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Introduction

From Risk to Opportunity


AN IMPORTANT historic site in south-central Pennsylvania provides a vivid look at how risk can be transformed into breakthrough opportunity. It’s a hill called Little Round Top, and it happens to be the place where the nation we know as the United States may have come closest to ultimate extinction.

In the last days of June 1863, Confederate armies attained their deepest Northern penetration of the Civil War. They prepared to confront the Union forces near a Pennsylvania town called Gettysburg. If Robert E. Lee’s armies could deliver a knockout blow, Northern morale, already shaky, might well collapse. Jefferson Davis, president of the Confederacy, had even prepared a proposal for peace talks to be delivered to Abraham Lincoln in the event of a Southern triumph at Gettysburg.

Late in the afternoon on July 2, 1863—the second day of fighting at Gettysburg—Confederate Lieutenant General James Longstreet began an attack intended to roll up the Union left flank. He moved his forces east in the direction of a sparsely defended hill known as Little Round Top. If the rebel army could overrun Little Round Top, it could sweep past the Union lines and threaten them from behind and above. The South could then cut off the Northern supply lines, gaining the victory Lee sought and perhaps winning the war outright.

Colonel Joshua Lawrence Chamberlain, commanding the 20th Maine, was ordered to hold the extreme left flank for the Army of the Potomac at all costs.

Chamberlain was an unlikely figure on whom to place the Union army’s hopes of survival. He was a thirty-three-year-old teacher of religion, rhetoric, and languages at Maine’s Bowdoin College whose knowledge of military tactics had come exclusively from his readings in the Greek and Roman classics. Abhorring slavery and deeply committed to the Union cause, Chamberlain had left behind his wife and two small children to join the 20th Maine and had risen to the rank of colonel thanks to his instinctive leadership skills and the paucity of trained officers. Now he and his 385 men waited on the slope of Little Round Top for the Confederate assault.

The attack began around 4:00 p.m. Despite heavy losses, the 20th Maine stood their ground through five charges by the Confederate regiments. The exhausted Northern troops fell back as their numbers were thinned by Southern rifle fire, but after each assault they painfully retook the ground. “How men held on, each one knows—not I,” Chamberlain later said.

As the South prepared for one final and decisive charge, Chamberlain looked around him. More than a third of his men were dead. The rest were out of ammunition, having exhausted their allotted sixty rounds. Another Confederate charge simply could not be repulsed. It was the moment of maximum risk for the 20th Maine, the Army of the Potomac, and perhaps the entire Union cause.

Realizing that to rely on defensive tactics one more time would be to accept inevitable defeat, Chamberlain made a bold decision. He ordered the men on his left flank, who had been drawn back, to fix bayonets and prepare to advance. As soon as they were in line with the rest of the regiment, the entire group of some 200 weary survivors charged, swinging forward into the Confederate forces like a gate being slammed shut. At the same time, the 2nd U.S. Sharpshooters, who had been placed by Chamberlain behind a stone wall 150 yards to the east, rose as one and fired a volley into the Southern ranks.

This unexpected two-pronged assault caught the exhausted Southerners off guard. Astonished at the blue tide swarming toward them, they turned and “ran like a herd of wild cattle.”

Chamberlain’s men took twice their own numbers in Confederate prisoners. The Confederate attempt to outflank the Union army had failed, and with it Lee’s best hope to win a decisive battle on Northern soil. After another day of fighting, Lee’s army retreated south on the afternoon of July 4. Never again would it be able to mount so massive an attack on the Union.
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He saw the opportunity hidden in the moment of greatest danger. Colonel Joshua Lawrence Chamberlain, whose bold risk-reversal strategy saved the Union armies at Gettysburg.



Twenty months later, at Appomattox Court House in Virginia, Lee and his men were forced to surrender to the Union army led by Ulysses S. Grant. In recognition of Chamberlain’s decisive leadership at Gettysburg, Grant gave a special role of honor at the ceremony to Chamberlain and the 20th Maine. As the defeated Southerners marched down the road to turn in their weapons and colors, Chamberlain, on his own initiative, ordered his men to stand at attention and carry arms as a sign of respect—a magnanimous gesture much admired by the war-weary soldiers on both sides.

Thirty years later, Joshua Chamberlain—by then the president of Bowdoin College and a four-time governor of the state of Maine—was awarded the Congressional Medal of Honor.

