits reasonable? It is not easy for
gig workers to estimate the value of longer-term benefits. What
is the likelihood that a poorly paid freelancer will be awarded
additional work? How likely is it that an unpaid engagement will
open the door to a permanent position? Often, the business is
better informed about the longer-term prospects than the free-
lancer. It is imperative not to exploit this information advantage.
For instance, two-thirds of Uber drivers who start driving for the

company abandon the platform after six months.*

One interpre-
tation is that drivers work for Uber only when they are in a bind.
Another is that Uber does a poor job of setting the expectations

of its drivers.

Is it in the best interest of your business to respond to low WTS
with low compensation? Huff Post, a US news and opinion website,
was one of the first to rely on citizen journalists and aspiring
writers. By 2018, more than 100,000 contributors had provided
HuftPost with content—for free! But early that year, it all came
to an end. Huff Post closed its contributor platform and shifted
its focus to a smaller set of paid journalists who would produce
“smart, authentic, timely and rigorous op-eds.”** Other pub-
lishers with large contributor communities, such as Forbes and
Hearst, followed suit.?* Paying nothing for content, it turned out,
produced a tsunami of stories of highly variable quality. “Media
companies have flown into higher-quality content,” explains Pau

Sabria, cofounder of Olapic, a startup focused on employing user
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content in marketing. “You cannot afford to [provide readers
with] a bad experience when you’re competing with other forms
of media.”?® You are, of course, familiar with this effect from the
beginning of this chapter. Compensation policies induce powerful
selection effects. Even in cases with genuinely low WTS, sharing
more value with employees and freelancers can have a profound

impact on the quality of work.

Looking at flexible work arrangements and gig-economy business mod-

els, I take away a number of insights.

* Digital platforms that connect companies with passionate workers can
help shift corporate boundaries. Activities that used to sit inside the
firm can now be moved outside or combined in novel ways with
efforts by gig workers and independent contractors. More often
than not, the results show superb quality at a favorable cost. In the
United States, about 10 percent of the workforce is now engaged
in alternative work arrangements.* If you do not think about
ways to shift corporate boundaries to attain a cost advantage, your

competitors are.

* Even in 2020, workplace flexibility is still in short supply and is an
effective tool to lower WTS.

* Developing rules for flexwork is only a first step. Encouraging
employees to make use of the flexibility often requires a broader
change in culture. As a leader in your organization, your behavior
will influence many others, irrespective of whether you intend to

serve as a role model.

» Linking people’s passions to your business purpose is an exciting
avenue for value creation. This works best if the projects and
activities are intrinsically interesting and require a limited time

commitment.
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* Engaging passionate individuals requires careful consideration of their
expectations. Gig work can create substantial value for workers
but it also risks exploiting them. The best companies develop firm
guidelines and practices that ensure gig workers have reasonable

expectations and get to share in the value that is being created.



Supply Chains Are
People, Too

In June 2016, Vahidin Feriz, CEO of Car Trim, a Prevent subsidiary,
received an ominous fax message. The news was grim. Volkswagen, one of
Car Trim’s principal customers, was informing Feriz that it would cancel
a €500 million joint development project, alleging quality defects in Car
Trim’s leather seats. Volkswagen, under significant financial pressure as a
result of its recent diesel emissions scandal, gave only two days’ notice." Car
Trim sued. When Volkswagen refused to pay damages, Car Trim and ES
Guss, another Prevent company, halted all supplies, forcing Volkswagen to
interrupt production at six of its plants and idle nearly 30,000 employees.

Payback came two years later. When Prevent attempted to raise prices,
Volkswagen canceled all remaining contracts with the group. Now it
was the Prevent companies that had to cut back; one even declared
insolvency. In 2020, the courts are still adjudicating the dispute.

The Prevent—Volkswagen battle is an extreme example, but tense
relationships between buyers and suppliers are common. Amazon, for

example, uses its formidable position in e-commerce to impose costly
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payment terms on its marketplace vendors. It takes the company 22 days
to collect revenue from its customers but a full 80 days to pay its bills.
The marketplace vendors effectively play Amazon’s bank, helping fund
the company’s growth.? Brick-and-mortar retail offers similar examples.
When retailers introduce private-label products, profits rise significantly.
One important benefit: the new products help retailers squeeze the man-
ufacturers of branded goods.’

Figure 12-1 illustrates such tensions. Companies hope to increase their
margins by paying their suppliers less. Predictably, the suppliers push
back. They seek to enlarge their own surplus: the difference between
willingness-to-sell (WTS) and cost. These efforts create no value; what-
ever one party gains, it must come out of the pocket of the other.

There is, of course, a second avenue to increased profitability. If you
manage to decrease the WTS of your suppliers, more value is created.
Your company and your suppliers can be better off at the same time.
Your supplier’s WTS, you will recall, is the lowest price that they would
ever accept from you. If you pay more than WTS—cost is greater than
WTS, as shown in figure 12-1—the supplier will earn a surplus, a margin
that is greater than the profitability that is built into WTS.

W TS varies from one buyer-supplier pair to another. It is determined

by the relationship between the two. For instance, if a supplier earns
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bragging rights by providing products to a famous company, her WTS
will be lowered. If a buyer is a headache to work with, he will face sup-
pliers with a higher WTS.

Such buyer-specific considerations aside, how do you actually lower
the WTS of your suppliers? By making it more cost effective to sell to
your organization. Any initiative that makes life easier for your suppli-
ers, any investment on your part that makes them more productive, will
lower their WTS and create more value.* Consider Raksul, a B2B mar-
ketplace for printing services. Its original platform allowed customers to
compare prices across many of the 25,000 printing companies in Japan.
Success came quickly, but Yasukane Matsumoto, Raksul’s founder, was
not happy. Every morning, he would look in the mirror and ask, “If
today were the last day of my life, would I want to do what [ am about to
do today?”® Thinking about Raksul’s listing service, Matsumoto decided
the answer was no. He could create far more value. Under his direction,
Raksul built a highly efficient matching service, sending client orders to
carefully selected suppliers that had idle capacity of the type of printing
machine that was required for the job. Printers with spare capacity and
the right equipment had particularly low WTS, Matsumoto recognized.
Raksul also hired former Toyota engineers to work on improving the
printers’ floor-level operations, lowering their WTS even further. The
company shared the value it created with the printers as well as Raksul’s
customers, who enjoyed lower prices.

Raksul is a good example of two mechanisms that ensure your sup-
pliers benefit from low WTS: caretul supplier selection and the transfer
of management expertise. In this chapter, we will see how leading firms

employ both techniques.

Teaching Your Suppliers

Most companies detail the obligations of their suppliers in comprehen-
sive contracts and service-level agreements. Many also develop codes of

conduct that describe their expectations of supplier behavior. Nike, in
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early 2000, sought an even closer collaboration with its vendors when
it decided to teach them lean manufacturing.® Lean production, also
known as the Toyota Production System, was not a new approach, but it
had not been adopted by Nike’s suppliers.” Gerry Rogers, VP of global
sourcing and manufacturing, explains, “The ability to find the right
capability around the world is actually quite finite, particularly in this
industry where you have tremendous product specialization. It’s not in
anyone’s interest to engage transactionally and walk away anytime there
is a problem. As the companies grow, they come up against new obsta-
cles that we can actually help them with by showing best practice capa-
bility building or collaborating together.”®

Lean production required Nike’s nearly 400 shoe and garment sup-
pliers to make profound changes. For example, traditional apparel facto-
ries separate sewing, ironing, and packing activities, and they have high
inventory buffers between each process. Factories that adopt lean pro-
duction move machines and workers into one production line, and they
balance process cycle time (the time it takes to finish a garment) and takt
time (the time between the start of one piece of clothing and the next,
which is set to match customer demand). To be certified as lean, Nike
asked its suppliers to make eight such changes. They included installing
an Andon system, which allows workers to quickly signal production
problems and perhaps even stop the line; using in-station quality inspec-
tions to prevent defects from being passed on; and showing evidence of
5S, a set of practices that reduces waste and promotes productivity.’

To prepare its suppliers, Nike opened a training center in an active
factory in Sri Lanka. Vendors from across Asia participated in an eight-
week program during which they studied the theory of lean, observed
the method in practice, and worked with a Nike manager on a strategy
to roll out the system in their own factories. Seeing early success in pro-
ductivity and profitability, Nike doubled down on its effort with Lean
2.0, a program that promoted increased automation and worker engage-
ment. Even a small pilot program demonstrated the significant potential
of greater mechanization. At one factory, productivity increased 19 per-

cent, quality moved up by 7 percent, and workers said they felt more
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valued."” By 2018, 83 percent of Nike’s production came from factories
that operated under Lean 2.0.

At around the same time, Nike began to work with Niklas Lollo and
Dara O’Rourke, researchers at the University of California, Berkeley, to
better align worker compensation in vendor factories with lean produc-
tion methods." To set the price for a piece of clothing, Nike negotiates
standard allowable minutes (SAM), an engineering-based measure of
production time, with its suppliers. The factories then use SAM to deter-
mine the pay rates for their workers, who try to beat SAM to make more
money. Because SAM is fixed for each garment, workers prefer easy-to-
produce styles with which they are familiar. With an unfamiliar design,
beating SAM is difficult, so workers focus on overtime pay instead. This
approach is at odds with many of the goals of lean production, in that
SAM-based compensation provides little incentive to improve quality,
reduce inventory, eliminate waste, and build just-in-time capability.

The Berkeley team tested three compensation mechanisms in a Thai
factory that was already certified Lean 2.0: a productivity multiplier
that rewarded more output; the productivity multiplier plus an added
bonus for cost reductions or superb quality; and the multiplier plus a
target wage.* Workers who participated in the experiment were guar-
anteed to earn at least as much as they had prior to the experiment. The
researchers also installed LCD panels that displayed wage and produc-
tivity information for each production line. (Fewer than 50 percent of
global garment workers receive pay slips that show the number of hours
they have worked.)” Figure 12-2 shows how performance changed
compared to production lines that did not participate in the compen-
sation study.”

The study produced rich insights both for the vendor and for Nike.

For example, the target wage proved particularly effective in raising pay

*When a line reached 90 percent of its productivity target, piece rates were multiplied
by 1.06. The multiplier increased by 0.06 for every additional productivity increment of
5 percentage points, up to a ceiling of 1.48. Workers in the lines with a target wage could
decide to leave for the day when they had earned a minimum of 650 baht per person in
ten hours. The historic average for a team ranged from 440 baht to 530 baht.
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and profitability, even though no team ever decided to go home after
hitting the 650-baht target. In focus groups, workers said it was more
important to earn additional income when production ran smoothly.
Across all three interventions, workers earned more and vendor profits
increased. This is possible because productivity rose by more than 6 per-
cent in each of the production lines, an accomplishment that also reflects
the steep decline in worker turnover. Quality—which was high even
at the outset—further increased in the bonus and target groups. One
of the lines that had received only the multiplier incentive proved an
exception. This line became increasingly dystunctional. Workers criti-
cized each other for a lack of skill, their supervisor for poor communica-
tion, and management for an insufticient flow of quality material. A full
70 percent of these workers quit. (Another line with the same incentives
did just fine.) The meltdown is a useful reminder of the stress that can
result from high-powered incentives. Factory management, however,
remained undeterred. When the experiment ended, productivity multi-
pliers were introduced factorywide.

Teaching your suppliers to become more productive is an effective

way to lower their WTS and create more value. The Nike factories are
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typical. As a rule, local vendors make significant strides once they start
working with multinational companies. They increase their productivity,
hire more workers, and experience greater sales success, even outside
their relationship with the global firms." The multinationals benefit as
well. Nike, for instance, lowers SAM over time to take advantage of the
productivity advances of its vendors.” A focus on WTS creates value for

both parties—local companies and multinationals.

The Shadow of Value Capture

Even in buyer-supplier relationships that focus on value creation, the
shadow of value capture is ever present. Suppliers are anxious that
investments in production capacity will not pay oft if buyers, seeing
the newly installed capacity, demand prices that make the investment
unattractive. Buyers fear that suppliers will exploit a close relationship if

they become too dependent on a firm."

Both sides make costly moves
to protect themselves. Buyers resort to sourcing from multiple suppli-
ers when it would in fact be advantageous to work with only one.”
Suppliers refuse to work with buyers they do not trust. For instance,
when Xiaomi, now a leading smartphone manufacturer, first started,
it approached more than 100 leading component suppliers, 85 of whom
refused to do business with the fledgling company.” Value creation is
challenging when everyone is anxious about their ability to capture a
part of the value that they help create.

So how do leading companies do it? When I speak with supply chain
executives who have successfully lowered their suppliers’ WTS and cre-
ated long-term value for themselves and for their suppliers, I often hear

pieces of advice like this.

* Be selective. Developing and maintaining supplier intimacy is
challenging and time-consuming. Limit the number of vendor

relationships in which you invest.
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My recommendation is to use three criteria (figure 12-3) to
choose the right partners. The first is value potential: close col-
laborations are particularly valuable if they have the potential to
move WTS, cost, and willingness-to-pay (WTP). The supplier
of an inexpensive component whose quality barely registers with
your customers will not be high on your list of candidates for close
partnerships. Second, specificity: Do you ask your supplier to invest
in dedicated capacity? Would you like them to develop a novel
process that benefits primarily your firm? The more specific the
exchange, the more helpful it is to collaborate closely and develop
trust. If you fail to do so, the supplier will likely underinvest or not
invest at all. Third, completeness: How difficult is it to describe in a
contract what you expect of your supplier? Is it possible to list most
contingencies? Are you sure you understand how your expectations
will evolve over the duration of the contract? Deep relationships are
particularly advantageous if contracts are incomplete, if it is hard to

describe and measure what you expect of your supplier.
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o Get to know your supplier. It is tempting to view your supplier
relationships exclusively through the prism of cost, but this lens is
too narrow. As a highly successful manager once reminded me,
“Supply chains are people, too!”

Many considerations flow into supplier WTS. Just as cre-
ating value for clients requires a degree of customer intimacy,
being close to your suppliers enables you to see initiatives that
would increase supplier surplus. Do you remember Yasukane
Matsumoto, the Japanese printing executive? He visits each of his

suppliers personally before he decides to build a partnership.

» Focus on outcomes, not billing codes. Significant opportunities to
lower WTS often result from changes in your behavior. Many buyers
are overly prescriptive in their demands of suppliers, specifying
in minute detail what they need to do and how they need to do
it. Of course, there are sometimes technical reasons for being
precise, but too-detailed specifications often reflect mistrust—will
the supplier take advantage if I leave him some wiggle room?—
and a desire to create apples-to-apples competition among sup-
pliers. Being overly prescriptive comes at a cost, however. It robs
suppliers of chances to adopt novel processes and introduce inno-
vative products and services. It is a tension that sits at the heart
of many buyer-supplier relationships. Presumably, we work with
suppliers because they possess specialized knowledge and superior
skills. Why, then, do we insist on imposing detailed guidelines
that constrain them?

When Tata Motors set out to build the world’s least expen-
sive car, the Tata Nano, it asked Bosch Automotive to design
the engine. Bernd Bohr, then chairman of Bosch, explains the

unusual nature of the collaboration:

Tata did not come to us with large rulebooks or specifications.
They simply told us what the weight of the car would be, that

it would have a two-cylinder engine, and [that it] would need
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to achieve Euro 4 emission regulation. In addition, it needs

to drive, of course. And that was the difference from other
auto projects. Early in the process, one could already see that
our teams were coming up with new ideas. . . . For example,
typically each cylinder has an injection valve on an engine;
here, our engineers came up with the idea of having one injec-
tion valve for two cylinders and give two spray holes so that it

takes care of two cylinders.”

Although the Nano ended up not being the financial success
that Tata had hoped for, Bosch’s technical breakthroughs found
their way into many other engines.”” The key to Bosch’s success
was a buyer who was focused on outcomes—in this case, a cost
goal—and not on ways to get there.

FedEx Supply Chain had a similar experience working with
Dell. When the computer technology company sought to trans-
form its supply chain, it replaced a long list of specific services—
hundreds of billing codes—with broad results that mattered the
most. In its reverse logistics operation, for instance, Dell went
from paying FedEx a fixed fee to dispose of products to asking
the company to minimize Dell’s overall loss from returned com-
puters. In close collaboration, the two companies created three
channels: one to refurbish machines, one to harvest parts, and a
third to discard products.” John Coleman, general manager at

Dell, explains the shift:

[Traditionally,] Dell sold all returned product on a retail
basis. If product didn’t meet retail standards, it was scrapped.
For years, I had asked Dell to come up with a system to use
wholesale as an additional option. It was a good idea, but
Dell could not generate internal interest in investing in a
project. FedEx Supply Chain had no reason to make invest-
ments besides just contributing the idea. [After agreeing

on the broad goal of cost minimization|, however, FedEx



Supply Chains Are People, Too 153

Supply Chain created a wholesale alternative for refurbished
merchandise. . . . [They] made the investments to take the

concept from idea to reality.?

With the three channels and the wholesale alternative in place,
Dell and FedEx reduced scrap by two-thirds, and they lowered
the cost of Dell’s reverse logistics operation by 42 percent in only

two years.>

Align external and internal incentives. With broad goals in place,
you can define metrics that align with these goals and link them to
financial incentives. FedEx Supply Chain benefits financially, for
instance, if the costs of Dell’s reverse logistics operations decline.
In addition to strong external alignment, it is equally import-
ant to make sure the buyer’s organization shares the same view of
buyer-supplier relationships. Does your purchasing department
know that your supply chain manager is developing a collabo-
rative relationship with one of your suppliers? The manager is
doomed to fail if purchasing is incentivized exclusively to achieve

the lowest cost possible.

Keep an open mind. The dark side of deep relationships is, well,
the depth of these relationships. Once you build trust with a
supplier, you have limited incentives to search elsewhere. When
Victor Calanog, then a PhD student at Wharton, and I called

all 596 plumbers in Philadelphia to offer brochures and a free
sample of an innovative floor drain made of elastomeric material,
the plumbers who trusted their current suppliers were much less
likely to accept the brochure or the free sample. One year after
our initial calls, the trusting plumbers had purchased fewer units
of the novel drain.?* Even if you have had great success building
long-term, trusting relationships with some of your suppliers,
reevaluating these relationships might point you to new opportu-

nities to achieve even lower WTS and cost.
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Collaboration in supply chains is not a new idea, of course. But the shift
in perspective that comes with value-based thinking is useful neverthe-

less. These are some of the key insights.

* By helping your suppliers lower their cost, by making it easier for
them to sell to your organization, you end up helping yourself. Ask

not what your supplier can do for you . . .

» The logic of value capture dominates many buyer-supplier
relationships. A reorientation toward value creation makes it easier
to share information, align incentives, and discover attractive

business opportunities.

* Making value creation the center of a buyer-supplier relationship is
hard work, and you want to be careful in the selection of the sup-
pliers with whom you build this type of relationship. In selecting
the most promising partners, you need to consider their value
potential (how much you can move WTS), the specificity of the
investments (how unusual your demands are), and contractual
incompleteness (how easy it is to put your expectations in

writing).
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When Big Is Beautiful

Whenever I examine productivity data, I can scarcely believe the dra-
matic differences between companies in the same industry.* On average,
a US company at the 90th percentile of productivity creates twice as
much output as a company at the 10th percentile—with identical inputs!'
The dispersion is even more pronounced in China and in India, where
we often see 90—10 ratios of 5:1.% Nor are these fleeting differences. Gaps
in productivity tend to persist over long periods.’

Advances in productivity lower both cost and willingness-to-
sell (WTS) at the same time (figure 13-1). Recall that value sticks are
drawn for one unit of a specific product or service. If a company becomes
more efficient, it procures fewer inputs, thus reducing WTS as well as

cost.

*In the research, the “same industry” means companies that share the same four-digit
SIC code. SIC (Standard Industrial Classification) is a business classification system cre-
ated by the US government. For example, companies that produce office furniture made
of wood have code 2521. Firms that produce office furniture from materials other than
wood have code 2522.
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In this and upcoming chapters, we will examine three forces that help
determine productivity: scale (this chapter), learning (chapter 14), and

operational effectiveness (chapter 15).

Scale

In February 2007, Freddie Mac, the US government-sponsored enter-
prise that buys mortgages in the secondary market, announced that it
would no longer purchase the most risky subprime mortgages. The Great
Recession of 2007-2009—which plunged the global economy into its
deepest crisis since the 1930s and destroyed almost 9 million jobs in the
United States alone—had begun.* Banks played a central role in the
crisis. To stabilize the economy, the government eventually supported
almost 1,000 US financial institutions at a cost of nearly $600 billion.?
In the depth of the crisis, taxpayers guaranteed $4.4 trillion in financial
assets.® Looking back, former Federal Reserve chairman Alan Green-
span commented, “If [banks| are too big to fail, they’re too big. In 1911
we broke up Standard Oil—so what happened? The individual parts
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became more valuable than the whole. Maybe that’s what we need to do
[with the largest banks].””

Policy makers shied away from breaking up financial institutions, but
they took steps to make banks less risky, by, for instance, increasing
capital and liquidity requirements.® The regulations introduced after the
crisis had the intended effect. By many measures, the banking system is
much safer now.” And what happened to the size of the largest banks?
They grew even larger! Wells Fargo quadrupled in size, JPMorgan Chase
doubled, and Bank of America (BofA) grew by two-thirds. Among the
largest banks, only Citibank shrank—a little."

Why do banks grow increasingly larger? One important reason is
that they benefit from economies of scale, that is, average costs fall as the
business grows. Figure 13-2 shows the increase in cost that the largest
US and European banks incur if they grow by 10 percent."! Any value
below 10 percent (see the horizontal line at the top of figure 13-2) indi-
cates economies of scale. Any value greater than 10 percent is evidence
of diseconomies of scale—in other words, costs grow more quickly than
the business.

In 1986, BofA benefited from modest economies of scale; at that time,

its cost increased by 9.3 percent when the business grew by 10 percent.
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By 2015, the bank’s economies of scale were far greater; a 10 percent
increase in business resulted in a cost increase of only 1.4 percent. With
the exception of Citibank, which was highly efficient even in the 1980s,
all the largest US and European banks had more significant economies
of scale in 2015 compared with 1986.

The economies of scale shown in figure 13-2 reflect the presence
of some type of fixed cost. In banking, investments in technology are
an important example of a fixed cost. (The financial services industry
spends twice as much on IT as health-care and technology companies,
and three times as much as manufacturing.)’” To see how fixed costs
create economies of scale, imagine a trading floor with a trader who exe-
cutes a single trade per day. This trade is incredibly expensive, because
the entire cost of the trading infrastructure is allocated to this one trans-
action. As the number of trades increases, the fixed cost is spread over
more and more trades, leading to a decline in average cost (figure 13-3).
The incremental effect of spreading that same fixed cost, however, gets

smaller as trading activity increases.

Minimum Efficient Scale

Do you know your firm’s minimum efficient scale (MES), the business vol-
ume that you need to be cost competitive? This is a number that every
businessperson ought to be aware of.* If your company is smaller than
MES, you will not be able to compete with larger rivals on the basis of
cost. On the other hand, once your organization achieves MES, con-

tinued growth no longer results in a greater cost advantage. In fact, for

*Despite its strategic significance, MES is not included in standard financial reports. To
find MES for your company, determine how cost would change if the firm grew by
10 percent. Pay close attention to which cost items you consider fixed—these will not
change as you grow—and which ones you treat as variable. Finally, compare average cost
at the current and the higher production level. If average cost declines as you grow, your
company is too small to be cost competitive with larger rivals. If average cost remains
roughly unchanged, you are at or beyond MES.
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some companies, average cost might increase because of the complexity
of running a very large organization.

IT spending is not the only type of fixed cost that results in significant
economies of scale. Marketing is another good example. When Coca-
Cola and Pepsi escalated their advertising spending in the mid-1970s,
soft drink commercials became a regular fixture on American television.
The advertising battle between the two titans raged for decades. Who
won?

The companies’ market shares tell a surprising story. Both of them
emerged victorious. Coke and Pepsi’s combined share of the soft drink
market increased from 54.4 percent in 1970 to 73.2 percent in 1995."
Both grew at the expense of smaller competitors, which were unable
to spread the fixed costs of advertising over a large volume of business.
Resigned to a lesser presence on television screens, many of the hun-
dreds of competing soft drink producers were acquired by larger com-
panies or pushed out of business.

We often think of fixed costs as undesirable, because they force large

investment decisions and make it difficult to adjust during the ups and
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downs of the business cycle. But fixed costs can be an advantage if your
company is larger than its rivals. By increasing their marketing expendi-
ture, Coke and Pepsi, for instance, were able to grow at the expense of

competitors who fell short of minimum efficient scale.”

Scale as a Barrier to Entry

At their most powerful, economies of scale can create completely uncon-
tested markets. For many years, Walmart enjoyed this advantage. The
majority of Walmart’s stores are located in suburbs and less densely pop-
ulated places. To serve these markets, the company built a spoke-and-
hub system of large distribution centers, each of which supplies about
100 satellite stores that are located within a 150-mile radius.”

This configuration provides Walmart with three types of benefits.
By placing the stores within a day’s drive of the distribution centers, the
company spreads the fixed cost of the central warehouses over a large
volume of sales, creating economies of scale. Because the stores are rela-
tively close to one another, delivery trucks can supply them quickly, cre-
ating economies of density, a special type of scale economy. For every mile
that a store 1is closer to a distribution center, Walmart’s profit increases
$3,500 annually.'® With more than 5,000 stores in the United States
alone, economies of density contribute noticeably to the company’s bot-
tom line. Because the stores can be resupplied quickly, they reserve little
space for inventory; virtually every inch is dedicated to selling products."”

Walmart’s third advantage highlights the link between market size
and fixed costs. In a small market, fixed cost cannot be spread over a
large volume of business. As a result, Walmart, the company with the
largest share, has a distinct cost advantage. Even if a second firm decided
to compete, was able to match Walmart’s infrastructure, and managed
to gain significant share, both companies, each saddled with significant
fixed cost, would suffer reduced profitability. Anticipating this outcome,
potential entrants are reluctant to enter in the first place. In many of

the smaller markets, Walmart faced little competition for precisely this
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reason. Where it was alone, the company raised prices by as much as
6 percent.'”

By pursuing a strategy of growth in uncontested markets, Walmart
has grown to be the world’s largest company by revenue. But even
Walmart can extend its core advantage (low costs that reflect econo-
mies of scale) only so far. It now faces headwinds on three fronts. The
company has had little success in penetrating urban markets, where it
faces intense competition in general merchandise (from companies like
Target) and groceries (from food-focused competitors like Kroger). In
densely populated cities, the ratio of fixed cost to market size is insuf-
ficient to soften competition, making it more challenging for Walmart
to gain a commanding position. Meanwhile, Walmart’s international
expansion has found mixed success. The company did well in markets
like Mexico and the United Kingdom, where it was able to acquire a
leading domestic retailer, thus replicating the economies of scale that
it enjoyed in its home market. But Walmart failed (South Korea, Ger-
many) or was slow to gain traction (Argentina, Brazil) in markets where
it attempted to build its own store network or when it acquired weak
retail chains (Japan).”

A final challenge is the rise of e-commerce. Online retailers success-
tully entered Walmart’s core markets without incurring the fixed cost of
a local-store infrastructure.?” Amazon in particular targeted Walmart’s
higher-margin general merchandise segment. By contrast, the lower-
margin grocery business—56 percent of Walmart’s sales in the United
States—appears to be better protected. That’s because US consumers
prefer buying groceries in stores (97 percent of sales) or picking them
up at brick-and-mortar retail locations, an advantage for a company like
Walmart, which has thousands of stores.?!

Walmart’s story is especially interesting because economies of scale
explain both where the company is successful and where it struggles. In
our discussion of willingness-to-pay (WTP) in chapter 8, we saw how
network effects can limit the number of companies that can profitably
enter a market. On the WTS end of the value stick, economies of scale

have a similar effect. Take a look at figure 13-4, which shows the number
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of restaurants and newspapers in US cities.*? As cities grow larger, the
number of restaurants increases proportionately. In the most populous
metropolitan areas, there is an almost unimaginable number of establish-
ments of a wide range of quality. If a restaurant goes out of business, it is
usually quickly replaced by—another restaurant. Newspapers are difter-
ent. In figure 13-4, the size of a city seems to have almost no influence on
the number of papers. Even major cities like New York have only a few.
Across the United States, the market share of the leading newspaper never
talls below 50 percent, irrespective of the size of the city.

What makes the difference? Restaurants and newspapers have very
different cost structures.” Running a restaurant involves many activ-
ities that are variable cost. On slow days, chefs purchase less food, and
owners schedule fewer staff. Unable to use fixed cost to deter entry, the
restaurant business remains highly competitive. The costs of publishing
a newspaper are largely fixed. In the largest cities, newspapers com-
pete by increasing the size of their newsroom—the New York Times, for
example, employs more than 1,600 journalists—to produce high-quality
journalism that smaller competitors are unable to match.

In the news business, quality is a fixed cost. In restaurants, it is variable.

Competition looks very difterent as a result.
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In the pre-digital economy, I would first look to fixed cost to get a sense
of how competitive a new market will be. In the internet era, network
effects are often as influential as fixed cost in determining the number of
companies that can compete. But economies of scale remain important

in many sectors of the economy. A few considerations stand out for me.

» Every strategist needs to know the minimum efficient scale of their
Sfirm. It is irresponsible to choose a strategic direction without
knowing whether the firm has the scale that is necessary to be

cost competitive.

o Minimum efficient scale changes over time. Some of these changes
mirror trends in technology and consumer tastes. Others reflect
savvy strategic decision-making. Escalating fixed costs can be a

powerful means to limit the number of competitors.**

 If your company competes on quality, make sure to compare
the benefits of raising WTP with the help of fixed or variable
costs. Even if the two modes of investment have similar
financial returns in the short run, they might well have different
implications for the number of competitors that you will face in

the future.






Learning

When Henry Ford first started making the famous Model T in 1909,
producing each vehicle cost the company $1,300." By 1926, wages at
Ford had increased threefold, while the cost of producing a vehicle had
dropped to $840.% Ford’s secret? The learning curve.” As companies
increase the cumulative volume of production, costs often decline because
employees gain familiarity with the product and processes, and they find
ever new ways to improve productivity (figure 14-1). By the time Ford
had produced 10 million cars in 1926, learning alone had reduced costs
by more than one-third.

Similar effects exist in modern car plants. Figure 14-2 shows what
happened in a company that switched from line assembly to team-based
production.* As you can see, it was not easy for the workers to figure out
how to collaborate. Right after the changeover, it took them more than
400 hours to assemble a vehicle. But look at the rapid progress. After
only ten weeks, production time had fallen to less than 100 hours.

For companies that compete on learning effects, an important question
is whether learning can be transferred from one worker to another, from
existing plants to new ones. Can you lock in these advances? Or do you

have to relearn processes every time you expand production capacity?
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Figure 14-2 illustrates a case where the transfer of learning worked per-
fectly. When the company added a second shift in week eight, the new
teams immediately incorporated all the progress the pioneers had achieved.

Learning not only improves productivity, it also raises willingness-
to-pay (WTP) in many contexts. In health care, for example, it takes
surgical teams less time to perform operations if they frequently per-
form the same procedures. The Indian hospital groups Apollo Hospitals
and Narayana Health exploit learning curves to offer complex surgeries
at remarkably low prices, making them more affordable to less-affluent
households.” A surgeon at Narayana Health performs 200 open-heart
surgeries annually, twice as many as a doctor at the Cleveland Clinic.
The high volumes not only reduce cost, they also improve quality. Both
Apollo and Narayana Health boast success rates that rival those of the
very best hospitals in the West.

As the examples in this chapter illustrate, learning takes on many forms.
Recent advances in artificial intelligence and machine learning, in particu-
lar, have renewed companies’ interest in learning as a source of competitive
advantage. In only one of many examples, anomaly detection algorithms
now help reduce cost across a wide variety of applications in many differ-

ent industries. In manufacturing, Al prevents faulty parts from entering
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production; in financial services, the algorithms help spot fraud; and in
health care, machine learning identifies anomalous physiological readings.

Many forms of learning are related to the volume of available data and to
cumulative output. But it is good to keep an open mind. For many years,
Intel’s management greatly valued the high-volume production of memory
products for their learning benefits, only to discover that learning did not
depend directly on overall volume. Sunlin Chou, who led Intel’s memory
development group, explained, “You don’t learn more quickly when you
increase volume by brute force. You have to learn by examining wafers.
Learning is based on the number of wafers looked at, analyzed, and the
number of effective corrective actions taken. Even if you have processed
1,000 wafers, the technical learning probably only came from the 10 wafers
you analyzed.”® Craig Barrett, then executive vice president and later Intel
CEO, said, “We were late in waking up to the fact that we did not need

to run volume in order to learn. There are other ways to be intelligent.””’

As you consider opportunities for your company to compete on the

strength of learning effects, keep the following in mind.
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o If you have a long head start, learning effects will discourage rival
companies from entering your market. But if your head start is short,
learning effects make your competitors more aggressive; everyone

will scramble to ramp up production as quickly as they can.?

* Learning effects are most powerful if they reduce cost at an interme-
diate pace. If costs decline very fast (as in the automobile example
in figure 14-2) or very slowly, there is little advantage in having

produced more than your competitors.’

* As you observe firms in your industry learning, it is tempting to
cut prices to catch up. Keep in mind, though, that companies
learn from their own experience and from observing other firms
in their industry (just as you did). The easier it is to learn from

others, the more modest your planned price cut should be."”

* Be aware of a dark side of learning. Because you benefit from
running the same process many times, learning can lock in your
organization and stifle innovation. Ford’s Model T is again a
good example. In the process of learning how to produce its cars
at ever lower cost, the company created many novel processes

(figure 14-3)." Over time, product and process became closely
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linked. In Ford’s sophisticated production system, any change in
the Model T would have forced a multitude of process changes,
an expensive undertaking. It was for this reason that Ford
resigned itself to working solely on minor tweaks. Important
product innovation returned to Ford only when it introduced the
Model A.






No Reason to Sneer

Professor Michael Porter popularized the distinction between opera-
tional effectiveness and strategy. Strategic moves, he explains, confer a
lasting competitive advantage. Operational effectiveness is important but
not sufficient to achieve corporate success.! After all, everybody strives
to be operationally efficient; there is no lasting advantage in adopting
modern management practices, because every company will use these
techniques if they prove effective. Smart strategic moves create differences
between companies. Investments in operational effectiveness reinforce
similarities (figure 15-1).

Warren Buffett is credited with a story about a parade that nicely
illustrates Professor Porter’s powerful idea: “One spectator, determined
to get a better view, stands on his tiptoes. It works well initially until
everyone else does the same. Then, the taxing effort of standing on your
toes becomes necessary to be able to see anything at all. Now, not only
is any advantage squandered, but we’re all worse oft than we were when
we first started.”?

Buffett’s story builds on two assumptions. The first is that standing on
tiptoes will spread quickly; any initial advantage is fleeting. The second

is that the effect of tiptoeing is similar for everyone. The spectators are
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all a few inches taller, but the differences in height remain roughly the
same. Is investing in operational effectiveness really like standing on
your tiptoes? Let’s find out. We first discuss the speed with which man-

agement practices spread.

The Speed of Diffusion

The view that you cannot achieve a lasting productivity advantage by
adopting modern management techniques, it turns out, is too simple.’
More than a decade ago, Professors Nicholas Bloom and John Van
Reenen assembled a research group to systematically study the diffusion
of management practices. After more than 12,000 interviews at com-
panies in over 30 countries, the verdict is in.* My colleague Professor
Raffaella Sadun, a prominent member of the group, explains the key
finding: “If'you look at our data, it’s obvious that core management prac-

tices can’t be taken for granted. There are enormous differences in how
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well managers execute even basic tasks like setting targets and tracking
performance. And these differences matter: better-managed firms are at
a long-term advantage; they are more productive, more profitable, and
they grow at a faster pace.”

Figure 15-2 displays some of the differences in management quality.®
The left column shows whether companies regularly track their per-
formance, on a scale from 1 (the company has no KPIs) to 5 (KPIs are
frequently measured and well communicated throughout the organi-
zation).” Some 18 percent of US companies are rated 5. In Brazil, only
5 percent of firms are top-ranked. Even more interesting than these
international differences is the wide in-country dispersion.® In Germany,
only 2 percent of companies have no KPIs, but 44 percent are rated 3
or lower, meaning they still fall well short of best-practice performance
tracking. Yet 18 percent of German companies are best in class.

This pattern—excellence and mediocrity living side by side—is

repeated across dozens of management practices. The middle column
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of figure 15-2 illustrates the dispersion in target setting, and the right
panel shows the extent to which companies use appraisals and incentives
to motivate their employees.* The results are always the same. In similar
competitive contexts, some companies are stellar while others are decid-
edly middling. Substantial differences in the adoption of modern man-
agement practices exist even across plants that belong to the same firm.
Nothing about the diffusion of good management is automatic or fast.

An important question is whether these practices are applicable
everywhere. Might the effectiveness of financial incentives depend on
the type of work? Could it be that financial incentives are more broadly
acceptable in, say, Anglo-Saxon cultures? There is little doubt that the
performance consequences of adopting modern management practices
vary from company to company.” Even so, the effects of better man-
agement are so great that they are not easily swamped by external cir-
cumstances or company cultures. Consider this: moving a firm from the
worst-managed 10 percent of companies to the best 10 percent increases
productivity by 75 percent."” These benefits of better management are
remarkably similar across countries and cultures. The sheer size of the
productivity advantage suggests that a vast majority of companies would
benefit from better management.

You might wonder why so many firms fail to adopt core management
practices if they have such significant payoffs. Three barriers seem to be

particularly important.

*  Knowing your company—Many managers find it difficult to
assess the quality of management at their firms. Professor Sadun
explains, “At the very end of our conversations with each of the
companies, we always asked managers to tell us, on a scale from 1

to 10, how well their company is managed. The mean rating is a 7

*The “Stretch targets” scale measures the degree to which the company sets stretch tar-
gets that are appropriately difficult to achieve. The “Incentives for talent” scale indi-
cates whether the company regularly appraises the performance of its talent and supports
high achievement with the help of financial and nonfinancial incentives. The full set of
questions and metrics is available at https://worldmanagementsurvey.org/survey-data/
methodology/.
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on the 10-point scale, quite high, but the answers do not correlate
with the actual adoption of modern work practices. Many execu-

tives do not seem to know the quality of their management.”"

* Managerial involvement—Some executives prefer a hands-on man-
agement style; they frequently visit plants and work one-on-one
with employees and suppliers on operational tasks. Others focus
on collaboration in the C-suite. There is no general performance
advantage in adopting either style, but hands-on managers run
the risk of seeing process-oriented management techniques as a
substitute for their own personal involvement. As a result, these
executives often fail to adopt some of the most effective tools,

such as automated performance tracking and financial incentives."

* Understanding the promise—Not seeing the likely performance
consequences of better management is a final hurdle for companies
to make the necessary investments. In most companies, the data
suggest, improved execution is more valuable than many managers
believe. As a result, the gulf between poorly managed firms and
better-managed ones is likely to widen over time. Executives who
do not believe in incentives, for instance, are unlikely to introduce
them, robbing their firms of an essential instrument to encourage

the adoption of proven management techniques.

Springboard for Strategy

Standing on tiptoes at a parade is self-defeating, not only because every-
one will quickly imitate the move but also because the results do not
vary much from one spectator to the next. Do companies that invest in
operational effectiveness share this fate? Will they end up looking like
everyone else?

Intel provides an interesting example. A leading producer of mem-
ory chips in the early days of Silicon Valley, the company had fallen

behind its Japanese competitors by the mid-1980s." Japanese executives
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had pioneered practices such as total quality management and continu-
ous improvement in the 1970s, outcompeting Intel with higher quality
at lower cost. By any manufacturing metric one might consider—
equipment utilization, yield, reliability, overall cost, and productivity—
Intel’s performance was dismal compared to that of its Japanese rivals.
Craig Barrett, Intel’s manufacturing czar at the time and future CEO,
remembers, “We were unpredictable. We were not cost competitive. We
were not manufacturing competitive, and the realization was that we
needed to do things differently.”"

Intel aimed to slash costs by 50 percent in 1985 and by another 50 per-
cent the following year. To reach these ambitious targets, the company
shut down its least-efficient production facilities and let go nearly 5,000
workers. Managers at the remaining facilities were asked to upgrade
their manufacturing practices dramatically, often copying the Japanese
model. Like its Asian competitors, Intel removed all sources of contam-
ination from its facilities and its supply chain, shifted the responsibility
of maintaining production equipment to the suppliers of the equipment,
and automated its fabrication units (“fabs”). It took Intel nearly a decade
and billions of dollars in investment to remake its operations. By the
early 1990s, however, the company’s productivity had quadrupled from
the 1980s levels, utilization had surged from 20 percent to 60 percent,
and yields improved from 50 percent to more than 80 percent. Intel
emerged as a highly efficient, low-cost producer.”

A good number of Intel’s initiatives resemble standing on tiptoes.
Closing inefficient plants and copying advanced manufacturing tech-
niques raise a company’s financial performance, of course. But as Profes-
sor Porter and Buffett emphasize, these initiatives do not create the type
of differentiation that is the basis for long-term competitive advantage.'®
For Intel, however, copying Japanese practices was only act one. The
company set out to imitate the modern management practices of the day,
and in the process of doing so it discovered novel ways to reduce cost,
increase speed, and raise quality.

One of Intel’s issues was that its developers created new processes

directly on the manufacturing lines, working side by side with produc-



No Reason to Sneer 179

tion staft. This approach resulted in fast transfers from development to
fabrication, a key advantage for a company like Intel that competed on
being first to introduce higher-capacity memory chips."” But codevelop-
ing processes had serious shortcomings as well. The approach led to low
utilization—development and production teams frequently competed
for access to equipment—and immature and unpredictable production.

As Intel pushed for parity with its Japanese competitors, it began to
separate development and production. The 1-micron 386 microproces-
sor, for instance, was developed in Portland but produced in Albuquer-
que.” Over time, the company became world class in moving technology
from development to production and from one fab to another.” It was
able to ramp up production volumes without sacrificing quality. How
might the company exploit this capability?

Intel made two game-changing strategic decisions. It ceded the mar-
ket for memory chips, in which it had retained a small and unprof-
itable share, to its Japanese competitors. Important in the company’s
early days, by the mid-1980s, speed counted for little in memory prod-
ucts. Instead, Intel concentrated on microprocessors, a market where its
superior design capabilities coupled with manufacturing prowess held
great promise.”” Much to the disbelief of its customers, Intel also decided
to single-source its microprocessors, beginning with the 386 in 1985.*
This was unheard of in the semiconductor industry. Firms had always
licensed their designs to rival companies, reassuring customers that they
could meet demand. Intel’s decision to serve as the single source of its
products critically depended on its improved manufacturing practices.
Barrett remembers, “Intel got to the point where it could generate
enough customer confidence to pull off [single-sourcing]. . . . Our qual-
ity thrust of the early 80s began to pay off in improved consistency on
the manufacturing line and overall better product quality.”

By pursuing operational effectiveness, Intel ended up gaining valuable
strategic opportunities, single-sourcing being one of them. Intel is typ-
ical in this respect. Programs to raise operational effectiveness often
provide the building blocks for strategic renewal.?? It is as if the specta-

tors at the parade had gotten up on their toes and caught a glimpse of
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something new. They gained a different perspective and began to shift
their position in response to it. Once it was fully mature, Intel’s tech-
nology transfer strategy, eventually dubbed “Copy EXACTLY!” was
no longer easy to replicate, because it required significant organizational
and cultural adjustments. With Copy EXACTLY!, the company’s pro-
duction engineers lost much of their autonomy. Intel’s Eugene Meieran
recalls, “It was a huge cultural issue. Engineers would say, ‘I am an engi-
neer. I want to make changes to the process. Why should I go through
this bureaucratic morass [of having the smallest changes approved by
senior managers]?””’* Not surprisingly, some engineers were so unhappy
that they left Intel.*

As organizations invest in operational effectiveness, it is of course
possible that they end up performing the exact same set of activities as
their competitors. But it is unlikely. Even if two companies embrace the
same management approach—say, continuous improvement or high-
powered incentives—their implementations will vary, and they will
discover different avenues to raise willingness-to-pay (WTP) or lower
willingness-to-sell (WTS). As a result, operational effectiveness can

serve as a powerful springboard to strategic renewal.

Thinking about the role of operational effectiveness in explaining differ-

ences in productivity across companies, I take away a few insights.

* Good management practices and operational effectiveness help create
meaning ful differentiation between companies. They are hard to
achieve, diffuse slowly, and can serve as the basis of a long-term

competitive advantage.

» As Intel’s experience shows, operational effectiveness and strategy are
intertwined. My advice is to pay little attention to the distinction.
Do not dismiss an initiative simply because it seems to be an
investment in operational effectiveness. It might well turn out to

be the catalyst for a strategic renewal.
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* Rather than asking whether projects fall in the “strategy” or in the
“operational effectiveness” bucket, consider their potential to raise
WTP or lower WTS. If an initiative is implemented successfully,
how easy will it be for your competitors to imitate it? If a project
moves the needle and is difficult to replicate, it will improve your
firm’s competitive standing and raise profitability, whether or not
the project is a clever strategic move or an attempt to improve

operational effectiveness.

o There is no doubt that improving the quality of management can
create substantial value. Keep in mind, however, that better
execution is no substitute tor sound strategy. Maxims such as
“execution beats strategy every time” and “culture eats strategy
for breakfast” are nonsense. The flawless implementation of
an initiative that does not change WTP or WTS will fail to

create value.






PART FIVE

Implementation






Asking How

Once you have decided how to create value—raise willingness-to-pay
(WTP) or lower willingness-to-sell (WTS)—it is time to bring your
strategy to life. What could be more exciting? At this step, questions
will abound. How will activities have to change? How do you adjust
investment patterns? What projects will you prioritize? In this final part
of the book, we will see how companies move from strategy formulation
to strategy implementation.

Prior to making any commitment to initiatives and projects, it is crit-
ical that you understand, in some detail, how they would move WTP
or WTS. Companies often build on broad strategic ideas, many of which
come in the form of simple recipes—be number one or number two
in your market, create a powerful brand, invest in adjacent businesses,
build global scale. When I study such recipes, I invariably find that they
work for some companies but not for others. To be specific, consider the
idea that a prominent brand will confer a lasting competitive advantage.
Each year, Kantar, a brand strategy consulting firm, publishes a list of
the 100 most valuable global brands. As you might guess, companies like
Apple and Google are typically at the top of the list. But the rankings
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also include lesser-known companies such as Indonesia’s Bank Central
Asia (BAC). Of the leading brands, 57 are American and 14 are Chinese.

The ranking is particularly noteworthy for the breadth of data it
reflects. Among many other variables, Kantar considers a brand’s market
share and price premium, its salience (how quickly it comes to mind),
and its distinctiveness and meaning (whether it addresses customer needs
in relevant ways).! To build the ranking, the firm interviews an astound-
ing 3.6 million consumers in more than 50 markets. Clearly, brands that
score high on this metric are of great value. By Kantar’s accounting, the
top 100 global brands are worth $4.4 trillion, more than Germany’s GDP.

You can imagine my surprise when I checked to find out how much
the world’s most valuable brands contribute to their organization’s over-
all financial success. The answer: on average, not at all. Figure 16-1
compares changes in brand strength, as measured by Kantar, to changes
in financial performance over the 2013—2018 time period.? As you can
see, sometimes the world works as we expect it to. Home Depot, for
instance, increased its brand value by almost $29 billion, and its return
on invested capital (ROIC) soared by 18 percentage points to 34.7 per-
cent. IBM’s story is just the opposite: its brand suffered, and so did its
financial results. It is also not difficult to understand Hewlett-Packard

(HP). The company dramatically increased its profitability, but it did so
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by means other than brand building. The data for companies like Visa
and Google, however, are puzzling. Both witnessed a significant rise in
the value of their brand—Google’s by a remarkable $188 billion. Yet this
rise in value apparently had no influence on these companies’ profitabil-
ity. Accenture is an even greater surprise. The company increased its
brand value, but profitability declined! For our sample of 75 companies
(financial data are not available for all the top 100 brands), the correlation
between changes in brand value and changes in ROIC is 0.0353. Let’s
call that zero.

At this point, your mind must be racing. How can one explain the
patterns in the data? Is there something special about technology com-
panies? Are there diminishing returns to stronger brands? Would Accen-
ture have fared even worse if it had not increased its brand strength?
From figure 16-1 alone, it is hard to say. What is obvious, however, is
that the relationship between brand strength and financial profitability—
a seemingly plausible point of departure for the implementation of a
brand-focused strategy—is less straightforward than you might have
expected.

Or consider the notion that greater scale will lead to increased pro-
ductivity and improved margins, an idea we explored in chapter 13.

Figure 16-2 shows this association for American law firms.
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There is no obvious link between the size of law firms (measured here
by the number of lawyers) and their profit margins.* Sure, Kirkland &
Ellis is large and financially very successful. But K&L Gates is of similar
size, and yet this firm falls in the bottom quintile of firm profitability.

Before you commit to a strategic course and begin implementation,
these examples show, it is useful to ask, What are the circumstances under
which [insert your favorite recipe for strategic success|] will increase
WTP or lower WTS? This question is powerful, because it prompts you
to be specific about the mechanisms by which a proposed initiative will
change WTP or WTS. Often it is only when we observe the underlying
mechanisms that we begin to understand why generally sound strategic
advice might not apply to a specific firm’s circumstances. Examining
how an initiative raises WTP or lowers WTS also allows you to rec-
ognize the resources and capabilities your company needs if you are to
bring the strategy to life. Figure 16-3 illustrates this link between mech-
anisms and resources.

Asking how a strategic initiative creates value often yields surprising
insights. What appeared to be one strategy, one recipe for success, is
often a set of different strategies that require distinct capabilities and
resources.” A stronger brand, for instance, can raise WTP by conferring

status, by reducing uncertainty, and by establishing tastes and norms.
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*The graph in figure 16-2 excludes some of the largest firms because they are organized
as vereins. These firms show low margins on average, but their financials are not directly
comparable to the financials of the partnerships shown in the graph.
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Depending on the mechanism that they employ, brands delight custom-
ers in radically different ways. Let me illustrate each of these mecha-

nisms to highlight how different they are.

Conferring Identity

The idea that branding a product helps customers communicate who
they are is intuitive. The techniques that brands use to do this are
nuanced and fascinating. Mercedes-Benz, for instance, affixes its famous
star to the hood or the grill of most of its models. The star varies in
size, ranging from less than 8 centimeters to almost 20 centimeters. The
largest stars are reserved for the least expensive models. On average,
customers pay an additional $5,000 for every l-centimeter decrease in
the size of the star.* Brand managers at Mercedes understand that their
less-affluent customers have a greater WTP for social differentiation via
prominent brand markers. By contrast, the brand’s richer clientele pre-
fers more subtle signals, hence the smaller star.