STRATEGIC RISK: KILLER OF BUSINESS MODELS

The lesson of Little Round Top is simple but vitally important: Your moment of maximum risk is also your moment of maximum opportunity.

The goal of this book is to show how you can recognize these moments of risk, anticipate them, and prepare yourself to transform them, making real the upside potential hidden within the downside risk.

Moments such as these are becoming more frequent and obvious in business. A perennial reality of business, risk is growing in intensity in the early years of the twenty-first century.

There’s a host of striking statistical evidence for the expansion of risk in recent years. Standard & Poors (S&P) rates more than 4,000 publicly traded companies each year. As Figure 1 shows, in the mid-1980s, over 30 percent of S&P stocks were rated A (high quality, low risk). By the mid-2000s, that figure had fallen to 14 percent. During the same period, C-rated stocks (low quality, high risk) had risen from 12 percent of the total to 30 percent—a tremendous criss-cross in less than two decades. The level of risk has been getting higher, and it has been rising across the board, affecting practically all the industry groups covered by S&P. The data are so clear that you may want to ask: What is happening to my company’s risk level, and why?





Your moment of maximum risk is also your moment of maximum opportunity.
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Electrical utilities, an industry historically regarded as extraordinarily low-risk, provide a prototypical example. During the 1990s, the electric energy industry was rapidly deregulated. Consequently, as reported in a recent study by Jeremy C. Stein of Harvard and a team from National Economic Research Associates, the volatility of earnings (EBITDA) for the average electrical utility roughly doubled during the decade. Much of the increased risk in utilities was driven by regulatory changes. For other industry groups the causes are different, but the increase in risk level is pervasive.

Expansion of strategic risk has also led to an increasing number of market value collapses. From 1993 to 1998, 10 percent of Fortune 1000 companies lost 25 percent of their market value in one month. From 1998 to 2003, 10 percent dropped 55 percent in one month. And during the last twelve years, 170 of the Fortune 500 lost 50 percent or more of their value over a twelve-month period. Furthermore, it is now taking longer for companies that experience significant value declines to recover their lost value than it did just a decade ago.

The lesson: Strategic risk has become one of the greatest sources of lost value in the economy—perhaps the greatest. The implications for individual businesses are no less disturbing.

Companies that once owned seemingly invulnerable strategic positions have been reeling under assaults from quarters no one anticipated. You may sense that your company is likely to face its own Gettysburg moment somewhere, sometime soon.

This is why a growing number of business leaders are identifying strategic risk management as the crucial discipline for the first decade of the twenty-first century—one that managers at every level of the organization, from the factory floor and the departmental office to the executive suite, need to master and apply on a daily basis. One manager we know has gone so far as to say simply, “Strategy is risk management.”

Unfortunately, the familiar ways of thinking about risk management won’t help you cope with today’s increased levels of risk.

Traditional risk management focuses on three categories of risk that are widely understood: hazard risks (fire, flood, earthquake), financial risks (bad loans, currency and interest rate swings), and operating risks (the computer system goes down, the supply chain gets interrupted, an employee steals). Most companies have risk managers who specialize in handling these kinds of risk. They work with insurance companies, finance and security experts, and other specialists to reduce risk levels and develop hedging strategies to minimize potential losses.

These kinds of risks are extremely important. But even more dangerous are the strategic risks your business faces. Strategic risk targets one or more of the crucial elements in the design of your business model. In some cases, it shatters the bond between you and your customers. In other cases, it undermines the unique value proposition that is the basis of your revenue stream. In still other cases, it siphons away the profits you depend on. And sometimes it destroys the strategic control that helps your company fend off competition. In the worst case, a major strategic risk can threaten all these pillars of your business.

Not all businesses face every form of strategic risk. But every business faces some. In fact, strategic risk comprises most of the total risk most companies face.

There are seven major kinds of strategic risk your business can prepare for. While your company no doubt faces other risks, such as regulatory or geopolitical risks, these seven cover the gamut of risks that threaten most companies’ business designs.

         

1. Your big initiative fails. Think back to the last major project that you led or were part of (R&D project, new product launch, market expansion, acquisition, IT project). What were the odds of success at the outset? What is the true success rate of all your company’s projects in the past five to ten years?

If you assess them honestly, the true odds of success at the outset of most major projects are less than 20 percent—which means the risk of failure is greater than 80 percent. Can those odds be changed? How? What specific moves have other companies made to radically alter the odds in their favor? Which of these moves can you use to dramatically change the odds on your next project, or even on your entire portfolio of projects?

         

2. Your customers leave you. Has your business ever been surprised by its customers—by sudden, unforeseen shifts in their preferences, priorities, and tastes? When this happens, the revenue base on which your company is built can erode very quickly. But there are companies that have found specific ways to beat customer risk. How have they learned to get inside the minds of their customers, anticipating surprises before they happen? What growth breakthroughs did they create? Can you adopt their methods successfully?

         

3. Your industry reaches a fork in the road. When technology or business design shifts transform an industry, as many as 80 percent of incumbent firms fail to survive the transition. But a handful of companies have not only beaten transition risk but also turned it into an enormous growth opportunity—and a few have done it successfully more than once. What lessons do these survivors have to teach the rest of us?

         

4. A seemingly unbeatable competitor arrives. Your business may not yet have encountered a unique competitor, a Wal-Mart or a Microsoft, poised to dominate your market. When it does, is it possible to survive and thrive while other companies are being decimated? Who has done so, and how did they do it? How can their moves help you compete better even if you don’t face an apparently unbeatable rival?

         

5. Your brand loses power. A great brand is supposed to be a fortress of value. Yet 40 percent of leading brands experienced significant value erosion in the past five years. In most cases, this erosion occurred because managers think about their brands too narrowly, overlooking the interplay between brand, product, and business design that determines the strength of the brand. How early can you detect brand risk? How can you reverse brand decline to create a new decade of growth? How can your investments across the entire business design help to strengthen—or undermine—the value of your brand?

         

6. Your industry becomes a no-profit zone. Many industries, from airlines and consumer electronics to groceries and cars, have found themselves suffering from increasing competition, growing customer power, and margin compression, until profits are driven practically to zero. What triggers the process? Can it happen to your business? Most important, what kinds of countermeasures can you launch to create new profit opportunities for your company, even if your industry has become a no-profit zone?

         

7. Your company stops growing. When sales growth hits a plateau, the impact is immediate and painful: the company share price suffers, new initiatives grind to a halt, and your best talent begins to leave the company. What can you do to defeat stagnation risk—without creating new risks in the process? How can you invent new forms of customer demand that can trigger new waves of growth, even in a seemingly mature industry?

         

Each of these categories of strategic risk is a potential killer of business designs. Just as a category four hurricane can uproot a forest or level a neighborhood, when one of these risks strikes, it can ruin a piece of the business design that you’ve painstakingly built your company around. And all tend to be overlooked or underestimated by managers who assume that their company’s strategy (along with the dangers that threaten it) is the concern of a select few senior executives, or that major risk events such as the ones they read about in the newspaper only happen to the other guy.

Both assumptions are wrong. Strategic risk management belongs on the agenda of every manager. And any company that remains in business long enough is certain to be struck by one or more strategic risk events—often, as is increasingly common, by several at once.

Of course, there’s no way to eliminate strategic risk altogether. But understanding and anticipating it, shaping it, and implementing the specific countermeasures that have proven to be effective can enable a company to dramatically improve its odds for surviving and even thriving in today’s risk-rich environment—and to discover the upside potential concealed behind the frightening mask of downside risk.

The first two jobs of strategic risk management are to sidestep the unnecessary blows and to mitigate the blows you can’t avoid. You can avoid the biggest hits to your company’s value through a strategic risk management system that uses the principles and techniques described in the rest of this book. Remember Warren Buffett’s first rule: Preserve your capital. And also his second rule: See the first rule.

Doing this well also solves half the growth problem that most companies face: You can build on a strong base, rather than spending time and treasure to rebuild to the stock price you had five years ago.

ANTICIPATION: RECOGNIZING THE FOCAL POINT OF RISK

The ability to react brilliantly when confronted by a potentially fatal risk is extremely valuable. Even more valuable is the ability to anticipate risk and develop an attack plan to deflect and transform it in advance.

Perhaps no one exemplifies this skill better than the coach of American football’s New England Patriots, three-time Super Bowl winner Bill Belichick.

Coach Belichick’s method of preparing his team for a game is all about downsides—about anticipating risks. One week before the game, Belichick and his coaches meet to ask: What will our opponents do to us? On what kind of long passes will they try to connect? What holes in our defensive line will they try to exploit? How will their punt-return unit try to break a big one and get more favorable field position at the start of a drive? What will their defense do to put pressure on our quarterback and force a costly turnover?