You can observe similar patterns in other luxury markets. When Pro-
fessor Young Jee Han and her coauthors studied the market for hand-
bags, for instance, they found that brands raise WTP for three distinct
groups of customers.” For the most afluent—think old money—brands
signal membership in that group. For the nouveau riche, brands serve
as a means for buyers to disassociate themselves from others who are
not as wealthy as they are. Finally, luxury handbags signal aspirations of
belonging for less-affluent consumers who crave social status. Look at
how Gucci raises WTP for each of these groups (figure 16-4).°

The Sylvie top-handle bag ($31,000) features a quiet design that
requires customers to recognize Gucci’s green-and-red-striped pattern
and to note the distinct shine of true crocodile leather. It is a handbag
for old-money customers who value understatement as a sign of group
membership. Gucci hides its brand so that only those who are in the
know recognize each other. The louder design—the Marmont bag with
a prominent display of the Gucci logo ($2,790)—is popular among the

nouveau riche, who treasure clear social demarcations. Professor Han
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‘Figyro 16-4 Cueei hanolbags—ﬁqo Sylvie (left) and the Marmont

shows that this group would not purchase the Sylvie, because they do
not recognize it as a Gucci bag.” As a result of Gucci’s branding tac-
tics, the firm’s old-money clients are safe from nouveau riche impos-
tors. The greatest demand for fake products comes from lower-income
groups with a substantial need for social status. Because this group favors
unmistakable signals, a fake Sylvie is less expensive ($319) than a fake
Marmont ($359).%

Reducing Uncertainty

How do you increase WTP to such an extent that you can charge a
200 percent price premium for a product with many substitutes? Ask
Bayer how it does it. The pharmaceutical company created aspirin in
1897, and the success of the drug continues more than a century later.
What 1s remarkable is that aspirin is not protected by any patent, and
there are many competing products with exactly the same active ingre-
dient (acetylsalicylic acid), the same dosage, and broad availability, at a
far lower price. Your drugstore may even attach a small “compare to”
notice to shelves that carry the generic version to remind you that you
are about to purchase a substantially overpriced product if you choose
Bayer aspirin. How does Bayer defend its position?

Brands like Bayer are valuable because they reduce a trace of uncer-
tainty about the performance of products. Is the generic version really just

as good as the “real” drug? Is Bayer perhaps a more reliable manufacturer
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compared with others that make the same drug? As uncertainty vanishes,
these brands lose in value. Better-informed consumers—for instance,
those who can name the active ingredient in aspirin—are much more
likely to leave the branded version on the shelf. A study of branded
products with close substitutes estimates that the market share of aspirin
would fall by more than 50 percent if everyone were as well informed
as pharmacists.’

Aspirin is no exception. Amateur chefs purchase twice the amount
of branded salt and sugar compared with professionals. Across all prod-
uct categories, US consumers spend $166 billion annually on products
for which a private-label alternative of similar quality is readily avail-
able."” In all these instances, brands create value by instilling confidence,
by assuring consumers that they’re purchasing products of a hoped-for
quality. It is not surprising, then, that this brand premium is larger in
countries with more variable product quality. In China, for example,
generic drugs are, by and large, sold at international prices."! Branded
drugs, however, can be six times as expensive. Drug safety scandals and
the resulting consumer anxiety are partly responsible for this astonishing

brand premium."

Setting Standards of Performance

In some cases, brands raise WTP by teaching us what experiences and
products should look, feel, and even taste like. With a 25 percent mar-
ket share, Folgers is America’s number one coffee brand.” (In case you
wondered, Starbucks has a 12 percent market share.) But Folgers has
limited success in New York City, where Maxwell House dominates.
The latter’s advantage is no secret: Maxwell House was the brand that
taught New Yorkers what coffee tastes like. The company entered the
city long before Folgers did, and New Yorkers came to acquire a taste
for Maxwell. Now they prefer it to any other brand.

When Professor Bart Bronnenberg and his colleagues analyzed
market shares, they found that this story plays out across the United

States." The coffee brand that enters first ends up winning the lion’s
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share of the market. Folgers, founded in San Francisco in 1872, is the
leading brand in the western United States. Maxwell House, launched
in Nashville in 1892, leads in the eastern and southeastern United
States. When consumers taste different coftee brands side by side, their
taste buds tell them they like best what they are used to, the brand that
entered first.

Taste-based loyalty is significant for many consumer packaged goods
(CPGs). If you grew up in India, I would guess Amul is your favorite
butter; in Mexico, Pan Bimbo your choice of bread.” First impressions
are decisive. Bud Light is the most popular beer in America, but it plays
second fiddle in Chicago, where Miller entered long before its rival. Los
Angeles favors Hellmann’s mayonnaise, while Denver prefers Kraft, a
pattern that reflects the order of market entry. Growing up, consumers
develop a taste for “their” product: “That’s what mayonnaise is supposed
to taste like.” Taste-based loyalty is one reason why Godrej food prod-
ucts perform exceptionally well in India and why the Colgate brand of
toothpaste is very profitable in the United States.

Taste-based loyalty is only one example of brands setting standards
that are difficult to beat. Amazon taught Americans how one-click shop-
ping works. WeChat showed Chinese consumers how to use a messag-
ing app to pay for just about everything. Airbnb set our expectations for
ways to find private accommodations. At times, a brand’s name becomes
synonymous with the activity; we Google information, wipe our faces
with Kleenex, and TikTok funny videos. In all these instances, the fol-
lower brands face a difficult choice: they risk disappointing consumers
when they offer experiences that fall short of the standard. And they are
seen as undistinguished when they emulate it.

Figure 16-5 summarizes the three main ways in which strong brands
raise WTP.

It is useful to ask how a proposed strategy will increase WTP, because
the answer often indicates the circumstances under which the strategy
is unlikely to improve financial performance. Brand strength raises the
WTP for BMW. Driving the all-electric i8 model undoubtedly confers
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status. But would you invest in the brand strength of the Ford Focus or
the Chevrolet Impala?

Let’s consider the three mechanisms shown in figure 16-5. In the
market for cars, status appears to be reserved for luxury vehicles and
pickup trucks. It seems unlikely that our first mechanism—conferring
status—will be effective for a midsize sedan such as the Ford Focus or
the Chevrolet Impala. As for reducing uncertainty, the quality of cars
used to be a serious concern. Cars broke down often, and it was difficult
for buyers to obtain information about the likely performance of a par-
ticular model. In this environment, a strong brand was quite valuable.
How things have changed! Today’s cars are far more reliable, and we
now have libraries of statistical information about the long-term per-
formance of specific models at our fingertips. As a consequence, using
brands to reduce uncertainty is unlikely to create much value in the
market for cars. The third mechanism, forming tastes, suggests that early
experiences with a product can create long-term loyalty to the brand.
In the segment for midsize sedans, for example, many customers make
repeat purchases of the same brand, but only a small minority feel true
loyalty.!® There is only scant evidence that early driving experiences per-

manently raise WTP for a brand.
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Considering the three mechanisms, investing in the Ford or the
Chevrolet brand is likely to be wasteful. In fact, even at the corporate
level, I found no evidence that either Ford’s or GM’s brand strength is

related to the financial performance of these companies.

While the discussion here has focused on brand strategy, the key points

hold more generally.

* Recipes for strategic success often mask different mechanisms that
connect WTP or WTS with financial performance. Scale, for
instance, can stand for economies of scale (lower cost and WTS),
learning (lower cost and WTS), network effects (increased WTP),
and incentives to invest in complements (increased WTP), to

name only a few.

* Depending on which of these mechanisms you employ, different
resources and capabilities become critical. Remember the failure of
Friendster in chapter 9? For Friendster, scale represented network
effects; chasing users in North America and in Indonesia was
a mistake. If scale had represented economies of scale (say, the
fixed cost of investing in a global technology platform), pursuing

multiple markets would not have been an unreasonable strategy.

* By being specific about the mechanisms that connect strategic advice
and WTP or WTS—1by asking how—ryou gain a deeper under-
standing of the likely financial implications of strategic ideas. 1f you
come across strategies that provide no indication of how they will
change WTP or WTS, chances are you will execute brilliantly

without achieving a lasting financial impact.



Being Bad in the
Service of Good

Few entrepreneurial careers illustrate the role of fortunate accidents (and
accidental fortunes) as clearly as that of Stewart Butterfield, cofounder
of Flickr and Slack. Butterfield’s first startup built a multiplayer online
game whose main purpose was to “kick ass.” It largely failed to do
so, but the tools created for developing the game provided the build-
ing blocks for Flickr, a photo-sharing site that Butterfield eventually
sold to Yahoo! He later returned to gaming to produce Glitch, another
failure—and another instance where software written for a project that
failed proved generally useful: thus was born Slack. The workplace
communication platform went public in 2019. A year later, it was valued
at $15 billion.

In many ways, Slack exemplifies the mindset we have explored through-
out this book. The company obsesses about customer willingness-to-pay
(WTP) and talent willingness-to-sell (WTS). Slack works hard to escape

a narrow product mindset. In a now-classic memo titled “We Don’t Sell
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Saddles Here,” Butterfield explains how a focus on WTP opens up busi-

ness opportunities:

Consider the hypothetical Acme Saddle Company. They could
just sell saddles, and if so, they’d probably be selling on the basis
of things like the quality of the leather they use or the fancy
adornments their saddles include. . . . Or, they could sell horse-
back riding. Being successful at selling horseback riding means
they grow the market for their product while giving the perfect

context for talking about their saddles.!

Because the company espouses a broad notion of value creation, Slack
seems novel and unique to many of its customers, which is interesting
because it is not. Similar products existed before Slack, but Yammer,
HipChat, and Campfire failed to catch on because clients found it difh-
cult to see how group messaging would create value. Butterfield describes

the process of developing a deep understanding of customer WTP.

Just as much as our job is to build something genuinely useful,
something which really does make people’s working lives simpler,
more pleasant and more productive, our job is also to understand
what people think they want and then translate the value of Slack
into their terms. . . . Putting yourself in the mind of some-

one who is coming to Slack for the first time—especially a real
someone, who is being made to try this thing by their boss, who
is already a bit hangry because they didn’t have time for breakfast,
and who is anxious about finishing off a project before they take
off for the long weekend—putting yourself in their mind means
looking at Slack the way you look at some random piece of soft-

ware in which you have no investment and no special interest.

For a company that is as obsessed with WTP as Slack is, Butterfield
and his team made a counterintuitive decision when they first developed
the communication platform. Rather than developing an all-around
well-working product, they expended all their energy on only three

features—search, synchronization across devices, and file sharing—at
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the expense of many other desirable functions. Why would a company
that genuinely cares about customer WTP adopt a shortcut? Why not
do it properly? Why not do it all? The notion that a focus on WTP (or
WTS) implies doing it all, getting better by every conceivable measure,
is perhaps the single biggest risk of adopting a strategy that is centered
entirely on value creation. Invariably, companies that attempt to do it all
fail to create significant value, because every value proposition reflects
a set of trade-offs, a mixture of dos and don’ts, a blend of promises and
letdowns.

Slack’s decision to focus on only three features is an example of such a
trade-off. Slack is what my colleague Professor Youngme Moon, in her
elegant book on differentiation, calls a reverse-positioned brand.” These
brands choose to be bare-bones in many respects, only to surprise us
with extravagance in others. IKEA, JetBlue, the early Toyota Corolla,
and Slack have all assumed reverse positions.

Resource constraints are the main reason firms assume reverse posi-
tions. To be great in one specific dimension—search, for example—
Slack had to neglect many others. This principle holds true not only for
startups, where resource constraints are particularly severe. Excellence
invariably requires resources in short supply: time, capital, managerial
attention. Investing these resources in one place (so as to be outstanding)
means they will not be available elsewhere. Companies that spread their
resources over many product attributes and innumerable service features
end up being mediocre throughout, because they lack the means to be
truly excellent. As my colleague Professor Frances Frei and Anne Mor-
riss write in their analysis of companies that provide uncommon service
quality, “You must be bad in the service of good.™

The logic of trade-offs is impeccable and not difficult to understand.
“We had a lot of conversations about choosing the three things we’d try
to be extremely, surprisingly good at,” says Butterfield. “And ultimately
we developed Slack around really valuing those three things. It can
sound simple, but narrowing the field can make big challenges and big
gains for your company feel manageable. Suddenly you're ahead of the

game because you're the best at the things that really impact your users.”
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Making Trade-Offs Visible

In many executive education courses at Harvard Business School, we
conduct what we call a value map exercise. Of all the hands-on tasks
with which we engage our course participants, this is one of our most
impactful activities. We must have run this exercise with hundreds of
companies. It leaves a deep impression every time.

You begin to build a value map by selecting a group of customers—or
a group of employees if you create a map for talent. Next, you compile
a list of criteria that are important to these customers when they make a
purchase. These criteria are called value drivers (figure 17-1). Think of them
as the product and service attributes that determine WTP (or WTYS).

You then rank the value drivers from most important to least import-
ant. For example, your customers might value speed of service above
all else. In this case, “speed” is value driver number one. If your cus-
tomers do not care much about the price of your service, “price” goes
toward the bottom of the list. Keep in mind that this is the customer’s
perspective, not yours. In a final step, indicate for each value driver how

good your company is at meeting this customer demand. For instance,

Valve driver 1
WTF g Valve driver 2
Valve driver 3
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Compensation/Cost
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“speed” could be important for your customers, but your company
might be mediocre at providing fast service.’

Value maps allow you to see, at a glance, your competitive standing
and strategic opportunities.® Figure 17-2 shows an example of a global
consulting company, one of the so-called Big Four firms. This value
map is based on interviews conducted by Source Global Research, a
firm based in London. To establish the list of value drivers and rank
them, Source speaks annually with over 3,000 executives about their
recent experience with consulting engagements.

As you can see in figure 17-2, the firm’s clients care most about how
well their account is managed and the firm’s innovation capabilities.
These are the top two value drivers. Global reach and stakeholder man-
agement are less critical. The figure also shows that the firm’s value
proposition is not particularly well aligned with the clients’ WTP. The
firm underperforms on some important service attributes (e.g., innova-

tion), and it exceeds expectations in areas of little importance to clients
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(e.g., culture). Fiona Czerniawska, cofounder and joint managing direc-

tor of Source, was not surprised by these results.

Most consultants have a very strong sense of client service; they
are genuinely trying to do what clients want. But they don’t
really know what their clients want. And their tendency is to
deliver what they think the client needs. They are not trained to
have a good conversation about it in practice. When a client asks
for a proposal, consultants talk about their work, but they don’t
say, “Why are we here then? Why don’t you do this yourselves?
What are we supposed to bring that is of value to you?” And
that means it’s not embedded in the proposal, which means that
people working on the project don’t really understand why they

are there.”

The consulting industry is no exception. Many value maps resemble
the one shown here. If the value drivers are appropriately ordered from
most important to least important, an ideal value curve—the line that
connects the levels of performance for each value driver—would tend to
slant from top right to bottom left. Firms exceed expectations where it
counts, and they sustain excellence by diverting resources from lower-
ranked value drivers. Why not be excellent on all dimensions? Trade-
offs. The slanted value curve reflects the trade-offs that are necessary to

deliver stellar services.

Executive Ambition Meets Trade-Offs

When I conduct this exercise at Harvard Business School, we discuss
the importance of trade-offs before the executives create value maps for
their own firms. It is usually a short conversation. Everyone agrees that
companies cannot be good at everything; true excellence requires firms
to shift resources from value drivers of lesser importance to critical cus-

tomer concerns that drive WTP.
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When the course participants complete their maps, I ask them to use
arrows to indicate how they would like to evolve their firm’s value prop-
osition over time (figure 17-3). Can you guess the results?

All the arrows point to the right! A good hour after we have all agreed
on the importance of trade-ofts for business success, there are often few
trade-offs in sight. Smart, ambitious executives want to become better at
everything. Does this remind you of your firm? Do you sit in meetings
where you make long lists of products and processes to improve? The
sad news is, of course, that any attempt to get better at everything virtu-
ally guarantees mediocrity—exhausted mediocrity at that. By spreading
scarce resources across many value drivers, you make it impossible for
your organization to achieve true excellence.

[ have been thinking about why it is so difficult to make trade-offs.
Why is it challenging to decide what not to do? Where not to invest?

Where to underperform? Here is one conjecture: the idea of trade-
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offs applies least to incredibly talented, supersmart people, the type I
encounter in C-suites and in HBS executive education programs. These
folks can be good at almost everything. And if they sacrifice a little
sleep, they get huge amounts of work done, just in time and in fabulous
quality. The danger is to take this model of personal success and apply it
to organizations. (Some) people can be good at almost everything, but
companies cannot. Firms must pick and choose where they strive for

excellence lest they be condemned to remaining second-rate.

The lessons here are straightforward.

* Value maps are a simple tool that provide a wealth of information.
They reveal the product and service attributes that determine cus-
tomer WTP; they show where you have an advantage in creating
customer delight and where you lag; and, perhaps most impor-
tantly, they indicate if your firm is making appropriate trade-offs.

Do you excel where it counts?

o It is exciting to decide where to excel and figure out how to make
progress. It is far harder, however, to determine where not to
invest, where to underperform. True excellence is built on trade-

offs. No company can be good at everything.

* The next time you and your team sit in a strategy meeting and you
start making a long list of issues to resolve, projects to complete, and

services to improve, remember to ask, “What will we stop doing?”



Guiding Investment

Value maps are not only a powerful way to visualize trade-offs but they
also help guide investments and connect strategy with operations. In
this chapter, we will see how companies use value maps to link strategic

choices with activities and budgets.

Choosing a Value Proposition

You will recall (from chapter 3) that a company’s ability to capture some
of the value that it creates depends entirely on differences—differences
in willingness-to-pay (WTP) or willingness-to-sell (WTS). By com-
paring your company’s value curve to the value propositions of your
competitors, you can identify relevant differences and devise ways to
heighten them. Let’s look at an example.

When Expedia, the online travel agency, set out to build its value map,
the company began by asking customers how they choose travel sites. It
started with personal, open-ended conversations and focus groups; both
techniques are well suited to identifying critical value drivers. With a

list of key concerns in hand, Expedia then surveyed more than 13,000
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travelers to learn more about the importance of the various value driv-
ers. The company also asked the travelers how well Expedia meets their
needs and then compared its own performance to that of the competi-
tion. The result of the research is shown in figure 18-1."

The value drivers in figure 18-1 are ordered from most important
(“Gets me the best value for my money”) to least important (“Makes
me feel appreciated for being a customer”). The gray bars indicate the
relevance of each item. As you can see, the performance of the six com-
panies is tightly clustered on many dimensions. This is a fiercely com-
petitive industry. To capture patterns of differentiation, the Expedia
team grouped the value drivers into eight broad themes, as shown in
figure 18-2.2

You see that Airbnb leads the industry in providing value for money.
Expedia scores top points for saving time and money. Google has made
the clearest trade-offs; it dominates the planning stage of travel but lacks
many other services that travelers need. Booking.com and Hotels.com
are essentially undifferentiated.

Grouping value drivers is helpful because it provides a sense of brand

personality. Tke Anand, Expedia’s vice president for strategy, led the
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company’s value map project; he explains, “When we looked at our
competitors, we realized they often do well in value drivers that try to
achieve similar objectives. In order to stand out in the minds of consum-
ers, you can’t just do well on a single value driver. You have to go after
a theme.”® Although developing themes is critical to understanding how
customers make choices, Anand still recommends starting the research
with specific value drivers: “If you ask consumers thematically, you lose
the granularity that you need in order to act.”

A careful analysis like Expedia’s allows your company to select a
favorable competitive position, one that will include significant points
of differentiation—a set of value drivers that will ensure you stand out
from the competition. To best your rivals on these dimensions, you will
have to divert resources from other value drivers, areas where you do not
excel. These are the trade-offs associated with your competitive position.

Let’s look at a hypothetical example. Suppose Expedia were to con-
sider the three changes to its value proposition shown in figure 18-3.*
What criteria would you apply to select a proposal? Here are the key

considerations.
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* What is the return on investment? For each proposal, you can cal-
culate an expected return on investment. Proposal 1—improving
the way you help travelers work around their budgets—might be
very effective in raising WTP, but developing and implement-
ing it could be expensive and might therefore reduce financial
returns. For each change in a value driver, you will want to
determine both the impact on WTP and the resources and capa-

bilities required to create more value.

* How important is the value driver? Because you seek exceptional
returns for changes in your value proposition, the most attractive
initiatives improve value drivers that sit near the top of the chart.
You should be skeptical about the merits of investments in lower-

ranked value drivers.

» Is the value driver part of a theme? Groups of value drivers that
serve a similar purpose often make attractive investment oppor-
tunities. As Anand pointed out, themes help your company stand

out in the minds of consumers.
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* Are you catching up or pulling ahead? Choosing between projects
that make up for shortcomings (proposal 1) and initiatives that
deepen a current competitive advantage (proposal 2) can be diffi-
cult, especially when they yield similar financial returns. In these
situations, it is important to remember what you hope to achieve.
You want to raise WTP—both projects do so—while main-
taining or increasing differentiation. Only the second proposal
achieves the latter. Improved help with budgeting would make
Expedia more attractive but also more similar to Airbnb, forcing
the two companies to compete more heavily on price. As a rule,
deepening an existing competitive advantage is a better idea than

trying to catch up with your rivals.

* Where do you underinvest? Spotting opportunities to do less is as
important as thinking about ways to raise WTP. Proposal 3 might
be an attractive target for underinvestment, because it removes
(costly) options that are of lesser importance to travelers. At Expedia,
as in most companies, it was challenging to decide where not to
invest. Anand recalls, “The prioritization part of the conversation
was easier; it was the deprioritization that was difficult. The first
time we drew the value curves, we didn’t exactly end up where
[ wanted us to be. But the discussion was super useful, because it
became apparent to everybody that we were not willing to cut too
much. If you keep the process going—meet every quarter and have
this discussion, and then update the value maps once a year and have
the conversation again—it becomes a habit, so people feel much

more comfortable making those deprioritization decisions.”

Taking all these considerations into account, you are likely to come
up with a value curve that slants from the top right to the bottom left, as
we discussed in chapter 17: you excel at the dimensions that are import-
ant for the WTP of your customers, and you deprioritize value drivers
that have less impact on value creation.> At the same time, the shape of
your value curve will also need to reflect competitive concerns. Even the

smartest allocation of resources will provide little competitive advantage
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if you choose a value proposition that closely resembles one that your

rivals have adopted.

Customer Segments

Expedia used its value map to sharpen the company’s overall competitive
profile. You can also employ value maps to make more granular invest-
ment decisions. Customer segmentation is an example. Most companies
serve more than one segment, and initiatives that benefit one of them
may or may not create an advantage with others. Figures 18-4a and 18-4b
show value drivers for Tatra banka, Slovakia’s first post-communist pri-
vate bank. Founded in 1990, Tatra quickly led European banking in the
adoption of digital technology. It first offered mobile banking in 2009,
introduced voice biometrics in 2013 and facial recognition in 2018,

earning more than 100 awards for its innovative services.
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In late 2019, Tatra decided to update its strategy. CEO Michal
Liday explains the motivation: “The idea was to take what we had
learned from our existing strategy and upgrade it to a new level, a
level that takes into account where the world is headed and how cus-

”¢ Tatra used value maps to get a sense of the

tomers have changed.
bank’s strategic opportunities. “This goes back to our deepest belief
that differentiation is the only way to succeed in a difficult environ-
ment,” says Liday. “We always strive to be different. Value maps play
a significant role, because it’s not enough to say, “We want to be dif-
ferent.” You need to understand how customers perceive the market
and which factors they value. You then focus on these factors to make
differentiation work.”

When Tatra’s leadership team studied the updated value maps, the

results for premium income and mass market customers differed substan-
tially (figure 18-4a and figure 18-4b).’
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The two segments share some value drivers. For example, both groups
of customers are sensitive to fees. Most striking, however, are the many
differences. For premium income customers, an excellent mobile banking
application is the top concern. Mass market customers appreciate Tatra’s
excellent mobile app—its rating is 6 percent above market average—but
the quality of mobile apps is not nearly as important to them as the bank’s
financial stability and a sense that the institution will keep its promises.

Difterences in value drivers across segments have important implica-
tions for strategy. In Tatra’s example, investments in mobile technology
do not quite yield the benefit that the firm would reap if the two segments
were more similar. At an extreme (think of segments with completely
different value drivers), the analysis will show that it is impossible to serve
all segments successfully, so you might decide to focus on a particular sub-
set of customer groups. By highlighting commonalities and differences,
value maps provide important insights for questions of corporate scope
and inform decisions about whom to serve and what products to offer.

My recommendation is to begin your value curve analyses by employ-
ing a fine-grained customer segmentation. Create separate value curves
for many different groups of customers. If the data show that two seg-
ments have nearly identical value drivers, you can treat the two groups
as one segment. If you begin with a broad grouping, however, subtle

differences that might influence your strategy will remain hidden.

Customer Journeys

Value curve data can also be employed to guide customers more eftec-
tively through the buying process. Figure 18-5 shows Tatra’s marketing
funnel for mass market customers. Some 90 percent of them are aware of
Tatra banka, but only 19 percent actually use the bank’s services.

How can the firm encourage broader adoption? Value curves will
show you which drivers are particularly effective at moving customers
from one location in the funnel to the next. Figure 18-5 lists the relevant
value drivers in order of importance. For example, Tatra’s mobile app is

particularly successful at encouraging customers who consider banking
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with Tatra to actually open an account. But the app is less relevant for
the decision to make Tatra a customer’s main bank. This fact, Liday
explains, “reflects a shortcoming of our previous strategy. Our focus was
on technological innovation and features, not customer experience. But
it is the customers’ experience that influences the depth of their relation-
ship with us, so now we are refocusing. Let’s use technology, but let’s use

it in a way that increases customer engagement.”

From Value Maps to Strategy Implementation

Once you decide which value drivers to strengthen and which ones to
deemphasize, strategy implementation follows naturally. The key steps are
to generate ideas that have the potential to move the value drivers in the
desired direction; this is a chance to let your creativity shine—and then to
assign responsibility for implementation.® Figure 18-6 illustrates the pro-
cess, using KitchenAid appliances as an example. Whirlpool, the com-

pany that owns the brand, focused its investments on four value drivers:
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versatility, performance, styling, and crattsmanship. For each of these, the
company developed a tagline that describes the benefit from the custom-
er’s point of view. Versatility aspires to provide “cooking/warming ‘how

999

I needit. .. where I need it,” and craftsmanship means “fit, feel & finish
that 1s durable and never fails.” Engineers used the taglines to identify
strings of innovation projects. Whirlpool calls these strings migration paths.
Each path promises to raise WTP along one of the four dimensions. The
rectangles in figure 18-6 represent the planned innovation projects.’

What I find particularly interesting about Whirlpool’s migration
paths is that they include projects for which the operating units currently
lack resources. Placing these projects on the paths is valuable, because it
shows opportunities for reallocating talent and capital in the interest of
raising customer WTP even more effectively.

Seeing the four migration paths (represented by the large arrows), you
might conclude that Whirlpool decided to compete on innovation. But this
impression is false. Innovation is simply a tool; the strategy is to strengthen
the four value drivers. David Whitwam, then CEO of Whirlpool, said,
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“I don’t know how many times I've had to emphasize this. Innovation is
not our strategy. Our strategy is brand-focused value creation. . . . Innova-
tion is a critical enabler of the strategy.”" As it implemented the strategy
mapped out in the migration paths, the KitchenAid team was able to grow
its business considerably and raise prices by more than 3 percent over the
first five years of brand-focused value creation. Quite an accomplishment,
considering that, industrywide, prices fell by 7.7 percent.

Tatra banka illustrates the connection between value-creating activi-
ties, responsibilities, and performance with the help of a road map. The
map is prominently displayed in all its offices and branches (figure 18-7)."
Liday explains, “We describe our strategy in what we call “The Book of
the Bank.’ It’s a nice document, but we noticed that there was no direct
connection between the storyline in the book and the job descriptions of
our 4,000 employees, their day-to-day work.” Tatra uses the road map
to align its strategy with the activities in the bank.

Figure 18-8 shows the section of the map that pertains to mass market

customers.

Figyrc 18-F Tatva banka road map
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“Activities” represent the processes and initiatives that help Tatra
move value drivers in the desired direction. Across the top, the road
map displays KPIs. For example, in 2020 Tatra wanted to be the main
bank for 57 percent of its mass market customers. The numbered circles
indicate the part of the organization that bears responsibility for the
activity and, ultimately, its performance. Smileys and frownies indicate
how well the organization is meeting its goals (figure 18-7). “We go
through all the activities each quarter and have long conversations about
the frownie indicators. Why are we not on track?” says Liday. “If an
activity falls short for three-quarters, we meet with all division heads
and regional leaders, about 60 managers. In a deep dive, the owner of
the activity explains the issues, and we look for solutions.” Laughing, he
adds, “This is a meeting everybody wants to avoid.” Liday credits the
road map with providing a sense of strategic direction for nearly every-
one: “What I'm most happy about is that, in employee engagement sur-
veys, nearly 90 percent of Tatra employees tell us that they understand

the strategy of the bank and know how they contribute to its execution.”

Value Proposition for Employees

As important as a differentiated value proposition for customers are
advantages in WTS. “This was a process for us,” says Liday. “We knew
we had to have a business strategy, of course. But it took some time to
come to the conclusion that we needed the same view of customers and
employees. We ran through an intensive exercise, trying to understand
what is important to our employees, how they find meaning in their
work.” To identify and heighten differences in WTS, you can use the
exact same process described earlier. Figure 18-9 illustrates how Tatra
competes for people who might consider working as bank tellers.

In Slovakia, Amazon is the employer of choice for this group of
workers. The retailer stands out on all the criteria that matter most: an
engaging work environment (“creative thinking”), generous compen-

sation, and flexibility. McDonald’s, by contrast, struggles: it approaches
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the market average in only two value drivers (client satisfaction and the
quality of the company’s leadership), and it leads in no dimension. The
data also show that Tatra faces a tough competitive environment in the
market for this type of talent. The firm’s most promising opportunities
are to emphasize that Tatra banka promotes innovative thinking and
provides great opportunities for learning and development.

Keep in mind that any measure of WTS (or WTP, for that matter)
is subjective. The values in figure 18-9 reflect the perceptions of pro-
spective employees. These values may or may not correspond to actual
differences between the six competitors. The perceptions are important,
however, because they determine which jobs employees consider when
looking for work. If you find that your talent pool is missing particular
groups of individuals for whom you could provide attractive work, con-
sider taking a closer look at your talent funnel. Value curves can help

you understand how candidates think about the prospect of working at
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your firm. The results of the analysis are useful in developing employer
branding initiatives and steering recruitment efforts.

A comprehensive strategic plan includes customer and talent value
propositions. If your company relies on critical suppliers or works closely
with important complementors, you will also want to develop value
maps for these relationships.

Taken together, the maps will point to numerous opportunities for
creating value. Because every initiative that flows from this process is
directed at raising WTP or lowering WTS, activities in the organization
remain closely aligned, and you avoid a situation where hundreds of ini-

tiatives would pull the organization in different directions.

Value maps are a powerful tool that facilitates the transition from strat-
egy formulation (how you plan to move WTP and WTS) to strategy
implementation (the specific activities and initiatives that make the pro-
posed changes in WTP and WTS real). In my experience, the tool pro-

vides several key advantages.

o WTP and W'TS are summary statistics. An understanding of
your customer’s WTP informs competitive moves and pricing
decisions, but it does not tell you much about the reasons for this
valuation. Understanding value drivers completes the picture.
“The prospect that you are just average is very scary,” says Liday.
“We know we need to be different. But we need to know how.
Value maps are a perfect tool to help us navigate through this

complicated world.”

* Value maps are data driven. It is tempting to rely on one’s
intuition and anecdotes to get a sense of customer WTP and
talent WTS. But when I see companies undertake a serious value
curve analysis, there is almost always a surprise—a value driver
that turns out to be less critical than commonly assumed, or

an unexpected level of performance in some dimension. “The
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method is continuous and research-based,” says Expedia’s Anand.
“You can really measure your progress. It is a lot more detailed

and more reliable because it is based on data.”'?

Seeing your organization through the lens of value maps is an
exercise that is radically customer-, talent-, and supplier-centric.
Remember, the true performance of your organization matters
only to the extent that it influences the perceptions of these three

groups.

Most companies collect extensive data on customer perceptions of their
organization and the engagement of their employees. Value curve
analyses encourage you to also see the competition through the eyes
of both your customers and your talent. “Plotting all your com-
petitors together 1s pretty interesting,” explains Anand. “A lot of
times companies do research only on themselves, but [value curve

analysis] is really looking across your industry, which is super
helptul.”

Value drivers live midway between the rather abstract notions of WTP
and W'TS and the specific attributes that describe your current product
or service. This has two advantages. On the one hand, value drivers
are specific enough to be actionable. It is a straightforward task to
link them to operating models and KPIs. On the other hand, value
drivers do not specify in any detail how you will meet a particular
customer need. They help you explore new ways to satisty clients.
Focusing on value drivers, you are less likely to fall into the trap

of adopting a narrow mindset that equates business success with

selling more of what you already offer.
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Connecting the Dots

To achieve exceptional performance, strategists employ two levers:
willingness-to-pay (WTP) and willingness-to-sell (WTS). In the pre-
ceding chapters, we discussed the principal mechanisms that either raise
WTP or lower WTS. We also saw that value maps help us identify
opportunities for differentiation in WTP or WTS. Focusing on a single
lever (i.e., WTP or WTS) is useful for describing mechanisms that create
value.

In practice, however, it is unlikely that a strategic move will influence
only one of the two levers. Most real-world strategic initiatives affect
both ends of the value stick, so it is essential that you think through all
the changes—W TP, price, cost, and WTS—before you embark on a
new strategic course. This is all the more important because the four
elements are often interconnected. In the best of all worlds, an increase
in WTP lowers WTS, creating what strategists call a dual advantage. In
other instances, however, an increase in WTP lifts WTS and reduces
supplier surplus, forcing companies to decide whom to champion: cus-
tomers or suppliers.

In this chapter, we will explore the ways different modes of value

creation are connected. To take stock of the consequences of a particular
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strategic initiative, we will account for all the value drivers and for their
connections. Let’s begin with a practical example, Tommy Hilfiger’s

decision to enter the market for adaptive clothing.

Tommy Adaptive

“Mom, I want to wear jeans to school tomorrow—all my friends will
be wearing them.” For most parents, this type of request poses no chal-
lenge. Not so for Mindy Scheier. Her son Oliver, who was eight at the
time, suffers from a rare form of muscular dystrophy. Scheier explains,
“We learned early on that the everyday task of getting dressed was really
difficult for him. He couldn’t manipulate a button through a buttonhole.
He had a hard time getting bottoms over his leg braces. So we decided
he would just wear sweatpants to school every day, because that was
the only way he could safely go to the bathroom.”" When Oliver made
his request, Scheier, a fashion designer by trade, took a deep breath: “I
looked at him and said, ‘Of course you’re wearing jeans tomorrow!””

That night, Scheier purchased a pair of jeans, removed the zipper,
cut out the side pieces of the pants, and attached Velcro strips to fit
Oliver’s leg braces under his jeans. “It looked like an arts and crafts
project. Any proper fashion designer would’ve been horrified by what I
did,” Scheier remembers. “But the experience opened my eyes. Wearing
sweatpants every day made Oliver feel like he was dressing disabled.
Even I—steeped as I was in the fashion industry—had completely over-
looked how his clothing spoke to him, how he was missing out on the
confidence it could bring.”

Starting that night, Scheier has been on a mission to bring adapt-
able clothing to the 40 million Americans who find it difficult to dress
themselves.? She was particularly hopeful on the day she was scheduled
to meet with Gary Sheinbaum, CEO of Tommy Hilfiger Americas. To
convince him that clothing could easily be adapted to the needs of cus-
tomers with disabilities, Scheier had bought two pieces of each item

from Tommy Hilfiger’s entire children’s collection. “When the day of
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the meeting arrived, I set up the room like a mock showroom, a kind of
before-and-after,” she says. “I showed the original pieces and the mod-
ified versions; they looked identical. But they were all adjustable, easy
to get in and out of, and they had magnets behind the buttons, a much
better closure system.”

Sheinbaum immediately grasped the opportunity. Scheier remem-
bers, “Only five minutes into the meeting, Gary slammed his hands on
the table and said, “We’re in. I can’t believe nobody has done this. This is
amazing!’” Scheier was delighted—and surprised: “Tommy Hilfiger was
truly the first brand that just got it—they got the business opportunity,
got that this is the right thing to do. In many of my discussions with
other brands, I heard comments like, ‘If nobody has done this before,

999

there must be a reason.”” For his part, Sheinbaum explains, “It was a

natural fit for us. Tommy Hilfiger has always valued inclusion, and we
were ready to embrace the diversity of our customers.””

Tommy Hilfiger introduced a clothing line for children with dis-
abilities in partnership with Scheier in 2016. The following year, the
company launched Tommy Adaptive, which included a collection for

adults (figure 19-1).*

‘Figyro 19-1 Tommy Adaptive
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In 2020, the brand expanded the geographical reach of Tommy
Adaptive, making the products available in Japan, Europe, and Australia.
Adaptive shirts, dresses, and pants looked identical to regular Tommy
Hilfiger clothing, but the collection offered easy closures (magnets and
one-handed zippers, for example), bottoms optimized for sitting in a
wheelchair (pants with a lower front to reduce unwieldy fabric bunching,
and back rises without seams to eliminate pressure points), garments
that fit over prosthetics (concealed magnets at the hem accommodate leg
braces and orthotics), and ease of movement (dresses with openings at the
shoulders or the back, pants with slide loop closures that can be adjusted
with one hand). Tommy Hilfiger featured the Adaptive products along-
side the brand’s main collection on its website. Zappos, Macy’s, and

Amazon carried Tommy Adaptive in their online stores.

Integrated Strategic Thinking

In building the Adaptive business, the team at Tommy Hilfiger exhib-
ited a mindset that I admire in many successful strategists. They were
laser focused on value creation, developed deep empathy with their tar-
get customers, and excelled at carefully thinking through the many con-
sequences of competing in the adaptive market. Figure 19-2 shows how

Tommy Adaptive creates and captures value.

WTP and Price

The brand’s early research showed that an adaptive collection would lift
WTP in three ways. Customers with disabilities were willing to pay an
extra 10 percent for functional modifications of their wardrobe. Each
customer spent more than $500 annually on adaptive clothing, creating
a market of about $6 billion in the United States alone. The Tommy
Hilfiger brand and its distinctive style further raised WTP. A 2016
value map indicated that currently available adaptive clothing lacked a

prominent brand, offered limited choices, and suftered from poor social
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perception (figure 19-3). One focus group participant explained, “The
‘adaptive’ that is out there right now leans toward the accessibility part
of it. It screams medical.”® Stephanie Thomas, a Los Angeles—based styl-
ist who serves clients with disabilities, said, “The uncomfortable truth
is that you can find more fashion lines for pets than you can for people
with disabilities.”

To be competitive, Sheinbaum and his team concluded, Tommy
Adaptive needed to match existing clothing in comfort and fit. The
company would outcompete its rivals, however, by emphasizing style
and social perception, the brand’s traditional sources of advantage.

A third value driver, the team discovered, was a sense of respect and
inclusion. Jeannine D’Onofrio, executive vice president at Tommy Hil-

figer, explained.

Very quickly, we realized how hard this was going to be. Even

in focus groups, you are so afraid to get it wrong, to insult
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somebody. If T ask the wrong question, am I going to offend
them? I think it is one of the reasons no other major brand had
entered this market. You also have this feeling that you don’t
want to disappoint these customers. They have so many chal-
lenges already. Companies don’t want to be rejected, so it just

feels safer to stay away.’

To build a sense of respect and inclusion, the brand made a series
of critical decisions. One was to forgo a price premium for Tommy
Adaptive products. D’Onofrio explained, “We had to be authentic in
our desire to serve this community, and we could not afford to have
people feeling that we were taking advantage of them—for instance,
by overcharging them for clothing they never had but now wanted.”
The team also abandoned an early idea to build a separate website
for Tommy Adaptive customers and decided to feature the collection

on its main site, Tommy.com. In focus groups, many participants had
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urged the team not to make them feel separate: “I would want the
clothing to be talked about the same way other clothing is described. I
don’t want to feel isolated,” said one participant. Another added, “Just
like there is the tall section and the petite section, tell us, ‘Here’s the
adaptive section.””®

After more than a year of extensive research and more than 1,500
in-depth interviews, Sheinbaum and his team created a customer jour-
ney that reflected the three main drivers of WTP: adaptive clothing
with a multitude of functional modifications, all of which were designed
in close consultation with disabled persons (steps 1-6 in figure 19-4);
fashion concerns (steps 8 and 9); and a sense of inclusion and belonging
(steps 10—14).°

The launch of Tommy Adaptive did not disappoint. “The impact has
been fantastic,” says Sheinbaum. “In the very first quarter, two of our
five top-selling styles on Tommy.com were from this collection. And

20 percent of our kids’ business was driven by Adaptive.”"’
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WTS and Cost

Producing the Tommy Adaptive collection is about 20 percent more
expensive than regular Tommy Hilfiger clothing. The increased cost
reflects additional materials—each magnet cost about $1, for instance—
and the extra time it takes to produce the modifications. Tommy Hilfiger
asked its suppliers to absorb the extra manufacturing cost. D’Onofrio
recalled, “When we first showed them our video of customers with
disabilities wearing Tommy Adaptive clothing, the vendor reaction was
incredible. Some had tears in their eyes. Everybody asked how they
could help. And we said, ‘Charge us what you would normally charge
us. This is how you can help.”

As the vendors began to master the novel processes—preventing the
magnets from sticking to the sewing machines was only one of many
challenges—they shared their insights with one another. “Typically,
everybody has their own way of building efficiency in their factory,”
said D’Onofrio. “But in this setting, there is an unusual openness; ven-
dors are willing to share their insights. Everybody wants Adaptive to be
successful.” While the added manufacturing complexity increased ven-
dor WTS and reduced their margin, the change was tempered by cross-
supplier learning and the enthusiasm for contributing to the well-being
of people with disabilities, both of which lowered WTS and enhanced
supplier surplus.

The Adaptive team encountered a similar passion among Tommy
Hilfiger employees. Sarah Horton, senior director of marketing, had
many examples: “People would go to their managers and ask, ‘How can
I be a part of this?” Our advertising team was fully booked when we first
approached them. They were really strapped for time, but they went to
the head of their department and asked to take on the extra work. I was
floored to see how many teams did something like this.”"" D’Onofrio
added, “Adaptive touches many people in the organization. Take the
staft in our call center. They hear mostly complaints—some customers
yell, others hang up on you. Adaptive is different. One-third of all calls

are from customers who reach out just to say thank you.”
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Spillovers and Value Capture

Tommy Adaptive not only raised WTP and lowered WTS for employ-
ees (and perhaps the participating vendors), the collection also influ-
enced the brand’s principal business. “There is no doubt that the line
has created positive spillovers and a halo effect,” says Sheinbaum. “Some
85 percent of adaptive fashion customers are new to Tommy Hilfiger,
and 44 percent of visitors who come for the adaptive fashion collection

buy other products as well.”"?

When the Tommy Adaptive team mod-
eled the financial effects of entering the market for adaptive clothing, it
predicted that Tommy Adaptive margins would match the margins of

the regular collection once the business reached scale.”

Dual Advantages

Taking stock of all the value drivers in your business allows you to see
how they depend on one another. For Tommy Adaptive, every advan-
tage ultimately rests on customer delight. If the brand were less generous
with its target customers, employee engagement and vendor enthusiasm
for the project would suffer. Customers would also be less likely to shop
across adaptive and regular products. Sheinbaum and his team are keenly
aware of these connections. He explains, “Tommy Adaptive is all about
creating a better life for children and adults with disabilities. Improv-
ing their lives animates everything we do.” The link between customer
delight and WTS creates an important trade-off for Tommy Hilfiger.
To maintain an exceptional level of employee engagement and vendor
enthusiasm, the brand must not pursue an aggressive pricing strategy.
Tommy Adaptive’s dual advantage—higher WTP and lower WTS—
might come as a surprise to some strategists. Many believe that it is chal-
lenging, perhaps even impossible, to raise WTP and lower WTS at the
same time. In their view, company resources and capabilities normally
lend themselves to improving customer delight or supplier surplus, but not

both. The mindset of organizations that discover ever new ways of pleasing
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their customers, the argument goes, is very different from a mindset that
is ruthless at slashing cost and raising productivity. In the view of these
executives, trying to achieve a dual advantage risks achieving none, being
“stuck in the middle.” As Professor Michael Porter explains, “Becoming
stuck in the middle is often a manifestation of a firm’s unwillingness to
make choices about how to compete. It tries for competitive advantage
through every means and achieves none, because achieving different types
of competitive advantage usually requires inconsistent actions.”"

The inconsistencies that Professor Porter highlights play no role, how-
ever, if value drivers are connected naturally. Tommy Adaptive created
exceptional value for a disadvantaged group of customers, and employee
enthusiasm for the project followed easily. We have seen these kinds
of connections throughout this book. When Quest Diagnostics created
more attractive work conditions for its call center employees (WTSU),
call quality improved (WTPT). Malls give Apple a price break (WTSJ),
because the company attracts a large number of shoppers (WTPT). Doc-
tors at Narayana Health perform many surgeries, which increases their
productivity (WTS!) and improves quality (WTPT). When Intel (and
other successful semiconductor firms like Samsung) raises manufac-
turing yields—the fraction of wafers without defects—product qual-
ity increases (WTP1T) and costs fall (WTSU)."” Zara’s fast-fashion model
reduces inventory (WTSI), and it provides customers with the latest
trends in cuts and colors (WTP1T)." Progressive’s fleet of emergency
vehicles allows the insurer to take better care of customers who have had
an accident (WTPT), and it lowers fraud and administrative expenses
(WTSI)."” Do you check in online for your flights because you like
choosing your seat? You are a happier customer (WTPT), and you also
help reduce airline staffing cost (WTSJ).

Dual advantages are not uncommon, as these examples show. We
often find them in services, where employee satisfaction and customer
experience are inextricably linked. To build a dual advantage, pay close
attention to the connections that lead from one set of value drivers to
others. The stronger these bonds, the greater is the overall advantage

that your firm will enjoy.
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Beginning the Conversation

When [ visit companies, I make it a habit to ask executives why their
company achieves its current level of success. I often find that my hosts
hold very different views. Without a shared understanding of success,
however, guiding investments and securing a long-term competitive
advantage is challenging, perhaps even impossible. Value-based strategy,
as [ argue throughout this book, is ideally suited to developing a common
view of performance and identifying opportunities for enhanced returns.

To begin this conversation in your company, take a piece of paper,
draw a value stick, and ask three simple questions. What do we do to
move WTP? How do we change WTS? What are the connections
between our value drivers, prices, and costs? The preceding chapters
provide you with all the core ideas and considerations to successfully

lead this conversation. Here are some of the benefits you can expect.

* Recognizing value—Most firms use financial analyses to decide
which initiatives to pursue. These analyses reflect the company’s
ability to capture value, but they generally do not show the value
that is being created. Studying the financial model of the Tommy
Adaptive business, for example, you would see firm margins
and returns on investment. But customer delight, the substantial
goodwill with the community of people with disabilities, does
not easily make its way into spreadsheets. Yet it is customer
delight that drives every advantage that Tommy Hilfiger enjoys in
this market. If you are guiding your organization without recog-

nizing the value that you create, you are flying blind.

* Identifying value drivers—TIt is nice to know that your company
has an advantage in WTP or WTS, but it is even more important
to understand where this advantage comes from. As we saw in
chapter 18, value maps are ideally suited to identifying critical
value drivers. But even a first casual conversation can help align

your team.
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Seeing the connections—Some strategic initiatives create a dual
advantage, while many others have more mixed effects. Consider,
for instance, the competitive position of companies that decide

to build IBM-compatible personal computers. By adopting the
dominant industry standard, these companies benefit from net-
work effects that provide their customers with a wealth of useful
software and broad compatibility across multiple devices (WTPT).
But competing in the IBM-compatible market also exposes the
manufacturers to two powerful suppliers: Intel and Microsoft
(cost?). Those two companies combined earned 51 percent of all
industry profits in 1990, 72 percent in 1995, and 80 percent today,
leaving only a trickle of cash for everyone else.” In this example,
as in many others, increasing WTP leads to higher cost, making
the strategy far less attractive. Connecting the dots—seeing the
connections between your value drivers, prices, and cost (be they
positive, neutral, or negative)—is an important step in assessing

the true attractiveness of a strategic move.

Coordinating investments and aligning activities— Companies that
have only a shallow understanding of how they create and capture
value are forced to spread their investments across many domains
and activities. Who knows? Any one initiative might save the day,
any one technology, if missed, could undermine the firm’s future
success. In these companies, guiding investment and aligning
activities is an enormous challenge. Some teams make invest-
ments in order to raise WTP, adding cost. Others pare down
product quality to become more cost competitive. Before you
know it, the firm is a hive of inconsistent activities, stuck in the
middle, without a discernible competitive advantage. Recogniz-
ing how you create and capture value allows you to steer invest-
ments in the right direction, coordinate activities, and strengthen

your current competitive advantage.
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My hope is that this book has encouraged you to put pen to paper, draw
that value stick, and begin the conversation. Research is on your side.
You have excellent reasons to be optimistic about the potential of your
organization, about its ability to improve and perform at a higher level.
At the same time, [ won’t be surprised if you find disagreements in early
conversations about your company’s value stick. Do not be alarmed or
discouraged. Your experience is common, and airing these differences
is informative and useful. As you work toward a shared understanding
of your company’s current success and future opportunities—using hard
data to confirm some conjectures, collecting important examples to give
prominence to others—feel confident that you are contributing to your
company’s highest purpose: creating value for customers, employees,

suppliers, and shareholders.






Value for Society

The news was unexpected. In mid-2019, the Business Roundtable, an
association of 188 CEOs who lead America’s largest companies, broke
with a 20-year tradition of advocating for shareholder capitalism. Share-
holder primacy, the CEOs argued, was out. Going forward, corporations
needed to deliver value to all their stakeholders: customers, employees,
suppliers, and communities, as well as shareholders. JPMorgan Chase
CEO Jamie Dimon, the group’s chairman, explained, “[The new pur-
pose] more accurately reflects how our CEOs and their companies actu-
ally operate. It will help set a new standard for corporate leadership.”
You will not be surprised to learn that the announcement drew a
mixed response. “This is tremendous news because it is more critical
than ever that businesses in the 21st century are focused on generat-
ing long-term value for all stakeholders,” said Darren Walker, president
of the Ford Foundation.? Tricia Griffith, CEO of Progressive, agreed:
“CEOs work to generate profits and return value to shareholders, but
the best-run companies do more. They put the customer first and invest
in their employees and communities.” At the more cynical end of the
spectrum of responses, James Mackintosh, writing in the Wall Street Jour-

nal, predicted that little would change in practice: “Expect the usual
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solution: Companies will talk up their commitment to the latest corpo-
rate fashion while doing whatever they would have done anyway. Share-
holder return will still be the No. 1 concern. And No. 2 and No. 3.

How serious are the CEOs about stakeholder capitalism? Some signs
are encouraging. The Drucker Institute, for instance, reports that the
CEOs of the Business Roundtable lead companies that perform above
average on many dimensions that are critical to stakeholder capitalism.’
Professors Aneesh Raghunandan and Shiva Rajgopal are more skeptical,
pointing out that Business Roundtable companies are more likely than
other firms of their size and in the same industry to violate labor and
environmental regulations.®

At this point, it is too early to judge the Roundtable’s long-term com-
mitment to stakeholder capitalism, and unfortunately I do not have a
crystal ball. It is possible, however, to identify benchmark behaviors, to
draw up a list of decisions and actions that corporate boards and CEOs
would take if they genuinely valued the well-being of all stakehold-
ers. Value-based strategy is uniquely positioned to help create this list
because the framework provides a sharp definition of value and a precise
means by which we can determine how value gets shared.

Here is my list of expectations.

1. Stakeholder-focused corporations will take no credit for increasing
customer willingness-to-pay—creating value for customers is the
essence of business. Raising willingness-to-pay (WTP) is simply
good management. Even companies that are solely focused on

creating shareholder value will seek opportunities to lift WTP.*

*I know this is a stringent expectation. For a stakeholder-focused company, customer
delight has intrinsic value. As a result, the company will make investments in WTP
that a shareholder-focused firm would forgo. Because many of these investments still
contribute to the profitability of the stakeholder-focused company, in practice it will be
challenging to distinguish between (a) increases in WTP that are motivated solely by
financial returns and (b) increases in WTP that reflect a mix of shareholder and customer
concerns. I like to set the expectation this high because it discourages companies from
claiming too much credit for their actions.
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2. Stakeholder-focused corporations will take no credit for lowering the
willingness-to-sell of employees and suppliers—the same argument
holds at the lower end of the value stick. Creating value for
employees and suppliers is how companies contribute to the
well-being of their workers and the profitability of their sup-
pliers. But most of these actions are entirely consistent with an

exclusive focus on financial returns.

3. Stakeholder-focused corporations will share the value they create
more generously than competitive concerns would lead us to expect—
profit-oriented companies will maximize the returns to share-
holders, the owners of the company. Corporations that balance
the interests of multiple stakeholders are more generous with
customers, employees, and suppliers. Figure 20-1 illustrates the
difterence.

To attract customers, employees, and suppliers, the
stakeholder-focused organization needs to offer at least as much
value (customer delight, employee satisfaction, and supplier

surplus) as its profit-maximizing rival. Figure 20-1 shows this
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situation. At Price, and Cost , the stakeholder-focused company
is not yet living up to its name. It provides the competitively
required value to customers and employees; any extra value that
it creates flows to shareholders. In other words, the company
maximizes profits. If boards and CEOs are serious about bal-
ancing the interests of all stakeholders in a novel way, they would
be more generous toward customers (by charging lower prices),
employees (by offering more generous compensation), and sup-

pliers (by paying more for intermediate products and services).*

4. Stakeholder-focused corporations will take account of the true cost of
economic activity, and they will support policies that adjust prices
where this is necessary—value sticks misstate the value that com-
panies create if prices do not reflect the true cost of resources.
The most important example today is global warming. Because
the price of carbon does not mirror the cost of releasing green-
house gases, we burn too much fossil fuel, causing serious harm
to life on the planet. Stakeholder-focused organizations will
attempt to correct for the mispricing themselves—they will pur-
chase carbon offsets for flights, for example—and will support
public policies that correct prices. Unlike companies with a sole
focus on shareholder returns, many of which fight carbon pric-
ing today, stakeholder-focused companies will not lobby against

well-designed carbon taxes.’

5. Stakeholder-focused corporations will not use political influence to
soften competition—competition forces companies to share value
with customers and employees. Lobbying for trade protection

and other measures that increase barriers to entry is inconsistent

*Note that Price, and Cost, already reflect the connections between value drivers discussed
in chapter 19. For example, a company might pay more generous compensation because
it understands that satisfied staff will provide better service and lift WTP, allowing the
company to charge higher prices or win more business. This is simply smart business
practice, and not a focus on stakeholders.
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with delivering value to all stakeholders. Limiting competition
enhances financial returns to shareholders (and possibly employ-

ees) at the expense of customers.

Applying a value lens to stakeholder capitalism, two ideas strike me as
particularly important. First, business creates substantial value for cus-
tomers, employees, and suppliers even if its only goal is to maximize
financial returns. Think of all the stories in this book—DBest Buy, Apple,
Michelin, Quest, Intel, Tommy Hilfiger, and many more. Every one of
them is testament to the ability of business to create significant customer
delight, employee satisfaction, and supplier surplus. Competition is our
best assurance that companies continue to innovate in service to these
stakeholders.

Second, shareholder capitalism is at its shakiest if prices fail to reflect
the true cost of economic activity. Companies that exert political influ-
ence to keep prices distorted and limit competition do wonders to
weaken the case for any form of capitalism, shareholder or stakeholder.
To make matters worse, income and wealth inequality increase the abil-
ity (and the temptation) of corporate leaders to undermine, through
political means, a fair-minded distribution of value.® The consequences
are not difficult to spot. In developed economies, 50 percent of the pop-
ulation now agrees that “capitalism, as it exists today, does more harm

than good in the world.”

I am deeply convinced that we can do better. The key to progress is a
relentless focus on value creation, not value capture. Fortunately, there
is no contradiction. Financial success, as we have seen time and again,
will follow true value creation."” At a policy level, this means that cor-
porate leaders need to pay close attention to benchmarks number four
and number five. Undermining markets will surely leave us poorer—

and more divided! The most important work, however, takes place in
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companies. No matter where you sit in your organization, whether you
work alone, in a team, or lead a large corporation, can I ask you to never
tire of seeking new ways to increase WTP and lower WTS? Can I con-
vince you that your role is both vital and noble? What better way to lead
a life than being preoccupied with creating value for others, to touch

their lives in ways both big and small?



NOTES

Preface

1. The pioneering article is Adam M. Brandenburger and Harborne W. Stuart,
“Value-based Business Strategy,” Journal of Economics & Management Strategy,
March 1996, 5(1): 5-24. Strategy as a combination of cooperative and non-cooperative
moves is analyzed in Adam M. Brandenburger and Harborne W. Stuart, “Biform
Games.” Management Science, April 2007, 53(4):537-549. For readers interested in a book
that touches on many aspects of value-based strategy, I recommend Adam M. Branden-
burger and Barry J. Nalebuff, Co-opetition (New York: Doubleday, 1996).

2. Frances Frei and Felix Oberholzer-Gee, “Better, Simpler Strategy,” Boston:
Harvard Business School, 2017, at https://secure.touchnet.net/C20832_ustores/web/
classic/product_detail jsp?PRODUCTID=41&SINGLESTOR E=true.

Chapter One: Simpler, Better

1. Roger L. Martin, “The Big Lie of Strategic Planning,” Harvard Business Review,
January—February 2014, https://hbr.org/2014/01/the-big-lie-of-strategic-planning.

2. Michael Porter, “What Is Strategy?” Harvard Business Review, November—
December 1996, https://hbr.org/1996/11/what-is-strategy.

3. Rose Hollister and Michael D. Watkins, “Too Many Projects,” Harvard Business
Review, September—October 2018, https://hbr.org/2018/09/too-many-projects.

4. Jean-Michel Cousineau, Robert Lacroix, and Anne-Marie Girard, “Occupa-
tional Hazard and Wage Compensating Differentials,” Review of Economics and Statistics
74, no. 1 (February 1992): 166—169. Jonathan M. Lee and Laura O. Taylor, “Random-
ized Safety Inspections and Risk Exposure on the Job: Quasi-experimental Estimates
of the Value of a Statistical Life,” American Economic Journal: Economic Policy 11, no. 4
(November 2019): 350—374.

5. Adam M. Brandenburger and Harborne W. Stuart, “Value-based Business
Strategy,” Journal of Economics & Management Strategy 5, no. 1 (March 1996): 5—24;
Glenn MacDonald and Michael D. Ryall, “How Do Value Creation and Competition



242 Notes

Determine Whether a Firm Appropriates Value?” Management Science 50, no. 10
(October 2004): 1319-1333; Adam M. Brandenburger and Harborne W. Stuart, “Biform
Games,” Management Science 53, no. 4 (April 2007): 537-549; and Stuart W. Harborne, Jr.,
“Value Gaps and Profitability,” Strategy Science 1, no. 1 (March 2016): 56—70.

6. Roger L. Martin, “There Are Still Only Two Ways to Compete,” Harvard Business
Review, April 21, 2015, https://hbr.org/2015/04/there-are-still-only-two-ways-to
-compete.

7. Morningstar, “Best Buy Co Inc: Morningstar Rating,” http://financials.
morningstar.com/ratios/r.html?t=BBY.

8. Sharon McCollam, “Best Buy Earnings Call,” Thomson Reuters Street Events,
edited transcript, November 20, 2014.

9. Kinshuk Jerath and Z. John Zhang, “Store Within a Store,” Journal of Marketing
Research (August 2010): 748-763.

10. Susan Berfield and Matthew Boyle, “Best Buy Should Be Dead, But It’s
Thriving in the Age of Amazon,” Bloomberg Businessweek, July 19, 2018, https://www.
bloomberg.com/news/features/2018-07-19/best-buy-should-be-dead-but-it-s-
thriving-in-the-age-of-amazon.

11. John R. Wells and Gabriel Ellsworth, “Reinventing Best Buy,” Case 716-

455 (Boston: Harvard Business School, 2018), 8, https://store.hbr.org/product/
reinventing-best-buy/716455.

12. Hubert Joly, “Best Buy Earnings Call,” Thomson Reuters Street Events, edited
transcript, November 20, 2014.

13. Hubert Joly, “Best Buy Earnings Call,” Thomson Reuters Street Events, edited
transcript, November 19, 2013.

14. Bin Jiang and Timothy Koller, “A Long-Term Look at ROIC.” McKinsey Quar-
terly, February 1, 2006, https://www.mckinsey.com/business-functions/strategy-and-
corporate-finance/our-insights/a-long-term-look-at-roic.

15. Hubert Joly, “Sanford C. Bernstein Strategic Decisions Conference,” Thomson
Reuters Street Events, edited transcript, May 29, 2013.

16. Joly, “Best Buy Earnings Call,” November 20, 2014.

17. Berfield and Boyle, “Best Buy Should Be Dead, But It’s Thriving in the Age of
Amazon.”

18. Paul Buchheit, “If Your Product Is Great, It Doesn’t Need to Be Good,”
February 9, 2010, http://paulbuchheit.blogspot.com/2010/02/if-your-product-is-
great-it-doesnt-need.html.

19. Ghassan Khoury and Steve Crabtree, “Are Businesses Worldwide Suffering
From a Trust Crisis?” Gallup, February 6, 2019, https://www.gallup.com/work-
place/246194/businesses-worldwide-suffering-trust-crisis.aspx.

20. Edelman, “Trust Barometer 2020,” January 19, 2020, https://www.edelman.
com/trustbarometer.

Chapter Two: A Sea of Opportunities

net operating profit after taxes

1. ROIC is calculated as .
book value of equity+book value of debt-cash
2. The data in the figure come from Compustat. The sample includes firms that
were in the S&P 500 in 2009 and remained in the index for the next ten years. ROIC
is calculated for each firm and year, using the mean of the sum of current and lagged
invested capital as the denominator. I dropped firms whose standard deviation in ROIC



Notes 243

is above the 95th percentile of the sample’s standard deviations. The distribution shown
in the figure reflects the firm-level averages for the 2009-2018 time period, winsorized
at 1 percent and 99 percent.

3. The source of the WACC data is Bloomberg.

4. Worldscope is the source of this data. The sample is the 500 largest companies by
market capitalization in each market in 2009 that remained in this group for the next ten
years. ROIC is calculated following the procedure for the US data. As before, I dropped
firms whose standard deviation in ROIC is greater than the 95th percentile of the sample’s
standard deviations. The data for China excludes companies listed in Hong Kong.

5. Josie Novak and Sridhar Manyem, “Risk, Return, and Diversification Affect
Cost of Capital Through the Cycle,” Financial Review, May 22, 2019.

6. The data in the figure comes from Compustat. It includes all companies with
at least seven years of data between 2009 and 2018. The industry definitions follow the
Global Industry Classification Standard, a system developed by MSCI and Standard &
Poor’s. ROIC is calculated as in figure 2-1.

7. To calculate the performance gain within an industry, I sort industries by inter-
quartile range in ROIC and select the median industry, food and beverages, which has
an interquartile range of 0.108. To compute performance differences across industries, I
look at the distribution of the industry-level median ROIC and compare the 25th per-
centile (0.055) and the 75th percentile (0.089). These calculations are obviously sensi-
tive to industry definitions. To test for robustness, I compare the calculation in the text
with a calculation for a finer-grained classification with 70 industries. For this sample,
the within-industry interquartile range is 0.109. Across industries, the interquartile
range of median ROIC is 0.045. At least for these two samples, the definition of indus-
try does not change the conclusion that within-industry performance differences are far
greater than differences across industries.

8. If you don’t mind some overly dramatic music, an entertaining video is “Top
10 Most Valuable Companies in the World (1997-2019),” April 28, 2019, https://www.
youtube.com/watch?v=8W VoJ6JNLOS.

9. Rita Gunther McGrath, “Transient Advantage,” Harvard Business Review 91, no.
6 (June 2013): 62—70.

10. Gerry McNamara, Paul M. Vaaler, and Cynthia Devers, “Same As It Ever Was:
The Search for Evidence of Increasing Hypercompetition,” Strategic Management Journal
24, no. 3 (March 2003): 261-278.

Chapter Three: Think Value, Not Profit

1. Suzanne Kapner, “Apple Gets Sweet Deals from Mall Operators,” Wall Street
Journal, March 10, 2015, https://www.wsj.com/articles/apple-gets-sweet-deals-
from-mall-operators-1426007804.

2. Grace Dobush, “Uber Joins Lyft in Giving Free Rides to the Polls on Election
Day,” Fortune, October 5, 2018, http://fortune.com/2018/10/05/uber-lyft-free-
rides-polls-election-day.

Chapter Four: Claps and Cheers

1. AP, “It Took a Brilliant Marketing Campaign to Create the Best-Selling
Drug of All Time,” Business Insider, December 28, 2011, https://www.businessinsider.
com/lipitor-the-best-selling-drug-in-the-history-of-pharmaceuticals-2011-12.



244 Notes

2. Chris Kohler, “Nintendo’s New Games Sound Great, Just Don’t Expect
Them Anytime Soon,” WIRED, June 10, 2014, https://www.wired.com/2014/06/
nintendo-e3-direct/.

3. “How Super Mario Became a Global Cultural Icon,” Economist, December 24,
2016, https://www.economist.com/christmas-specials/2016/12/24/how-super-
mario-became-a-global-cultural-icon.

4. Deborah Arthurs, “Lady Gaga’s Fragrance to Smell Like ‘an Expensive
Hooker’ . .. And Will It Be Called Monster?” Daily Mail, November 18, 2011,
https://www.dailymail.co.uk/femail/article-2063262/Lady-Gagas-monstrous-
fragrance-smell-like-expensive-hooker.html.

5. Lisa Beilfuss, “The Fiduciary Rule Is Dead. What’s an Investor to Do Now?”
Wall Street Journal, September 9, 2018, https://www.wsj.com/articles/the-fiduciary-
rule-is-dead-whats-an-investor-to-do-now-1536548266.

6. “John C. Bogle: A Look Back at the Life of Vanguard’s Founder,” Vanguard,
January 16, 2019, https://about.vanguard.com/who-we-are/a-remarkable-history/
founder-Jack-Bogle-tribute/.

7. Amy Whyte, “Passive Investing Rises Still Higher, Morningstar Says,”
Institutional Investor, May 21, 2018, https://www.institutionalinvestor.com/article/
b189t5r8g9xvhce/passive-investing-rises-still-higher,-morningstar-says.

8. Kathryn Zickuhr and Lee Rainie, “E-Reading Rises as Device Ownership
Jumps,” Pew Research Center, January 16, 2014, https://www.pewresearch.org/
internet/2014/01/16/e-reading-rises-as-device-ownership-jumps/.

9. David B. Yoffie and Barbara Mack, “E Ink in 2005,” Case 705-506 (Boston: Har-
vard Business School, March 2, 2006), https://store.hbr.org/product/e-ink-in-2005/705506.

10. “Why Sony’s Reader Lost to Kindle, and How It Plans to Fight Back,” Business
Insider, August 24, 2009, https://www.businessinsider.com/why-sonys-reader-
failed-and-how-it-plans-to-fight-the-kindle-2009-8.

11. Pew Research Center, “What Kind of E-Reading Device Do You Own?”
Statista, April 10, 2012, https://www.statista.com/statistics/223101/e-reader-
ownership-in-the-us-by-device-type/.

12. Michael Kozlowski, “The Evolution of the Sony E-Reader—in Pictures,” Good
e-Reader, June 15, 2014, https://goodereader.com/blog/electronic-readers/the-
evolution-of-the-sony-e-reader-in-pictures.

13. Michael Kozlowski, “The Evolution of the Kindle E-Reader—in Pictures,”
Good e-Reader, May 11, 2014, https://goodereader.com/blog/electronic-readers/
the-evolution-of-the-kindle-e-reader-in-pictures.

14. Image provided by Bigbelly, used with permission.

15. Brenda Pike, “Big Belly Update,” Pragmatic Environmentalism (blog), February 3,
2010, https://pragmaticenvironmentalism.wordpress.com/category/trash/.

16. Chris Herdt, “Big Belly Trash Cans and Usability,” Accidental Developer (blog),
July 29, 2012, https://osric.com/chris/accidental-developer/2012/07/big-belly-
trash-cans-and-usability/.

17. Stu Bykofsky, “‘BigBelly’ High-Tech Trash Cans in Philly Didn’t Work Out As
Planned,” Government Technology, June 26, 2017, http://www.govtech.com/fs/perspectives/
BigBelly-High-Tech-Trash-Cans-in-Philly-Didnt-Work-Out-As-Planned.html.

18. Image provided by Bigbelly, used with permission.

19. The story of Brin and Page meeting Bell is recounted in Steven Levy, In the Plex:
How Google Thinks, Works, and Shapes Our Lives (New York: Simon and Schuster, 2011).



Notes 245

20. Michael E. Porter, Mark R. Kramer, and Aldo Sesia, “Discovery Limited,” Case
715-423 (Boston: Harvard Business School, August 30, 2018), https://store.hbr.org/
product/discovery-limited/715423.

21. Adrian Gore, “How Discovery Keeps Innovating,” McKinsey Quarterly, May 1,
2015, https://www.mckinsey.com/industries/healthcare-systems-and-services/
our-insights/how-discovery-keeps-innovating#.

22. Victoria Ivashina and Esel Cekin, “Kaspi.kz IPO,” Case 220-007 (Boston:
Harvard Business School, October 3, 2019), https://store.hbr.org/product/
kaspi-kz-ipo/220007.

23. John Koetsier, “Why Every Amazon Meeting Has at Least 1 Empty Chair,”
Inc., April 5, 2018, https://www.inc.com/john-koetsier/why-every-amazon-meeting-
has-at-least-one-empty-chair.html.

24. Brad Stone, The Everything Store: Jeff Bezos and the Age of Amazon (New York:
Little, Brown, 2013), 21-23.

25. Hiten Shah, “How Amazon Web Services (AWS) Achieved an $11.5B Run
Rate by Working Backwards,” Hitenism (blog), accessed November 17, 2020, https://
hitenism.com/amazon-working-backwards/.

26. Leslie Hook, “Person of the Year: Amazon Web Services’ Andy Jassy,” Financial
Times, March 17, 2016, https://www.ft.com/content/a515eb7a-d0ef-11e5-831d-
09t7778¢7377.

27. Stone, The Everything Store, 221.

28. Ian McAllister, “What Is Amazon’s Approach to Product Development and
Product Management?” Quora, May 18, 2012, https://www.quora.com/What-
is-Amazons-approach-to-product-development-and-product-management.

29. Images from Wikimedia Commons.

30. Clayton M. Christensen, Thomas Craig, and Stuart Hart, “The Great Dis-
ruption,” Foreign Affairs, March/April 2001, https://www.toreignaftairs.com/articles/
united-states/2001-03-01/great-disruption.

31. Rachel Green and Gregory Magana, “Banking Briefing,” Business Insider Intel-
ligence, September 30, 2020, https://intelligence.businessinsider.com/post/nubank-
reportedly-plans-to-launch-in-colombia.

32. Yuri Dantas, “Nubank’s Culture: The Key to Keeping Customer Focus,”
Nubank, October 23, 2019, https://blog.nubank.com.br/nubanks-culture-the-
key-to-keeping-customer-focus/.

Chapter Five: Hiding in Plain Sight

1. Lloyd Vries, “eBay Expects Great Things of China,” CBS News, April 13, 2004,
https://www.cbsnews.com/news/ebay-expects-great-things-of-china/.

2. Felix Oberholzer-Gee and Julie Wulf, “Alibaba’s Taobao (A),” Case 709-456
(Boston: Harvard Business School, January 6, 2009), https://store.hbr.org/product/
alibaba-s-taobao-a/709456.

3. Oberholzer-Gee and Wulf, “Alibaba’s Taobao (A).”

4. Exhibit from Vivek Agrawal, Guillaume de Gantes, and Peter Walker, “The
Life Journey US: Winning in the Life-Insurance Market,” McKinsey, March 1, 2014,
https://www.mckinsey.com/industries/financial-services/our-insights/life-journey-
winning-in-the-life-insurance-market. Copyright 2020 McKinsey & Company. All
rights reserved. Reprinted by permission.



246 Notes

5. James Scanlon, Maggie Leyes, and Karen Terry, “2018 Insurance Barometer,”
LL Global Inc., https://www.gpagency.com/wp-content/uploads/2018-Insurance-Ba-
rometer-Study.pdf.

6. “Primary Reason for Digital Shoppers in the United States to Abandon Their
Carts as of November 2018,” Forter, January 18, 2019, https://www.statista.com/
statistics/379508/primary-reason-for-digital-shoppers-to-abandon-carts.

7. Review of Haier HVFO60ABL 60-Bottle Wine Cellar, “It Vibrates,” July 19,
2005, https://www.amazon.com/Haier-HVFO60ABL-60-Bottle-Cellar-Slide-Out/
product-reviews/BO0006LABQ.

8. Groupe EuroCave, “The French SME That Became World Leader,” 2016,
https://en.eurocave.com/img/cms/Presse2/CP/EN/EuroCave-Press-Kit-2016.pdf.

9. Lee Jussim et al., “Stereotype Accuracy: One of the Largest and Most Replicable
Effects in All of Social Psychology,” in Handbook of Prejudice, Stereotyping, and Discrimina-
tion, ed. Todd D. Nelson (New York: Psychology Press, 2015), chapter 2.

10. Patrick Spenner and Karen Freeman, “To Keep Your Customers, Keep It
Simple,” Harvard Business Review, May 2012, https://hbr.org/2012/05/to-keep-
your-customers-keep-it-simple.

Chapter Six: Looking for Helpers

1. The history of the company is told in Herbert R. Lottman, The Michelin Men:
Driving an Empire (London: I.B.Tauris, 2003).

2. Lottman, The Michelin Men: Driving an Empire, 24.

3. Gérard-Michel Thermeau, “André et Edouard Michelin: des patrons gon-
flés . .. Contrepoints, September 11, 2016, https://www.contrepoints.org/2016/
09/11/265324-andre-edouard-michelin-patrons-gonfles.

4. Revue du Sport Vélocipedique (Paris) 457, 458, June 10 and 17, 1892, reprinted
in Michelin Magazine 584, June—July 1989 (Rubrique d’un si¢cle no 2).

5. Lottman, The Michelin Men: Driving an Empire, 45.

6. Alex Mayyasi, “Why Does a Tire Company Publish the Michelin Guide?”
Priceonomics, June 23, 2016, https://priceonomics.com/why-does-a-tire-company-
publish-the-michelin-guide/.

7. Bryce Gaton, “Can Non-Tesla Electric Cars Use Tesla EV Chargers?” Driven,
April 3, 2019, https://thedriven.io/2019/04/03/can-non-tesla-electric-cars-
use-tesla-ev-chargers.

8. C. A.Jegede, “Effects of Automated Teller Machine on the Performance of
Nigerian Banks,” American_Journal of Applied Mathematics and Statistics 2, no. 1 (2014): 40—46.
9. Eriko Ishikawa, Christine Ribeiro, et al., “Being the Change: Inspiring the

Next Generation of Inclusive Business Entrepreneurs Impacting the Base of the
Pyramid,” International Finance Corporation, 2012, https://www.ifc.org/wps/wem/
connect/falc489b-7f4b-4527-a4£7-8957fcaa01b9/CIB+Inclusive+Business_Being_the_
Change.pdf?MOD=AJPER ES&CVID=IKblc6v.

10. Mike Bowers, personal communication, February 24, 2020.

11. Berkeley Lab, “Tracking the Sun,” https://emp.Ibl.gov/tracking-the-sun, makes
installation-level data publicly available. The analysis in this section builds on the
Berkeley data set.

12. Figures 6-2 and 6-3 are copyright 2019 The Regents of the University of Cali-
fornia, through the Lawrence Berkeley National Laboratory. All rights reserved.

13. Goksin Kavlak, James McNerney, and Jessika E. Trancika, “Evaluating the Causes
of Cost Reduction in Photovoltaic Modules,” Energy Policy, December 2018, 700—710.



Notes 247

14. Elaine Ulrich, “Soft Costs 101: The Key to Achieving Cheaper Solar Energy,”
Office of Energy Efficiency & Renewable Energy, February 25, 2016, https://www.
energy.gov/eere/articles/soft-costs-101-key-achieving-cheaper-solar-energy.

15. Barry Friedman, Kristen Ardani, David Feldman, Ryan Citron, and Robert Margo-
lis, “Benchmarking Non-Hardware Balance-of-System (Soft) Costs for U.S. Photovoltaic
Systems, Using a Bottom-Up Approach and Installer Survey,” National Renewable Energy
Laboratory, Technical Report NREL/TP-6A20-60412, October 2013.

16. Alan Krueger, “The Economics of Real Superstars: The Market for Concerts in
the Material World,” Journal of Labor Economics 23, no. 1 (2005): 1-30.

17. Harley Brown, “Spotify’s Secret Genius Songwriters Pen Letter to Daniel Ek
Over CRB Rate Appeal: “You Have Used Us,” Billboard, April 9, 2019, https://www.
billboard.com/articles/business/8506466/spotify-secret-genius-songwriters-letter—
daniel-crb-rate-appeal.

18. “Spotify Announces Nominees for 2018 Secret Genius Awards,” Spotify,
August 22, 2018, https://newsroom.spotify.com/2018-08-22/spotify-announces-
nominees-for-2018-secret-genius-awards/.

19. Oliver Giirtler, “On Pricing and Protection of Complementary Products,”
Review of Management Science 3 (2009): 209-223.

20. Ben Gilbert, “Despite the High Price, Microsoft Isn’t Turning a Profit
on the New Xbox,” Business Insider, June 14, 2017, https://www.businessinsider.
com/xbox-one-x-price-explanation-phil-spencer-e3-2017-6.

21. David Yoffie and Michael Slind, “Apple Inc. 2008,” Case 708-480 (Bos-
ton: Harvard Business School, September 8, 2008), https://store.hbr.org/product/
apple-inc-2008/708480.

22. Horace Dediu generously shared data on Apple’s services revenue. His smart
writing can be found at http://www.asymco.com/author/asymco/. Additional informa-
tion about the margin on services comes from Kulbinder Garcha (Philip Elmer DeWitt,
“Credit Suisse: Wall Street Has Apple’s Profit Margins All Wrong,” Philip Elmer
DeWVitt’s Apple 3.0, podcast, April 4, 2016, https://www.ped30.com/2016/04/04/apple-
services-margin-shocker/) and Apple’s financial statements.

23. Chaim Gartenberg, “Spotify, Epic, Tile, Match, and More Are Rallying Devel-
opers Against Apple’s App Store Policies,” Verge, September 24, 2020, https://www.
theverge.com/2020/9/24/21453745/spotity-epic-tile-match-coalition-for-app-fairness-
apple-app-store-policies-protest.

24. Jon Mundy, “Samsung Galaxy S10 Vs iPhone XS: The Complete Ver-
dict,” Trusted Reviews, April 30, 2019, https://www.trustedreviews.com/
news/samsung-galaxy-s10-vs-iphone-xs-3662621.

25. More examples are discussed in Orit Gadiesh and James L. Gilbert, “Profit
Pools: A Fresh Look at Strategy,” Harvard Business Review, May—]June 1998, https://hbr.
org/1998/05/profit-pools-a-fresh-look-at-strategy.

Chapter Seven: Friend or Foe?

1. John Jong-Hyun Kim and Rachna Tahilyani, “BYJU’S The Learning App,”
Case 317-048 (Boston: Harvard Business School, February 28, 2017), https://store.hbr.
org/product/byju-s-the-learning-app/317048.

2. In response to increases in ASCAP licensing fees, radio broadcasters had estab-
lished a rival licensing organization, Broadcast Music, Inc. (BMI). BMI titles could be
played during the boycott. Christopher H. Sterling and John Michael Kittross, Stay
Tuned: A History of American Broadcasting (Abingdon, UK: Routledge, 2001).



248 Notes

3. “The Office of the Future,” Businessweek, May 26, 2008.

4. The figures are for office paper consumed in the United States. United States
Environmental Protection Agency, Advancing Sustainable Materials Management:

Facts and Figures Report (Washington D.C., July 2018), https://www.epa.gov/
facts-and-figures-about-materials-waste-and-recycling/advancing-sustainable-
materials-management.

5. Morgan O’Mara, “How Much Paper Is Used in One Day?” Record Nations,
February 11, 2016, updated January 3, 2020, https://www.recordnations.com/2016/
02/how-much-paper-is-used-in-one-day.

6. Gordon Kelly, “The Paperless Office: Why It Never Happened,” ITProPortal,
March 9, 2012, https://www.itproportal.com/2012/03/09/paperless-office-
why-it-never-happened.

7. “Technological Comebacks: Not Dead, Just Resting,” Economist, October 9,
2008, https://www.economist.com/leaders/2008/10/09/not-dead-just-resting.

8. Bernardo Batiz-Lazo, “A Brief History of the ATM,” Atlantic, March 26, 2015,
https://www.theatlantic.com/technology/archive/2015/03/a-brief-history-of-
the-atm/388547.

9. Ben Craig, “Where Have All the Tellers Gone?” Federal Reserve Bank of
Cleveland, April 15, 1997, https://www.clevelandfed.org/en/newsroom-and-events/
publications/economic-commentary/economic-commentary-archives/1997-economic-
commentaries/ec-19970415-where-have-all-the-tellers-gone.aspx.

10. Jim Bessen generously shared this data. It is adapted from James Bessen, Learning
by Doing: The Real Connection between Innovation, Wages, and Wealth (New Haven: Yale
University Press, April 2015).

11. Kathleen Bolter, “What Bank Tellers Can Teach Us About How Automation Will
Impact Jobs,” Kentuckiana Works, April 3, 2019, https://www.kentuckianaworks.org/
news/2019/4/3/what-bank-tellers-can-teach-us-about-how-automation-will-impact-jobs.

12. Amos Tversky and Daniel Kahneman, “Prospect Theory: An Analysis of Deci-
sion under Risk,” Econometrica 47, no. 4 (1979): 263-291.

13. Matthew Gentzkow, “Valuing New Goods in a Model with Complementarity:
Online Newspapers,” American Economic Review 97, no. 3 (June 2007): 713—744.

14. Circulation data from “Newspapers Fact Sheet,” Pew Research Center, July 9,
2019, https://www journalism.org/fact-sheet/newspapers. Values for 2019 and 2020 are
extrapolated from the time series. The number of US households from US Census, US
Department of Commerce, https://www.census.gov. Similar circulation data for other
countries available at “Sixty Years of Daily Newspaper Circulation Trends,” Commu-
nications Management, May 6, 2011, http://media-cmi.com/downloads/Sixty_Years_
Daily_Newspaper_Circulation_Trends_050611.pdf.

15. Hasan Bakhshi and David Throsby, “Digital Complements or Substitutes? A
Quasi-Field Experiment from the Royal National Theatre,” Journal of Cultural Economics
38 (2014): 1-8.

Chapter Eight: Tipping Points
1. Harvey Morris, “China’s March to Be the World’s First Cashless Society,” Straits
Times, April 8, 2019, https://www.straitstimes.com/asia/east-asia/chinas-march-to-be-
the-worlds-first-cashless-society-china-daily-contributor; and Data Center of China
Internet, “Use of Mobile Value-Added Services by Mobile Internet Users in China
in 2011,” Statista, May 12, 2011, https://www.statista.com/statistics/236293/use-of-
mobile-value-added-services-by-mobile-internet-users-in-china.



Notes 249

2. Hiroshi Murayama, “In China, Cash Is No Longer King,” Nikkei Asia,

January 7, 2019, https://asia.nikkei.com/Business/Business-trends/In-China-cash-
is-no-longer-king.

3. “Social Media Stats Worldwide,” StatCounter, September 2020, https://gs.stat-
counter.com/social-media-stats.

4. Audrey Schomer and Daniel Carnahan, “The Digital Trust Report 2020,” Busi-
ness Insider, September 24, 2020.

5. Laura Forman, “Facebook Stays Out of the Corner,” Wall Street Journal, July 24,
2019, https://www.wsj.com/articles/facebook-stays-out-of-the-corner-11564006434;
and Daniel Sparks, “6 Metrics Behind Facebook’s 54 Percent Gain in 2019,” Motley
Fool, January 2, 2020, https://www.fool.com/investing/2020/01/02/6-metrics-
behind-facebooks-54-gain-in-2019.aspx.

6. Michael Grothaus, “More Than 60 Percent of Americans Don’t Trust Facebook
with Their Personal Information,” Fast Company, April 8, 2019, https://www.fastcom-
pany.com/90331377/more-than-60-of-americans-dont-trust-facebook-with-their-
personal-information.

7. Liron Hakim Bobrov, “Mobile Messaging App Map—February 2018, Similar-
Web (blog), February 5, 2018, https://www.similarweb.com/blog/mobile-messaging-
app-map-2018.

8. Estimates of the value of time in a ride-sharing context are provided by Nicholas
Buchholz et al., “The Value of Time: Evidence from Auctioned Cab Rides,” National
Bureau of Economic Research Working Paper 27087, May 2020, https://www.nber.
org/papers/w27087.

9. Charles Wolf and Bob Hiler, “Apple Computer,” Credit Suisse First Boston
Equity Research, January 7, 1997.

10. Mary Meeker and Gillian Munson, “Apple Computer (AAPL): Steve Brings in
the Surgeons for the Board,” Morgan Stanley Dean Witter, August 11, 1997.

11. Image used with permission of Bloomberg L.P. Copyright 2020. All rights
reserved.

12. Steve Jobs, “Macworld Boston 1997—The Microsoft Deal,” YouTube video, nd,
https://www.youtube.com/watch?v=WxOp5mBYIIY.

13. David Yoffie and Renee Kim, “Apple Inc. in 2010,” Case 710-467 (Boston: Harvard
Business School, March 21, 2011), https://store.hbr.org/product/apple-inc-in-2010/710467.

14. John Markoff, “Why Apple Sees Next as a Match Made in Heaven,” New York
Times, December 23, 1996, https://www.nytimes.com/1996/12/23/business/why-
apple-sees-next-as-a-match-made-in-heaven.html.

15. Wolf and Hiler, “Apple Computer.”

16. Peter Burrows, “The Fall of an American Icon,” Bloomberg, February 5, 1996,
https://www.bloomberg.com/news/articles/1996-02-04/the-fall-of-an-american-icon.
17. Amber Israelson, “Transcript: Bill Gates and Steve Jobs at D5,” All Things D,

May 31, 2007, http://allthingsd.com/20070531/d5-gates-jobs-transcript.

18. “Mobile Operating Systems’ Market Share Worldwide from January 2012 to
July 2020,” StatCounter, August 2020, https://gs.statcounter.com/os-market-share/
mobile/worldwide/#monthly-201901-201912.

19. Adriana Neagu, “Figuring the Costs of Custom Mobile Business App Develop-
ment,” Formotus, June 23, 2017, https://www.formotus.com/blog/figuring-the-
costs-of-custom-mobile-business-app-development.

20. Emil Protalinski, “Hey Microsoft, How Many Apps Are in the Windows
Store?” VentureBeat, March 30, 2016, https://venturebeat.com/2016/03/30/hey-
microsoft-how-many-apps-are-in-the-windows-store/.



250 Notes

21. Whitney Filloon, “The Quest to Topple OpenTable,” Eater, September 24, 2018,
https://www.eater.com/2018/9/24/17883688/opentable-resy-online-reservations-
app-danny-meyer.

22. Stephanie Resendes, “The Average Restaurant Profit Margin and How
to Increase Yours,” Upserve, September 23, 2020, https://upserve.com/restau-
rant-insider/profit-margins/. My calculation assumes a $50 tab per reservation. For
online travel agencies, approximate numbers are available at “Everything You Ever
Wanted to Know About Booking.com,” DPO, November 26, 2018, https://blog.
directpay.online/booking-com/ and Elliot Mest, “Hotel Profit Per Room Peaks in
October,” Hotel Management, December 9, 2018, https://www.hotelmanagement.net/
operate/hotel-profit-per-room-peaks-october.

23. Filloon, “The Quest to Topple OpenTable.”

24. Marco Iansiti and Karim R. Lakhani, “Managing Our Hub Economy,”
Harvard Business Review, September—October 2017, https://hbr.org/2017/09/
managing-our-hub-economy.

Chapter Nine: Strategies for Underdogs

1. For an application of this argument to Apple, see Joel West, “The Fall of a
Silicon Valley Icon: Was Apple Really Betamax Redux?” Strategy in Transition, ed.
Richard A. Bettis (New York: John Wiley & Sons, 2009).

2. Elizabeth Weise, “Amazon Launches Its Etsy Killer: Handmade at Amazon,”
USA Today, October 8, 2015, https://www.usatoday.com/story/tech/2015/10/08/
amazon-etsy-handmade-marketplace-store/73527482/.

3. Catherine Clifford, “Amazon Launches a Maker Marketplace That Will
Compete with Etsy,” Entrepreneur, October 8, 2015, https://www.entrepreneur.com/
article/251507.

4. Kaitlyn Tiffany, “Was Etsy Too Good to Be True?” Tox, September 4, 2019,
https://www.vox.com/the-goods/2019/9/4/20841475/etsy-free-shipping-amazon-
handmade-josh-silverman.

5. Lela Barker, “The Problem with Selling on Handmade at Ama-
zon,” Lucky Break Consulting (blog), 2016, https://www.luckybreakconsulting.
com/the-problem-with-selling-on-handmade-at-amazon/.

6. Roni Jacobson, “How Etsy Dodged Destruction at the Hands of Amazon,”
Wired, October 7, 2016, https://www.wired.com/2016/10/how-etsy-dodged-
destruction-at-the-hands-of-amazon/.

7. Jooyoung Kwaka, Yue Zhang, and Jiang Yu, “Legitimacy Building and E-
commerce Platform Development in China: The Experience of Alibaba,” Technological
Forecasting & Social Change 139 (February 2019): 115—124.

8. Differences between platforms are easier to sustain if there is tough competition
among sellers, because the sellers’ preference is to join different platforms. See Heiko
Karle, Martin Peitz, and Markus Reisinger, “Segmentation Versus Agglomeration:
Competition Between Platforms with Competitive Sellers,” Journal of Political Economy
128, no. 6 (June 2020): 2329-2374.

9. “Top 15 Most Popular Dating Websites,” eBizMBA, September 2019, http://
www.ebizmba.com/articles/dating-websites.

10. Mikolaj Jan Piskorski, Hanna Halaburda, and Troy Smith, “eHarmony,” Case
709-424 (Boston: Harvard Business School, July 2008), https://store.hbr.org/product/
eharmony/709424.



Notes 251

11. A formal model that illustrates this strategy is Hanna Halaburda, Mikolaj Jan
Piskorski, and Pinar Yildirim, “Competing by Restricting Choice: The Case of Match-
ing Platforms,” Management Science 64, no. 8 (August 2018): 3574-3594.

12. Angela G., “I Love eHarmony,” Sitejabber, August 23, 2015, https://www.
sitejabber.com/reviews/echarmony.com.

13. Seth Fiegerman, “Friendster Founder Tells His Side of the Story, 10 Years
after Facebook,” Mashable, February 3, 2014, https://mashable.com/2014/02/03/
jonathan-abrams-friendster-facebook/.

14. Sanghamitra Kar and Aditi Shrivastava, “ShareChat to Stay Focused on Users,
Unique Content,” Economic Times, February 25, 2020, https://economictimes.india-
times.com/small-biz/startups/newsbuzz/sharechat-to-stay-focused-on-users-unique-
content/articleshow/74201280.cms.

15. Manish Singh, “Twitter-Backed Indian Social Network ShareChat Raises $40
Million,” TechCrunch, September 24, 2020, https://techcrunch.com/2020/09/24/
indias-sharechat-raises-40-million-says-its-short-video-platform-moj-now-reaches-
80-million-uses/.

16. Reid Hoffman and Chris Yeh, Blitzscaling: The Lightning-Fast Path to Building
Massively Valuable Companies (New York: Currency, 2018).

Chapter Ten: Feeling Heard

1. Lorri Freifeld, “Training Top 125 Best Practice: BayCare Health System’s Journey
to Extraordinary,” Tiaining Magazine, January 15, 2019, https://trainingmag.com/training-
top-125-best-practice-baycare-health-system%E2%80%99s-journey-extraordinary/.

2. Jonathan V. Hall and Alan B. Krueger, “An Analysis of the Labor Market for
Uber’s Driver-partners in the United States,” ILR Review 71, no. 3 (May 2018): 705—732.
3. Claudio Fernandez-Araoz, It’s Not the How or the What But the Who: Succeed

by Surrounding Yourself with the Best (Boston: Harvard Business Review Press, 2014);
and Michael Mankins, Alan Bird, and James Root, “Making Star Teams Out of Star
Players,” Harvard Business Review, January—February 2013, https://hbr.org/2013/01/
making-star-teams-out-of-star-players.

4. Thomas Straubhaar, “Hier macht die Deutsche Bahn einmal alles richtig,” IWelt,
December 18, 2018, https://www.welt.de/wirtschaft/article185696420/Arbeitsvertraege-
Beschaeftigte-sollten-zwischen-Geld-und-Freizeit-waehlen-koennen.html; and DPA,
“Geld oder Freizeit? Bahn-Mitarbeiter wahlten mehr Urlaub,” Focus, October 8, 2018,
https://www.focus.de/finanzen/boerse/wirtschaftsticker/unternehmen-geld-oder-
freizeit-bahn-mitarbeiter-waehlten-mehr-urlaub_id_9723268.html.

5. Russell Smyth, Qingguo Zhai, and Xiaoxu Li, “Determinants of Turnover
Intentions among Chinese Oftf Farm Migrants,” Economic Change and Restructuring 42,
no. 3 (2009): 189—2009.

6. This section builds on two excellent case studies. Zeynep Ton, Cate Reavis, and
Sarah Kalloch, “Quest Diagnostics (A): Improving Performance at the Call Centers,”
Case 17-177 (Cambridge, MA: MIT Sloan School of Management, May 9, 2017); and
Zeynep Ton and Cate Reavis, “Quest Diagnostics (B): Transformation at the Call Cen-
ters,” Case 17-178 (Cambridge, MA: MIT Sloan School of Management, May 9, 2017).

7. Many more examples are given in Zeynep Ton, The Good Jobs Strategy: How the
Smartest Companies Invest in Employees to Lower Costs and Boost Profits (San Francisco:
New Harvest, 2014).

8. Ton and Reavis, “Quest Diagnostics (B): Transformation at the Call Centers,” 3.



252 Notes

9. Ton and Reavis, “Quest Diagnostics (B): Transformation at the Call Centers,” 3.

10. Ton and Reavis, “Quest Diagnostics (B): Transtormation at the Call Centers,” 5.

11. Ton and Reavis, “Quest Diagnostics (B): Transformation at the Call Centers,” 8.

12. Ton and Reavis, “Quest Diagnostics (B): Transformation at the Call Centers,” 7.

13. Zeynep Ton, personal communication, April 28, 2020.

14. Ton and Reavis, “Quest Diagnostics (B): Transformation at the Call Centers,” 11.

15. Saravanan Kesavan, Susan J. Lambert, and Joan C. Williams, “Less Is More:
Improving Store Performance by Reducing Labor Flexibility at the Gap, Inc.,” working
paper, Kenan-Flagler Business School, University of North Carolina at Chapel Hill,
November 21, 2019.

16. Joan C. Williams et al., “Stable Scheduling Increases Productivity and Sales,”
University of California, Hastings College of the Law, nd, https://worklifelaw.org/
projects/stable-scheduling-study/report/.

17. Kesavan et al., “Less Is More: Improving Store Performance by Reducing Labor
Flexibility at the Gap, Inc.”

18. Kesavan et al., “Less Is More: Improving Store Performance by Reducing Labor
Flexibility at the Gap, Inc.”

19. Joan C. Williams et al., “Stable Scheduling Study: Health Outcomes Report,”
University of California, Hastings College of the Law, nd, https://worklifelaw.org/
projects/stable-scheduling-study/stable-scheduling-health-outcomes/.

20. Adapted from Matthew Dey and Jay Stewart, “How Persistent Are Establish-
ment Wage Differentials?” US Bureau of Labor Statistics Working Paper, October 2016.

21. Rafael Lopes de Melo, “Firm Wage Differentials and Labor Market Sorting:
Reconciling Theory and Evidence,” Journal of Political Econony 126, no. 1 (2018): 313—346.
Table 1 of the paper provides a helpful summary of previous studies.

22. Hayley Peterson, “Bernie Sanders Accuses Walmart of Paying ‘Starvation
Wages,” Attacks the CEO’s Pay, and Praises Amazon,” Business Insider, June 5, 2019,
https://www.businessinsider.com/walmart-shareholders-bernie-sanders-wages-
amazon-2019-62r=US&IR=T.

23. Owl Labs, “State of Remote Work 2019,” September 2019, https://www.owl-
labs.com/state-of-remote-work/2019.

24. Peter Cappelli, “Why Do Employers Pay for College?”” National Bureau of Eco-
nomic Research Working Paper 9225, September 2002, https://www.nber.org/papers/
w9225.

25. Google Employees Against Dragonfly, “We Are Google Employees. Google
Must Drop Dragonfly,” Medium, November 27, 2018, https://medium.com/
@googlersagainstdragonfly/we-are-google-employees-google-must-drop-dragonfly-
4c8a30c5e5eb.

Chapter Eleven: Gigs and Passions

1. Jeremy Reynolds and Ashleigh Elain McKinzie, “Riding the Waves of Work
and Life: Explaining Long-Term Experiences with Work Hour Mismatches,” Social
Forces 98, no. 1 (September 2019): 427-460.

2. I emphasize the value of flexibility, but there is a larger list of conditions that
need to be met for gig workers to thrive. See Gianpiero Petriglieri, Susan J. Ashford,
and Amy Wrzesniewski, “Thriving in the Gig Economy,” Harvard Business Review,
March—April 2018, https://hbr.org/2018/03/thriving-in-the-gig-economy.

3. Diana Farrell and Fiona Greig, “Paychecks, Paydays, and the Online Platform
Economy: Big Data on Income Volatility,” JPMorgan Chase Institute, February 2016,



Notes 253

https://www.jpmorganchase.com/corporate/institute/document/jpme-institute-
volatility-2-report.pdf; and Harry Campbell, “The Rideshare Guy 2018 Reader Survey,”
Rideshare Guy, nd, https://docs.google.com/document/d/1g8pz00OnCb2mF;j_
97548nJAj4HfluExUEgVb45HwWDrE/edit.

4. M. Keith Chen, Peter E. Rossi, Judith A. Chevalier, and Emily Ochlsen, “The
Value of Flexible Work: Evidence from Uber Drivers,” Journal of Political Economy 127,
no. 6 (2019): 2735—2794.

5. From Chen, Rossi, Chevalier, and Oehlsen, “The Value of Flexible Work: Evi-
dence from Uber Drivers.”

6. Chen et al., “The Value of Flexible Work: Evidence from Uber Drivers.”

7. Annie Dean and Anna Auerbach, “96% of U.S. Professionals Say They Need
Flexibility, but Only 47% Have It,” Harvard Business Review, June 5, 2018, https://hbr.
org/2018/06/96-of-u-s-professionals-say-they-need-flexibility-but-only-47-have-it;
and Cathy Benko and Anne Weisberg, “Mass Career Customization: Build-
ing the Corporate Lattice Organization,” Deloitte Insights, August 1, 2008,
https://www?2.deloitte.com/us/en/insights/deloitte-review/issue-3/mass-career-
customization-building-the-corporate-lattice-organization.html.

8. “Modern Workplace Report 2019,” Condeco, July 24, 2019, https://www.con-
decosoftware.com/resources-hub/resource/modern-workplace-research-2019-20/.

9. Dean and Auerbach, “96% of U.S. Professionals Say They Need Flexibility, but
Only 47% Have It.”

10. Alison Wynn and Aliya Hamid Rao, “The Stigma That Keeps Consul-
tants from Using Flex Time,” Harvard Business Review, May 2, 2019, https://hbr.
org/2019/05/the-stigma-that-keeps-consultants-from-using-flex-time.

11. Mary Blair-Loy and Amy S. Wharton, “Employees’ Use of Work-Family
Policies and the Workplace Social Context,” Social Forces 80, no. 3 (March 2002):
813—845.

12. David Burkus, “Everyone Likes Flex Time, but We Punish Women
Who Use It,” Harvard Business Review, February 20, 2017, https://hbr.
org/2017/02/everyone-likes-flex-time-but-we-punish-women-who-use-it.

13. Blair-Loy and Wharton, “Employees’ Use of Work-Family Policies and the
Workplace Social Context”; and Christin L. Munsch, Cecilia L. Ridgeway, and
Joan C. Williams, “Pluralistic Ignorance and the Flexibility Bias: Understanding and
Mitigating Flextime and Flexplace Bias at Work,” Work and Occupations 41, no. 1
(February 2014): 40—62.

14. Munsch et al., “Pluralistic Ignorance and the Flexibility Bias: Understanding
and Mitigating Flextime and Flexplace Bias at Work.”

15. Joy Burnford, “Flexible Working: Moneysupermarket Group Strives
To ‘Be Brilliant Together,”” Forbes, May 22, 2019, https://www.forbes.
com/sites/joyburnford/2019/05/22/flexible-working-moneysupermarket-
group-strives-to-be-brilliant-together/#4bf047¢e4495.

16. Fbalestra, “FOOD52 Makes Every Food Enthusiast Feel Like Emeril,”
October 31, 2015, https://digital.hbs.edu/platform-digit/submission/
food52-makes-every-food-enthusiast-feel-like-emeril/.

17. Image from Wikimedia Commons.

18. Innocentive, “Open Innovation for All: The General Fusion Experience.”
September 2019, https://www.innocentive.com/wp-content/uploads/2019/09/
General-Fusion-Open-Innovation-2.1.pdf.

19. InnoCentive ran 2,000 challenges, received 162,000 proposed solutions, and paid
out $20 million. Statistics at https://www.innocentive.com/about-us/.



254 Notes

20. Daniel P. Gross, “Performance Feedback in Competitive Product Develop-
ment,” RAND Journal of Economics 48, no. 2 (Summer 2017): 438—466.

21. Figure 11-5 is copyright 2017, The RAND Corporation, John Wiley and Sons.
All rights reserved. Reprinted with permission.

22. Cody Cook, Rebecca Diamond, Jonathan Hall, John List, and Paul Oyer, “The
Gender Earnings Gap in the Gig Economy: Evidence from Over a Million Rideshare
Drivers,” Stanford University Working Paper, March 8, 2019, https://codyfcook.github.
io/papers/uberpaygap.pdf.

23. Lydia Polgreen, “Introducing HuffPost Opinion and HuffPost Personal,” Huff-
Post, January 18, 2018, https://www.huffpost.com/entry/huffpost-opinion-huffpost-
personal_n_5a5f6a29e4b096ecfca98edb.

24. Randall Lane, “Why Forbes Is Investing Big Money in Its Contributor Net-
work,” Forbes, February 14, 2018, https://www.forbes.com/sites/randalllane/2018/02/14/
why-forbes-is-investing-big-money-in-its-contributor-network/#28a623c12a3e.

25. Max Willens, “RIP Contributor Networks as a Publishing Shortcut to Scale,”
Digiday, March 3, 2017, https://digiday.com/media/rip-contributor-networks/.

26. About 1 percent of the US labor force is currently engaged in electronically
mediated (gig) work, but alternative work arrangements are far more common.

Eileen Appelbaum, Arne Kalleberg, and Hye Jin Rho, “Nonstandard Work
Arrangements and Older Americans, 2005-2017,” Center for Economic and Policy
Research, Economic Policy Institute, February 28, 2019, https://www.epi.org/
publication/nonstandard-work-arrangements-and-older-americans-2005-2017/.

Chapter Twelve: Supply Chains Are People, Too

1. Michael Verfiirden, “VW verklagt Zulieterer Prevent wegen Lieferstopps,”
Handelsblatt, January 7, 2020, https://www.handelsblatt.com/unternehmen/industrie/
millionenschaden-vw-verklagt-zulieferer-prevent-wegen-lieferstopps/25395032.
html?ticket=ST-1779675-9¢ZChhEd2UyQ75kcAXol-ap2; and Geoffrey Smith, “VW’s
Battle with Contractors Gets Unusually Messy,” Fortune, August 22, 2016, https://
fortune.com/2016/08/22/vw-supplier-dispute-production/.

2. “Amazon Cash Conversion Cycle,” Marketplace Pulse, 2020, https://www.
marketplacepulse.com/stats/amazon/amazon-cash-conversion-cycle-96.

3. Paul B. Ellickson, Pianpian Kong, and Mitchell J. Lovett, “Private Labels and
Retailer Profitability: Bilateral Bargaining in the Grocery Channel,” Simon Business
School, University of Rochester, Working Paper, August 21, 2018, http://paulellickson.
com/RetailBargaining.pdf; and Fiona Scott Morton and Florian Zettelmeyer, “The
Strategic Positioning of Store Brands in Retailer—Manufacturer Negotiations,” Review
of Industrial Organization 24 (2004): 161-194.

4. Note that this argument flips the usual logic, which emphasizes the ease with
which buyers can make purchases. Eric Almquist, Jamie Cleghorn, and Lori Sherer,
“The B2B Elements of Value,” Harvard Business Review, March—April 2018, https://hbr.
org/2018/03/the-b2b-elements-of-value.

5. Scott Duke Kominers, Masahiro Kotosaka, Nobuo Sato, and Akiko Kanno,
“Raksul,” Case 819-115 (Boston: Harvard Business School, April 1, 2019), https://store.
hbr.org/product/raksul/819115.

6. Greg Distelhorst, Jens Hainmueller, and Richard M. Locke, “Does Lean
Improve Labor Standards? Management and Social Performance in the Nike Supply
Chain,” Management Science (March 2017): 707—728.



Notes 255

7. It is not unusual for successful management techniques to spread slowly. See
Nicholas Bloom and John Van Reenen, “Measuring and Explaining Management
Practices across Firms and Countries,” Quarterly Journal of Economics 122, no. 4 (2007):
1351-1408.

8. Nien-hé Hsieh, Michael W. Toffel, and Olivia Hull, “Global Sourcing at Nike,”
Case 619-008 (Boston: Harvard Business School, June 11, 2019), https://store.hbr.org/
product/global-sourcing-at-nike/619008.

9. Distelhorst et al., “Does Lean Improve Labor Standards? Management and Social
Performance in the Nike Supply Chain.”

10. Hsieh et al., “Global Sourcing at Nike.”

11. Niklas Lollo and Dara O’Rourke, “Productivity, Profits, and Pay: A Field
Experiment Analyzing the Impacts of Compensation Systems in an Apparel Factory,”
Institute for Research on Labor and Employment Working Paper 104-18, Decem-
ber 2018, http://irle.berkeley.edu/files/2018/12/Productivity-Profits-and-Pay.pdf.

12. Daniel Vaughan-Whitehead, “How ‘Fair’ Are Wage Practices along the Supply
Chain? A Global Assessment,” in Towards Better Work: Understanding Labour in Apparel
Global Value Chains, ed. Arianna Rossi, Amy Luinstra, and John Pickles (Basingstoke,
UK: Palgrave Macmillan, 2014), 68—-102.

13. Data adapted from Niklas Lollo and Dara O’Rourke, “Productivity, Profits,
and Pay: A Field Experiment Analyzing the Impacts of Compensation Systems in an
Apparel Factory,” Institute for Research on Labor and Employment Working Paper
104-18, December 2018, http://irle.berkeley.edu/files/2018/12/Productivity-Prof-
its-and-Pay.pdf.

14. For detailed evidence from Costa Rica, for example, see Alonso Alfaro-Urena,
Isabela Manelici, and Jose P. Vasquez, “The Effects of Joining Multinational Supply
Chains: New Evidence from Firm-to-Firm Linkages,” UC Berkeley Working Paper,
April 2019, https://manelici-vasquez.github.io/coauthored/Eftects_of_Joining MNC_
Supply_Chains_body.pdf.

15. Alvaro Garcia-Marin and Nico Voigtlinder, “Exporting and Plant-Level Effi-
ciency Gains: It’s in the Measure,” Journal of Political Economy 127, no. 4 (2019): 1777-1825.

16. Isaac Elking, John-Patrick Paraskevas, Curtis Grimm, Thomas Corsi, and
Adams Steven, “Financial Dependence, Lean Inventory Strategy, and Firm Perfor-
mance,” Journal of Supply Chain Management 53, no. 2 (2017): 22—38.

17. Florian Badorf, Stephan M. Wagner, Kai Hoberg, and Felix Papier, “How Sup-
plier Economies of Scale Drive Supplier Selection Decisions,” Journal of Supply Chain
Management 55, no. 3 (July 2019): 45—67.

18. Jiri Chod, Nikolaos Trichakis, and Gerry Tsoukalas, “Supplier Diversification
Under Buyer Risk,” Management Science 65, no. 7 (2019): 3150—3173.

19. Krishna Palepu, Bharat Anand, and Rachna Tahilyani, “Tata Nao—The People’s
Car,” Case 710-420 (Boston: Harvard Business School, March 28, 2011), https://store.
hbr.org/product/tata-nano-the-people-s-car/710420.

20. Nandini Sen Gupta and Sumit Chaturvedi, “Big Auto Warms Up to Nano for
Takeaways,” Economic Times, September 1, 2009, https://economictimes.indiatimes.
com/big-auto-warms-up-to-nano-for-takeaways/articleshow/4957038.cms.

21. Susan K. Lacefield, “Dell Finds Gold in Parts Returns,” DC Velocity, November 23,
2009, https://www.dcvelocity.com/articles/20091201_dell_finds_gold_in_returns/.

22. Kate Vitasek, Karl Manrodt, Jeanne Kling, and William DiBenedetto, “How
Dell and FedEx Supply Chain Reinvented Their Relationship to Achieve Record-
Setting Results,” Vested for Success Case Study, Haslam College of Business, University



256 Notes

of Tennessee, nd, https://www.vestedway.com/wp-content/uploads/2018/07/Dell-
FSC-long-teaching-case-June-26-2018-PDF.pdf.

23. David Frydlinger, Oliver Hart, and Kate Vitasek, “A New Approach to Con-
tracts,” Harvard Business Review, September—October 2019.

24. Felix Oberholzer-Gee and Victor Calanog, “The Speed of New Ideas: Trust,
Institutions and the Diffusion of New Products,” Harvard Business School
Working Knowledge, May 22, 2007, https://hbswk.hbs.edu/item/the-speed-
of-new-ideas-trust-institutions-and-the-diffusion-of-new-products.

Chapter Thirteen: When Big Is Beautiful

1. Chad Syverson, “What Determines Productivity?” Journal of Economic Literature
49, no. 2 (2011): 326—365.

2. Chang-Tai Hsieh and Peter J. Klenow, “Misallocation and Manufacturing TFP
in China and India,” Quarterly Journal of Economics 124, no. 4 (2009): 1403-1448.

3. Lucia Foster, John Haltiwanger, and Chad Syverson, “Reallocation, Firm
Turnover, and Efficiency: Selection on Productivity or Profitability?” American Economic
Review 98, no. 1 (2008): 394—-425.

4. “Chart Book: The Legacy of the Great Recession,” Center on Budget and Pol-
icy Priorities, June 6, 2019, https://www.cbpp.org/research/economy/chart-book-
the-legacy-of-the-great-recession.

5. “Bailout Recipients,” ProPublica, January 31, 2020, updated periodically,
https://projects.propublica.org/bailout/list. A useful timeline of the financial crisis is
provided by “Federal Reserve Bank of St. Louis’ Financial Crisis Timeline,” Federal
Reserve Bank of St. Louis, https://fraser.stlouisfed.org/timeline/financial-crisis#54.

6. Congressional Oversight Panel, “March Oversight Report,” March 16, 2001,
https://www.gpo.gov/tdsys/pkg/CHRG-112shrg64832/pdf/CHR G-1125shrg64832.pdf.

7. Dealbook, “Greenspan Calls to Break Up Banks ‘Too Big to Fail,”” New York
Times, October 15, 2009, https://dealbook.nytimes.com/2009/10/15/greenspan-
break-up-banks-too-big-to-fail/.

8. Bank size and capital contribute to systemic risk. See Luc Laeven, Lev Rat-
novski, and Hui Tong, “Bank Size, Capital, and Systemic Risk: Some International
Evidence,” Journal of Banking & Finance 69, no. 1 (August 2016): S25—S34.

9. Dong Beom Choi, Fernando M. Duarte, Thomas M. Eisenbach, and James
Vickery, “Ten Years after the Crisis, Is the Banking System Safer?” Federal Reserve
Bank of New York, November 14, 2018, https://libertystreeteconomics.newyorkfed.
org/2018/11/ten-years-after-the-crisis-is-the-banking-system-safer.html.

10. The data is for 2006 and 2019. It comes from WorldScope.

11. Estimates taken from David C. Wheelock and Paul W. Wilson, “The Evolution
of Scale Economies in US Banking,” Journal of Applied Econometrics 33 (2018): 16—28, and
from Elena Beccalli, Mario Anolli, and Giuliana Borello, “Are European Banks Too
Big? Evidence on Economies of Scale,” Journal of Banking & Finance 58 (2005): 232-246.

12. Computer Economics, “IT Spending As a Percentage of Company Revenue
Worldwide as of 2019, by Industry Sector,” February 2019, https://www.statista.com/
statistics/1017037/worldwide-spend-on-it-as-share-of-revenue-by-industry/.

13. David B. Yoftie and Renee Kim, “Cola Wars Continue: Coke and Pepsi in
2010,” Case 711-462 (Boston: Harvard Business School, December 9, 2010), https://
store.hbr.org/product/cola-wars-continue-coke-and-pepsi-in-2010/711462.



Notes 257

14. The general point is made by John Sutton, Sunk Costs and Market Structure: Price Com-
petition, Advertising, and the Evolution of Concentration (Cambridge, MA: MIT Press, 1991).

15. Walmart, “Our Business,” nd, https://corporate.walmart.com/our-story/
our-business.

16. Thomas J. Holmes, “The Diffusion of Wal-Mart and Economies of Density,”
Econometrica 79, no. 1 (January 2011): 253-302.

17. Stephan Meier and Felix Oberholzer-Gee, “Wal-Mart: In Search of Renewed
Growth,” Columbia CaseWorks CU20, Columbia Business School, Fall 2020, https://
www8.gsb.columbia.edu/caseworks/node/303/Wal-Mart%253A%2BIn%2BSearch%
2Bof%2BRenewed%2BGrowth.

18. Stephen P. Bradley, Pankaj Ghemawat, and Sharon Foley, “Wal-Mart Stores,
Inc.,” Case 794-024 (Boston: Harvard Business School, January 19, 1994), https://hbsp.
harvard.edu/product/794024-PDF-ENG.

19. Juan Alcacer, Abhishek Agrawal, and Harshit Vaish, “Walmart around the
World,” Case 714-431 (Boston: Harvard Business School, January 3, 2017), https://
store.hbr.org/product/walmart-around-the-world/7144312sku=714431-PDF-ENG.

20. Ramon Casadesus-Masanell and Karen Elterman, “Walmart’s Omnichannel
Strategy: Revolution or Miscalculation?” Case 720-370 (Boston: Harvard Business
School, August 28, 2019), https://hbsp.harvard.edu/product/720370-PDF-ENG.

21. George Anderson, “Walmart Has a Too Much Grocery Problem,” Retail Wire,
November 15, 2019, https://retailwire.com/discussion/walmart-has-a-too-much-
grocery-problem/; and Russell Redman, “Study: Number of Online Grocery
Shoppers Surges,” Supermarket News, May 14, 2019, https://www.supermarketnews.
com/online-retail/study-number-online-grocery-shoppers-surges.

22. Adapted from Steven Berry and Joel Waldfogel, “Product Quality and Market
Size,” Journal of Industrial Economics 58, no. 1 (March 2010): 1-31. The figure is copyright
2010 John Wiley and Sons. All rights reserved. Reprinted with permission.

23. Berry and Waldfogel, “Product Quality and Market Size.”

24. Sutton, Sunk Costs and Market Structure: Price Competition, Advertising, and the
Evolution of Concentration.

Chapter Fourteen: Learning

1. This chapter is based on Felix Oberholzer-Gee, “Strategy Reading: Sustaining
Competitive Advantage,” Core Curriculum—Strategy (Boston: Harvard Business Pub-
lishing, Core Curriculum—Strategy, May 30, 2016), https://hbsp.harvard.edu/catalog/
collection/cc-strategy.

2. William J. Abernathy and Kenneth Wayne, “Limits of the Learning Curve,”
Harvard Business Review, September—October 1974, https://hbr.org/1974/09/
limits-of-the-learning-curve.

3. An early analysis is Kenneth J. Arrow, “The Economic Implications of Learning
by Doing,” Review of Economic Studies (June 1962): 155—-173.

4. Adapted from Steven D. Levitt, John A. List, and Chad Syverson, “Understand-
ing Learning by Doing,” Journal of Political Economy 121, no. 4 (August 2013): 643—681.

5. Felix Oberholzer-Gee, Tarun Khanna, and Carin-Isabel Knoop, “Apollo
Hospitals—First-World Health Care at Emerging-Market Prices,” Case 705-442 (Bos-
ton: Harvard Business School, February 10, 2005), https://store.hbr.org/product/apollo
-hospitals-first-world-health-care-at-emerging-market-prices/706440; and Tarun
Khanna, V. Kasturi Rangan, and Merlina Manocaran, “Narayana Hrudayalaya Heart



258 Notes

Hospital: Cardiac Care for the Poor,” Case 505-078 (Boston: HarvardBusiness School,
August 26, 2011), https://store.hbr.org/product/apollo-hospitals-first-world-health
-care-at-emerging-market-prices/706440.
6. Quoted in Robert A. Burgelman, Strategy Is Destiny: How Strategy-Making Shapes
a Company’s Future (New York: Free Press, 2002), 49.
7. Quoted in Burgelman, Strategy Is Destiny: How Strategy-Making Shapes a Compa-
ny’s Future.
8. Marvin B. Lieberman, “The Learning Curve, Diffusion, and Competitive Strat-
egy,” Strategic Management Journal 8 (1987): 441—452.
9. Michael Spence, “The Learning Curve and Competition,” Bell Journal of Eco-
nomics XII (Spring 1981): 49—70.
10. Pankaj Ghemawat and A. Michael Spence, “Learning Curve Spillovers and Mar-
ket Performance,” Quarterly Journal of Economics 100 (1985): 839—852.
11. Adapted from William J. Abernathy and Kenneth Wayne, “Limits of the
Learning Curve,” Harvard Business Review, September—October 1974, https://hbr.
org/1974/09/1limits-of-the-learning-curve.

Chapter Fifteen: No Reason to Sneer

1. Michael E. Porter, “What Is Strategy?” Harvard Business Review, November—
December 1996, https://hbr.org/1996/11/what-is-strategy.

2. Buffett is cited in David Perell, “The Customer Acquisition Pricing Parade,” David
Perell (blog), nd, https://www.perell.com/blog/customer-acquisition-pricing-parade.

3. Raffaella Sadun, Nicholas Bloom, and John Van Reenen, “Why Do We Under-
value Competent Management?” Harvard Business Review, September—October 2017,
https://hbr.org/2017/09/why-do-we-undervalue-competent-management.

4. Nicholas Bloom and John Van Reenen, “Measuring and Explaining Manage-
ment Practices Across Firms and Countries,” Quarterly Journal of Economics 122, no. 4
(2007): 1351-1408.

5. Raffaella Sadun, personal communication, February 19, 2020.

6. This graph reproduces data from the World Management Survey. Nick Bloom,
Renata Lemos, Raftaella Sadun, Daniela Scur, and John Van Reenen, “World Manage-
ment Survey,” Centre for Economic Performance, https://worldmanagementsurvey.org/.

7. Monitoring and target setting is found to be important in many contexts.

For evidence on airline pilot behavior, see Greer K. Gosnell, John A. List, and Rob-
ert D. Metcalfe, “The Impact of Management Practices on Employee Productivity: A
Field Experiment with Airline Captains,” Journal of Political Economy 128, no. 4 (2020):
1195-1233.

8. Nicholas Bloom, Christos Genakos, Ralf Martin, and Raffaella Sadun, “Modern
Management: Good for the Environment or Just Hot Air?” Economic Journal 120, no. 544
(May 2010): 551-572; Nicholas Bloom, Christos Genakos, Raffaella Sadun, and John Van
Reenen, “Management Practices Across Firms and Countries,” Academy of Management
Perspectives 26, no. 1 (February 2012): 12—33; and Nicholas Bloom, Renata Lemos, Rat-
faella Sadun, Daniela Scur, and John Van Reenen, “The New Empirical Economics of
Management,” Journal of the European Economic Association 12, no. 4 (2014): 835-876.

9. For the effectiveness of high-performance work practices in family firms, see
Daniel Pittino, Francesca Visintin, Tamara Lenger, and Dietmar Sternad, “Are High
Performance Work Practices Really Necessary in Family SMEs?” Journal of Family Busi-
ness Strategy 7 (2016): 75-89.



Notes 259

10. Sadun et al., “Why Do We Undervalue Competent Management?”

11. Raftaella Sadun, personal conversation.

12. Oriana Bandiera, Stephen Hansen, Andrea Prat, and Raffaella Sadun, “CEO
Behavior and Firm Performance,” Journal of Political Economy 128, no. 4 (2020):
1325-1369.

13. Christoph Lécuyer, “Confronting the Japanese Challenge: The Revival of Man-
ufacturing at Intel,” Business History Review 93 (Summer 2019): 349—373.

14. Arnold Thackray and David C. Brock, “Craig R. Barrett: Oral History Inter-
view,” interview with Craig R. Barrett, Science History Institute, December 14, 2005,
https://oh.sciencehistory.org/oral-histories/barrett-craig-r.

15. Lécuyer, “Confronting the Japanese Challenge: The Revival of Manufacturing
at Intel.”

16. Porter, “What Is Strategy?”

17. Robert A. Burgelman, Strategy Is Destiny: How Strategy-Making Shapes a Compa-
ny’s Future (New York: Free Press, 2002), 33.

18. Burgelman, Strategy Is Destiny: How Strategy-Making Shapes a Company’s Future, 49.

19. Chris J. McDonald, “The Evolution of Intel’s Copy Exactly Technology Trans-
fer Method,” Intel Technology Journal, Q4 1998, https://pdfs.semanticscholar.org/3195/
172157973017fe8114¢91d20b52¢af69d12¢.pdf.

20. Ramon Casedesus-Masanell, David Yoffie, and Sasha Mattu, “Intel Corpora-
tion: 1968—2003,” Case 703-427 (Boston: Harvard Business School, February 8, 2010),
https://store.hbr.org/product/intel-corp-1968-2003/703427.

21. For a helpful overview of Intel’s generations of microprocessors, see “Intel
Microprocessor Hall of Fame,” https://home.cs.dartmouth.edu/~spl/Academic/Orga-
nization/docs/IntelChips/IntelChips.htm.

22. A closely related argument is that execution involves strategic choices. See
Roger L. Martin, “CEOs Should Stop Thinking That Execution Is Somebody Else’s
Job; It Is Theirs,” Harvard Business Review, November 21, 2017, https://hbr.org/2017/11/
ceos-should-leave-strategy-to-their-team-and-save-their-focus-for-execution.

23. Meieran interview by Lécuyer, “Confronting the Japanese Challenge: The
Revival of Manufacturing at Intel,” 354.

24. McDonald, “The Evolution of Intel’s Copy Exactly Technology Transfer Method.”

Chapter Sixteen: Asking How

1. Kantar Millward Brown, “BrandZ Top 100 Most Valuable Global Brands 2018:
Brand Valuation Methodology,” https://www.brandz.com, 129.

2. Data from Kantar, “BrandZ Top Global Brands” for 2013 and 2018, http://
www.millwardbrown.com/brandz/rankings-and-reports/top-global-brands. Profitabil-
ity data taken from Capital IQ, 2013 and 2018.

3. Stanislav D. Dobrev and Glenn R. Carroll apply this argument to the size of
companies, which can be beneficial for many reasons. “Size (and Competition) among
Organizations: Modeling Scale-Based Selection among Automobile Producers in Four
Major Countries, 18851981, Strategic Management Journal 24, no. 6 (June 2003): 541—558.

4. Young Jee Han, Joseph C. Nunes, and Xavier Dreze, “Signaling Status
with Luxury Goods: The Role of Brand Prominence,” Journal of Marketing 74,
no. 4 (July 2010): 15-30.

5. Han et al., “Signaling Status with Luxury Goods: The Role of Brand Prominence.”

6. Image from Shutterstock, used with permission.



260 Notes

7. Han et al,, “Signaling Status with Luxury Goods: The Role of Brand Prominence.”

8. Prices for fake bags come from Purse Valley, http://www.bagvalley.ru/gucci-sylvie-
leather-top-handle-bag-431665-cvllg-1060-p-7152.htm.

9. Bart J. Bronnenberg, Jean-Pierre Dubé, Matthew Gentzkow, and Jesse M. Shapiro,
“Do Pharmacists Buy Bayer? Sophisticated Shoppers and the Brand Premium,”
University of Chicago working paper, June 2013.

10. Bronnenberg et al., “Do Pharmacists Buy Bayer? Sophisticated Shoppers and
the Brand Premium.”

11. Sun Qiang, “A Survey of Medicine Prices, Availability, Affordability and Price
Components in Shandong Province, China,” Center for Health Management and Pol-
icy, Shandong University, Jinan, nd.

12. Tom Hancock and Wang Xueqiao, “China Drug Scandals Highlight Risks to
Global Supply Chain,” Financial Times, August 6, 2018, https://www.ft.com/content/
38991820-8fc7-11e8-b639-7680cedcc421.

13. Beverage Industry Magazine, “Market Share of Ground Coffee in the United
States in 2020, by Leading Brands,” https://www.statista.com/statistics/451969/
market-share-of-ground-coffee-in-the-us-by-leading-brand/.

14. BartJ. Bronnenberg, Sanjay K. Dhar, and Jean-Pierre H. Dubé, “Brand History,
Geography, and the Persistence of Brand Shares,” Journal of Political Econonry 117, no. 1
(February 2009): 87-115.

15. Rohit Deshpande, Tarun Khanna, Namrata Arora, and Tanya Bijlani, “India’s Amul:
Keeping Up with the Times,” Case 516-116 (Boston: Harvard Business School, May 4,
2016), https://store.hbr.org/product/india-s-amul-keeping-up-with-the-times/516116.

16. MSW-ARS Research, “The Brand Strength Monitor, United States: Brand
Preferences for Midsize Sedans from February through April 2018, by Recent Purchase
Based on Loyalty,” https://www.statista.com/statistics/869961/us-brand-preferences-
for-midsize-sedans-based-on-loyalty/.

Chapter Seventeen: Being Bad in the Service of Good

1. Stewart Butterfield, “We Don’t Sell Saddles Here,” Medium, February 17, 2014,
https://medium.com/@stewart/we-dont-sell-saddles-here-4c59524d650d.

2. Butterfield, “We Don’t Sell Saddles Here.”

3. Youngme Moon, Different: Escaping the Competitive Herd (New York: Crown
Publishing, 2010), 107-127.

4. Frances Frei and Anne Morriss, Uncommon Service: How to Win by Putting Cus-
tomers at the Core of Your Business (Boston: Harvard Business Review Press, 2012).

5. For interested readers, Frei and Morriss describe the exercise in some detail in
Uncommon Service: How to Win by Putting Customers at the Core of Your Business, 30—45.

6. Value maps are similar to what W. Chan Kim and Renée Mauborgne call “strat-
egy canvas’ in their book Blue Ocean Strategy: How to Create Uncontested Market Space and
Make Competition Irrelevant (Boston: Harvard Business Review Press, 2005).

7. Fiona Czerniawska, personal communication, April 3, 2020.

Chapter Eighteen: Guiding Investment

1. Figure data from Expedia analysis.
2. Figure data from Expedia analysis.
3. Ike Anand, interview with author, February 28, 2020.



Notes 261

4. Figure data from Expedia analysis.

5. More helpful examples are in Frances Frei and Anne Morriss, Uncommon Service:
How to Win by Putting Customers at the Core of Your Business (Boston: Harvard Business
Review Press, 2012), 30—45.

6. Michal Liday, personal communication, March 26, 2020.

7. Data provided by Tatra banka.

8. Adam Brandenburger, “Strategy Needs Creativity,” Harvard Business Review,
March—April 2019, https://hbr.org/2019/03/strategy-needs-creativity.

9. The figure is from Jan W. Rivkin, Dorothy Leonard, and Gary Hamel, “Change
at Whirlpool Corporation (C),” Case 705-464 (Boston: Harvard Business School,
March 6, 2006), 1, https://store.hbr.org/product/change-at-whirlpool-corp-
a/7054622.

10. Rivkin, Leonard, and Hamel, “Change at Whirlpool Corporation (C).”
11. Photo provided by Tatra banka, used with permission.
12. Anand, interview with author.

Chapter Nineteen: Connecting the Dots

1. Mindy Scheier, personal communication, June 26, 2019.

2. Some 17.4 percent of Americans face serious mobility and self-care issues. Cen-
ters for Disease Control and Prevention, “Disability Impacts All of Us,” September 9,
2019, https://www.cdc.gov/ncbddd/disabilityandhealth/infographic-disability-
impacts-all.html.

3. Gary Sheinbaum, personal communication, October 26, 2018.

4. Photo provided by Tommy Hilfiger, used with permission.

5. PVH, “Outcomes and Quotes from Focus Groups Conducted at the Viscardi
Center,” July 28, 2016.

6. Chavie Lieber, “The Adaptive Fashion Opportunity,” Business of Fash-
ion, October 22, 2019, https://www.businessoffashion.com/articles/professional/
the-adaptive-fashion-opportunity.

7. Jeannine D’Onofrio, personal communication, April 25, 2019.

8. PVH, “Adaptive Phase 1: Getting the Language and Tone Right,” October 19,
2017.

9. The figure is the work of Firefish, Insight & Brand Consultancy, “Adaptive
Clothing E commerce,” http://www.firefish.us.com/.

10. Gary Sheinbaum, personal communication, October 26, 2018.

11. Sarah Horton, personal communication, April 25, 2019.

12. Lieber, “The Adaptive Fashion Opportunity.”

13. PVH, “PVH Adaptive: Discussion of Business Plan Update and Outlook,”
November 2, 2017.

14. Michael Porter, Competitive Advantage: Creating and Sustaining Superior Per-
formance (New York: Free Press, 1985), 17.

15. Jordan Siegel and James Chang, “Samsung Electronics,” Case 705-508 (Bos-
ton: Harvard Business School, February 27, 2009), https://store.hbr.org/product/
samsung-electronics/705508.

16. Pankaj Ghemawat and Jose Luis Nueno Iniesta, “ZAR A: Fast Fashion,” Case
703497 (Boston: Harvard Business School, December 21, 2006), https://store.hbr.org/
product/zara-fast-fashion/703497.



262 Notes

17. Frances Frei and Anne Morriss, Uncommon Service: How to Win by Putting Custom-
ers at the Core of Your Business (Boston: Harvard Business Review Press, 2012), 65—66.
18. Jason Dedrick and Kenneth L. Kraemer, “Globalization of the Personal
Computer Industry: Trends and Implications,” Center for Research on Informa-
tion Technology and Organizations, UC Irvine, 2002, https://escholarship.org/uc/
item/6wq2f4hx#main.

Chapter Twenty: Value for Society

1. Dimon is quoted in Rick Wartzman and Kelly Tang, “The Business Roundtable’s
Model of Capitalism Does Pay Off,” Wall Street Journal, October 27, 2019, https://
www.wsj.com/articles/the-business-roundtables-model-of-capitalism-does-pay-off’
-11572228120.

2. Walker is quoted in “Business Roundtable Redefines the Purpose of a Corpora-
tion to Promote ‘An Economy That Serves All Americans,” Business Roundtable, press
release, August 19, 2019, https://www.businessroundtable.org/business-roundtable-
redefines-the-purpose-of-a-corporation-to-promote-an-economy-that-serves-
all-americans.

3. Griffith is quoted in “Business Roundtable Redefines the Purpose of a Corpora-
tion to Promote ‘An Economy That Serves All Americans.””

4. James Mackintosh, “In Stakeholder Capitalism, Shareholders Are Still King,”
Wall Street Journal, January 19, 2020, https://www.wsj.com/articles/in-stakeholder-
capitalism-shareholders-are-still-king-11579462427.

5. Wartzman and Tang, “The Business Roundtable’s Model of Capitalism Does Pay
Ooft.”

6. Aneesh Raghunandan and Shiva Rajgopal, “Is There Real Virtue Behind the
Business Roundtable’s Signaling?” Wall Street_Journal, December 2, 2019, https://www.ws;.
com/articles/is-there-real-virtue-behind-the-business-roundtables-signaling-11575330172.

7. Nichola Groom, “Big Oil Outspends Billionaires in Washington State Carbon
Tax Fight,” Reuters, October 31, 2018, https://www.reuters.com/article/us-usa-
election-carbon/big-oil-outspends-billionaires-in-washington-state-carbon-tax-
fight-idUSKCNIN51H7.

8. Devashish Mitra, “Endogenous Lobby Formation and Endogenous Protection: A
Long-Run Model of Trade Policy Determination,” American Economic Review 89, no. 5
(1999): 1116—1134.

9. “2020 Edelman Trust Barometer,” Edelman, January 19, 2020, https://www.
edelman.com/trustbarometer.

10. For a technical explanation, see Stuart W. Harborne Jr., “Value Gaps and
Profitability,” Strategy Science 1, no. 1 (March 2016): 56—70.



LIST OF FIGURES

Figure 1-1. How businesses create value

Figure 1-2. Value creation under Renew Blue

Figure 1-3. Key value drivers

Figure 2-1. Return on invested capital (ROIC)
of S&P 500 Companies, 2009-2018

Figure 2-2. Return on invested capital (ROIC)
in various countries, 2009-2018

Figure 2-3. Return on invested capital (ROIC) in the
US insurance industry, 2009-2018

Figure 2-4. Return on invested capital (ROIC) in
various US industries, 2009-2018

Figure 2-5. Return on invested capital (ROIC) for
companies in the top third of the S&P 500 in 2009

Figure 3-1. Modes of value creation: Increases in WTP
and decreases in WT'S

Figure 3-2. Sharing value with customers, employees,
and suppliers

Figure 3-3. Apple benefiting from high WTP and low WTS

Figure 3-4. Competition among airlines

10
14

22

23

24

25

26

30

31
32
33



264 List of Figures

Figure 3-5. Differences in WTP and differences in customer
delight

Figure 4-1. Many companies pay more attention

to sales than customer WTP
Figure 4-2. Bigbelly trash compactors—original model

Figure 4-3. Bigbelly trash compactors—new model with
foot pedal

Figure 4-4. The 1966 Toyota Corolla (left) and the 1966

Pontiac Bonneville
Figure 5-1. Near-customers
Figure 5-2. US life insurance penetration
Figure 5-3. Customers and near-customers

Figure 5-4. Primary reason for digital shoppers to

abandon their cart
Figure 6-1. Complements for automobiles
Figure 6-2. Price of photovoltaic systems in the United States
Figure 6-3. Photovoltaic systems installer prices and profits
Figure 6-4. Price dynamics with complements
Figure 6-5. Unit gross profit for Apple products, 20092019
Figure 6-6. Apple’s shift in profit pools
Figure 7-1. Difficult to distinguish: Complements and substitutes
Figure 7-2. Bank teller positions and ATMs, 1970-2009
Figure 7-3. Print and online readership of the Washington Post
Figure 7-4. Paid newspaper circulation, 1950-2020
Figure 8-1. Network effects: Adoption increases WTP
Figure 8-2a. Direct network effect
Figure 8-2b. Indirect network effect
Figure 8-2c. Platform network effect
Figure 8-3. Competition in ride-sharing services
Figure 8-4. Competition in e-commerce

Figure 8-5. Apple’s touch with failure

34

41
45

46

52
55
56
57

58
63
68
69
69
73
74
78
80
82
84
88
89
90
91
94
96
97



List of Figures

Figure 8-6. Global market share of mobile operating systems
Figure 9-1. Network effects and competitive advantage
Figure 9-2. Same-side and cross-side network effects

Figure 10-1. Levers for increasing employee satisfaction

Figure 10-2. Increases in productivity lower WTS
and increase WTP

Figure 10-3. Differences between wages for the same

occupation in a market
Figure 10-4. Levers for increasing and sharing value
Figure 11-1. Gigs and passions
Figure 11-2. WTS for 100 Uber drivers in Philadelphia,

evening drive time

Figure 11-3. Workplace flexibility gaps, survey of white-collar

professionals

Figure 11-4. General Fusion array of pistons designed to

compress plasma
Figure 11-5. Logo design contests

Figure 12-1. Companies and their suppliers fighting

over fixed value

Figure 12-2. Compensation experiments at Nike vendor

factories
Figure 12-3. Criteria for selecting partner-suppliers
Figure 13-1. Productivity lowering cost and WTS
Figure 13-2. Economies of scale in banking
Figure 13-3. Economies of scale in trading
Figure 13-4. Market size and competition

Figure 14-1. Learning through greater cumulative

production lowers cost and WT'S
Figure 14-2. Learning effects in automotive assembly
Figure 14-3. How learning can stifle innovation

Figure 15-1. Strategy versus operational effectiveness

265

100
106
110
116

122

125
127
132

133

134

137
139

144

148
150
158
159
161
164

168
169
170
174



266 List of Figures

Figure 15-2. Diffusion of management practices
Figure 16-1. Brand value and financial success

Figure 16-2. Scale and profitability of law firms
Figure 16-3. Different mechanisms to raise WTP
Figure 16-4. Gucci handbags—the Sylvie (left) and the

Marmont
Figure 16-5. Three mechanisms for brands to raise WTP
Figure 17-1. Value drivers
Figure 17-2. Value map for a global consulting firm

Figure 17-3. Improving the global consulting firm’s

value proposition
Figure 18-1. Value map for online travel services
Figure 18-2. Groups of value drivers and firm performance
Figure 18-3. Evolving your value proposition
Figure 18-4a. Value map for Tatra banka, mass market customers

Figure 18-4b. Value map for Tatra banka, premium income

customers
Figure 18-5. Value drivers along Tatra’s marketing funnel
Figure 18-6. KitchenAid migration paths
Figure 18-7. Tatra banka road map
Figure 18-8. Tatra banka road map—Ilinking activities and KPIs
Figure 18-9. Competition for bank tellers in Slovakia
Figure 19-1. Tommy Adaptive

Figure 19-2. Tommy Hilfiger main collection versus Adaptive

collection

Figure 19-3. Value drivers and performance of

Tommy Hilfiger’s competitors
Figure 19-4. Journey for Tommy Adaptive customers

Figure 20-1. Stakeholder-focused company versus rival company

175
186
187
188

190
193
198
199

201
204
205
206
208

209
21
212
213
214
216
223

225

226
227
237



INDEX

A/B testing, 83-84
Accenture, 187
adaptive clothing market, 222-230
Airbnb, 192, 204, 207
airline industry, 33-35
Alibaba Group, 15, 5354, 64, 89, 92,
104, 108
Alipay, 54, 64, 88, 106
Amazon
Best Buy and, 7, 8, 9, 11, 13
e-reader market and, 14, 43—44, 64,
66, 72
Etsy and, 107-108
focus on WTP by, 43—44, 49-50
American Society of Composers, Authors
and Publishers (ASCAP), 77-78
Anand, Tke, 204205, 207, 217-218
Android operating system, 100, 101
anomaly detection algorithms, 17,
168-169
Apollo Hospitals, 168
Apple, 11, 64, 230
comeback by, 97-101
complements and, 15, 72-75
value creation by, 29-32
artificial intelligence, 168—169
AT&T, 92
ATMs, 80—81

Auerbach, Anna, 134
automobile industry, 167, 169, 193-194
AutoZone, 22

Baidu, 92

Bakhshi, Hasan, 84

banking industry, 158-160

bank tellers, 80—81

Barrett, Craig, 169, 178

barriers to entry, 162-164

BayCare, 116

Bayer aspirin, 190-191

Bell, George, 47

Best Buy, 7-13, 24-25

“Biform Games” (Brandenburger and
Stuart), 241n1, 241-242n5

Bigbelly, 44-46

BlaBlaCar, 93

Bloom, Nicholas, 174

BMW, 193

Bogle, John C., 42-43

Bohr, Bernd, 151-152

Booking.com, 204

Bosch Automotive, 16, 151-152

Bowers, Mike, 66—67

Brandenburger, Adam M., 241n1,
241-242n5



268 Index

brands, 185-194 dual advantages and, 230
reverse-positioned, 197 network effects and, 106—107
Brazil, 23, 175 WTP and, 41-42, 46
Brin, Sergey, 47 complementarity, measurement of,
Bronnenberg, Bart, 191 81-84
Bud Light, 192 complements, 61-76
Buffett, Warren, 173174, 178 distinguishing from substitutes, 77-85
business models, 47, 51, 77 profit pools, 7276
Business Roundtable, 19, 235, 236, Co-opetition (Brandenburger and Nale-
262n2, 262n3 buft), 241n1
Butterfield, Stewart, 195197 core products, 72
buyer-supplier relationships, 143—154 corporate culture, 134-135
BYJU’S, 77 cost of capital, 22, 23
costs
fixed, 159-165
Calanog, Victor, 153 productivity and, 157-158, 167
Camacho, MaryAnn, 117-119, 120 variable, 164
capitalism WTS and, 228
public opinion on, 19, 239 cross-side network effects, 109-110
shareholder, 235-236, 239 Crowdspring, 138, 139-140
stakeholder, 235-240 customer delight, 31, 34, 35, 36, 39-52,
carbon pricing, 238 96, 106-107
Car Trim, 143 price and, 34-35
cashless payments, 87-89 by small companies, 106107
Cassidy, Brendan, 136137 customers
Chen, M. Keith, 132, 133 near-customers, 53—60
Chevrolet Impala, 193 segmentation of, 111, 208-210
China, 23, 53, 88—89, 157, 191 selection effects, 47—49
Citibank, 160 serving small set of, 109-111
Cleveland Clinic, 168 Czerniawska, Fiona, 200

Coalition for App Fairness, 74
Coca-Cola, 161-162

Colgate-Palmolive, 22, 192 Dean, Annie, 134
commoditization, 16—17 Dediu, Horace, 73
compensation, 4 Dell, 16, 152—153
attracting talent and, 15-16, 117 Deutsche Bahn, 117
lean production and, 147-148 Devers, Cynthia, 27
policies on, 124-129 DiDi, 15, 93
WTS and, 6-7, 29, 30-31, 115116, diftusion, of management practices,
140141 174177
competition, 33-35 digital platforms, 102—103, 141
complement pricing and, 74, 75 Dimon, Jamie, 235
e-commerce, 95-96 direct network effects, 89-90, 92, 98
hypercompetition, 27 Discovery, 48
local, 93-96 Dollar Shave Club, 76
market size and, 164 D’Onofrio, Jeanine, 225-226, 228
network effects and, 103—-104 DoorDash, 77
competitive advantage, 6, 11-12, 14, dual advantages, 221, 229-230

26-27, 207 Dunkin’ Donuts, 64



Index 269

EachNet, 53
eBay, 53-54, 106107
e-commerce, 9, 95-96, 163
economies of density, 162
economies of scale, 17, 19, 157-165
eharmony, 109-110
Ek, Daniel, 70
Elegbe, Mitchell, 65
Ele.me, 77
employees
compensation of, 4, 15-16, 29-31,
115117, 124129, 140141, 147148
flexible work arrangements for,
131142
passions of, 135—141
recognition of, 121-122
satisfaction of, 3031, 115-116,
127128
value creation for, 16, 115-130, 131-142
entry barriers, 162-164
e-readers, 43—44, 64, 66, 72
Etsy, 107-108
EuroCave, 57, 58—-59
Excite, 46—47
Expedia, 203-207
experimentation, to study complementar-
ities, 83—84, 85

Facebook, 29,91-92,103-104, 111
FedEx, 152-153
Feriz, Vahidin, 143
financial performance
brand strength and, 186187
differences in, 21-28
over time, 26—27
ROIC, 21-27
first-mover advantage, 102
fixed costs, 159-165
flexible work arrangements, 131-142
Flickr, 195
Folgers, 191-192
Food52, 136, 137, 138
Ford, Henry, 167, 170171
Ford, 193
freelancers, 138141
Frei, Frances, 197, 242, 260n4, 261n5,
262n17
Friendster, 110—111

Gap Inc., 123-124

Garcha, Kulbinder, 73

Gates, Bill, 98—-99

General Fusion, 136137, 140

Germany, 175

glig economy, 131-142

Gillette, 72, 76

Godrej, 192

Gojek, 93

Google, 47, 92,100, 103—-104, 129-130,
185, 187, 204

Gore, Adrian, 48

Grab, 15

Great Recession, 158—159

Greenspan, Alan, 158-159

Griffith, Tricia, 235

Gross, Daniel, 138

Gucci, 189190

Haier, 58-59

Haiyin, Tan, 53

Hamp, Kate, 135

Han, Young Lee, 189190
Harkins Theatres, 15, 66—67
Harry’s, 76

Hasegawa, Tatsuo, 51
Hellmann’s, 192

Hermes, 99

Hewlett-Packard (HP), 186187
Home Depot, 13, 186

Horton, Sarah, 228
Hotels.com, 204

HuffPost, 140
hypercompetitive environments, 27

IBM, 186, 232

iFood, 77

IKEA, 197

independent contractors, 138—141

India, 23, 157, 192

indirect network effects, 90, 92, 98

industries, profitability differences
between, 24-26

InnoCentive, 131, 137, 138

innovation, 3, 170-171, 212-213

Instagram, 29

Intel, 169, 177-180, 230, 232



270 Index

intermediaries, customer needs and, 44—47 Maxwell House, 191-192

Interswitch, 65 McDonald’s, 215-216
McNamara, Gerry, 27
Mechanical Turk, 131

Jassy, Andy, 49-50 Mercedes-Benz, 189

JetBlue, 197 messaging apps, 93

job quality, 117-122 Mexico, 192

Jobs, Steve, 97-98 Michelin, 15, 61-63

job satisfaction, 30-31, 127-128 Microsoft, 26, 64, 72, 92, 98-100, 232

Joly, Hubert, 8—13, 24-25 Miller Beer, 192

JPMorgan Chase, 17, 159, 235 Minecraft, 64

minimum efficient scale (MES), 160-162,

165

K&L Gates, 188 Miyamoto, Shigeru, 39—-40

Kantar, 185-186 mobile payments, 87-89

Kaspi.kz, 48—49 Model T, 167, 170171

Kindle, 43, 64, 66, 72 Moneysupermarket.com, 135

Kirkland & Ellis, 188 Moon, Youngme, 197

Kraft, 192 Morriss, Anne, 197, 260n4, 261n5,
262n17

Lady Gaga, 39, 40

lean production, 146—148 Nalebuff, Barry J.,241n1
learning effects, 17, 167-171 Narayana Health, 168, 230
Librie, 43 near-customers, 53—60
Liday, Michal, 209, 211, 213, 215, 217 Nespresso, 64
life insurance, 55-56 network effects, 15, 87-104, 165
LINE, 93 cross-side, 109-110
Lipitor, 39 direct, 89-90, 92, 98
lobbying, 238-239 indirect, 90, 92, 98
local competition, 93-96 local competition and, 93-96
Lollo, Niklas, 147 platform, 90-93
Lomtadze, Mikhail, 48—49 same-side, 109-110
loss aversion, 81 newspapers, 82—84, 164
Lowe’s, 13 New York Times, 91, 164
luxury markets, 189-190 Nike, 16, 145-149
Lyft, 35, 93 Nordstrom, 117

Nubank, 52

Ma, Jack, 53-54

MAC Atheltic Club, 111 Ola Cabs, 72

machine learning, 168—169 online dating, 109-110

management practices, 17, 173181 online travel agencies, 91, 102, 203205
market segmentation, 111, 208-210 Opentable, 102

market share, 13, 99-101, 103 operational effectiveness, 173—181
market size, 162-163, 164 opportunities

Mastercard, 22, 92 identifying novel, 43—44
Match.com, 109 of near-customers, 53—60

Matsumoto, Yasukane, 145, 151 O’Rourke, Dara, 147



Page, Larry, 47
Pake, George E., 79

Palo Alto Research Center (PARC), 79

Pan Bimbo, 192
paper consumption, 79-80
part-time work, 134
passions, 135141
pattern recognition, 83, 85
Pepsi, 161-162
Pinduoduo, 101
Pinterest, 92
platform businesses, 107-108
platform network effects, 90-93
political influence, 238-239
Porsche, 99
Porter, Michael, 173, 178, 230, 241n2,
258n1, 259n16
Prevent, 143—144
price(s)
of complements, 68—70, 7273
customer delight and, 34-35
policies on, 124127
WTP and, 224-227
product-centric mindset, 40, 48, 51
productivity
compensation and, 147-148
costs and, 157-158, 167
differences in, 157
learning effects and, 167-171
scale and, 157-165
ways to increase, 17-18, 147-149
WTS and, 157-158
professional services firms, 134-135
profitability
brand strength and, 186—-187
differences in, 21-28
between industries, 24-26
scale and, 187-188
profit pools, 72-76
Progressive, 230, 235

Quest Diagnostics, 117-122, 230

radio industry, 77-78
Raghunandan, Aneesh, 236
Rajgopal, Shiva, 236
Raksul, 145

Index

Rappi, 96

271

return on invested capital (ROIC), 21-27

across US industries, 25

of companies in top of S&P 500, 26

in US insurance industry, 24
in various countries, 23

ride-sharing companies, 15, 35, 93-95,

131133
Roth, Bruce D., 39
Royal National Theatre, 84

Sachdeva, Ankush, 111

Sadun, Raffaella, 174-177

same-side network effects, 109-110

scale
as barrier to entry, 162—-164
economies of, 17, 19, 157-165
minimum efficient, 160-162, 165
profitability and, 187-188

Scheier, Mindy, 222-223

segmentation, customer, 111, 208-210

selection effects, 116117, 141

ShareChat, 111

shareholder capitalism, 235236, 239

Sheinbaum, Gary, 222-223, 225, 227,

Shift Messenger app, 124, 133

Slack, 195-197

Slovakia, 215-216

Snapchat, 92

solar energy, 67-69

Sony, 14, 43—44, 66, 92

Source Global Research, 199

South Korea, 23

Spencer, Phil, 72

Spotify, 7071

stakeholder capitalism, 235-240

status, 189-190, 193

229

Stuart, Harborne W., 241n1, 241-242n5

substitutes, distinguishing from
complements, 77—-85
suppliers
relationships, 16, 143-154
selection of, 149151

talent, attracting and retaining, 117,
125-129, 131
Taobao, 53-55, 95-96, 106-107



272

TaskRabbit, 131

Tata Group, 16, 151-152

Tatra banka, 208-211, 213-216
Tesla, 64—65

Throsby, David, 84

TikTok, 92, 101

tipping points, 87-104

TJX Companies, 22

Tmall, 96

Tommy Adaptive, 222-231
Tommy Hilfiger, 19, 222-224, 228, 231
Ton, Zeynep, 120, 121
Topcoder, 131

Toyota Corolla, 51-52, 197
Toyota Production System, 146
trade-offs, 195-202

trend analysis, 83, 85

Uber, 15, 35,91, 93, 95, 101, 116,
131-133, 140

underdogs, strategies for, 105112

underinvestment, 207

US insurance industry, 24

Vaaler, Paul, 27
“Value-based Business Strategy” (Bran-

denburger and Stuart), 241n1, 241n5

value curves, 200-218

value drivers, 14, 18—19, 198-218
value maps, 19, 198-218
Vanguard Group, 42—-43

Van Reenen, John, 174

variable costs, 164

Index

Vélez, David, 52
Verizon, 92

Visa, 92, 187
Volkswagen, 143—144

Walmart, 7, 11, 127, 162-163

Wang Wang, 106

Washington Post, 82

WeChat, 93, 192

Wells Fargo, 159

Werk, 134

“What Is Strategy?” (Porter), 241n2,
258n1, 259n16

WhatsApp, 93

Whirlpool, 211-213

Whitman, Meg, 53, 106

Whitwam, David, 212-213

willingness-to-pay (WTP), 67, 1011

willingness-to-sell (WTS), 67, 1011

workforce. See employees

workplace flexibility, 131-142

Xbox, 75
Xiaomi, 149

Yibo, Shao, 53
Yum! Brands, 22

Zara, 230
Zeitler, James, 21



ABOUT THE AUTHOR

FELIX OBERHOLZER-GEE is the Andreas Andresen Professor of
Business Administration at Harvard Business School. An award-winning
instructor, his academic work and consulting are focused on competitive
strategy and the effects of digital technology on corporate performance.
His research has been published in the very best peer-reviewed journals
of his profession and profiled by media outlets around the world, includ-
ing the Financial Times, Le Figaro, the New York Times, and the Wall Street
Journal.

Oberholzer-Gee teaches competitive strategy in the HBS MBA pro-
gram and in executive education courses such as the General Management
Program. He serves as faculty chair of the Senior Executive Leadership
Program for China and the Driving Digital Strategy program. He has
held various leadership roles at Harvard Business School, including chair
of the MBA program and Senior Associate Dean for the school’s global
research centers.

He is a cohost of the popular HBR Presents podcast After Hours.
Among his happiest times are when he is cooking and eating (not nec-

essarily in this order).






	Contents
	Preface
	Part One: Exceptional Performance
	Ch 1: Simpler, Better
	Ch 2: A Sea of Opportunities
	Ch 3: Think Value, Not Profit

	Part Two: Value for Customers
	Ch 4: Claps and Cheers
	Ch 5: Hiding in Plain Sight
	Ch 6: Looking for Helpers
	Ch 7: Friend or Foe?
	Ch 8: Tipping Points
	Ch 9: Strategies for Underdogs

	Part Three: Value for Talent and Suppliers
	Ch 10: Feeling Heard
	Ch 11: Gigs and Passions
	Ch 12: Supply Chains Are People, Too

	Part Four: Productivity
	Ch 13: When Big Is Beautiful
	Ch 14: Learning
	Ch 15: No Reason to Sneer

	Part Five: Implementation
	Ch 16: Asking How
	Ch 17: Being Bad in the Service of Good
	Ch 18: Guiding Investment

	Part Six: Value
	Ch 19: Connecting the Dots
	Ch 20: Value for Society

	Notes
	List of Figures
	Index
	About the Author