The risk you face is inversely proportional to the relevant preparation you do.





Belichick and his staff conjure up one horror story (risk) after another. And then they ask: Is it possible to reverse every one of those? More often than not, they do. Belichick’s teams use their detailed knowledge of the opposition’s habits to turn defense into offense. As described by Bruce Laird, a defensive back who was coached by Belichick years ago:


The better you came to know [your opponent’s game plan] and master it, then the more it all became instinct. That meant we were not back on our heels, letting the offense have the initiative, but we were attacking, and we felt we knew what they were going to do. That’s one of the reasons we got better as the season went along; we started 1–4, and then won eight in a row.


And that’s why competing against Belichick is so frustrating: He has played out more games in his head than any other coach or team.

Perhaps Belichick’s greatest triumph was the Patriots’ upset win in the 2001 Super Bowl over the St. Louis Rams. By some measures, the Patriots had no business being in the Super Bowl that year. They were led by a rookie quarterback who’d been pressed into service when the star quarterback was injured early in the season. They’d given up more first downs, more rushing yards, and more passing yards to their opponents than they’d achieved.

By contrast, the Rams featured quarterback Kurt Warner, who’d passed for 4,353 yards and 41 touchdowns with just 13 interceptions. Led by Warner, the team had averaged 9.2 yards per pass, “almost as if they didn’t need a second down,” in Belichick’s words. Even more important, they boasted one of the greatest offensive backs in football history, Marshall Faulk, then just twenty-eight years old, at the height of his abilities, coming off an unprecedented four straight years averaging over 2,000 rushing and receiving yards from scrimmage. With a tremendous combination of size, quickness, and running speed, Faulk routinely turned 5-yard pass receptions into 20-yard gains. This was an awesome team, and few observers gave the Patriots much of a chance.

But they had a secret weapon: Coach Bill Belichick and his remarkable methods for anticipating threats and then reversing them. Unlike most other coaches, Belichick didn’t believe that game preparation should focus just on finding the opposition’s weaknesses. Instead, it should focus on identifying the opponent’s strengths and then figuring out how to take them away. Accordingly, Belichick spent the week before the Super Bowl teaching his defensive squad to focus its efforts on stopping Marshall Faulk. As described by journalist David Halberstam, who worked closely with Belichick on the extraordinary book The Education of a Coach, “The game plan was to key in on him [Faulk] and wear him down on every play. They were going to hit him every time he had the ball, and hit him every time he didn’t have the ball.”

To reinforce the single-minded concentration on Faulk as the focal point of risk, Belichick spent the week of scrimmages before the Super Bowl standing behind his defenders, shouting at them, “Where is he? Where is he?” Only when he overheard members of the defensive squad yelling, “Where is he? Where is he?” to one another as they walked into a team meeting was Belichick satisfied that he’d fully transferred his obsession with Faulk to the men who would have to counter him.

In the end, Marshall Faulk gained a mere 76 yards. New England kept the explosive Rams offense in check, the game remained close throughout, and in the final seconds, Adam Vinatieri kicked a field goal to give the Patriots a 20–17 win. It was the first and most amazing of their three Super Bowl championships.

Belichick’s approach and track record illustrate a crucial aspect of the risk challenge. In virtually every situation that is rich in risk, it’s possible to anticipate the major sources of risk and to take many specific steps that will improve the odds that you will win.

PROTECTING YOUR BUSINESS DESIGN

The most dramatic and exciting examples of risk reversal pertain to the big threats that can destroy your business. But being smart about risk is not just about historic turning points such as Little Round Top or a Super Bowl. It’s also about the many small but vital adjustments you can make to your business design every day, adjustments that can make it more durable, more flexible, and less vulnerable to risk.

There’s an entire repertoire of de-risking moves that smart companies have developed over the years. They include reducing fixed costs, engineering faster response times, capturing early warning information that others don’t have, developing and testing numerous product design options, generating continuous, multi-angle customer data, and many other tactics. In The Upside, we’ll explore the whole repertoire and see how risk-smart companies have used them to turn negative risk energy into a huge positive. Expanding your repertoire of specific moves can help to design an extremely risk-resilient business.

In 1916, after several years of lobbying, American architect Frank Lloyd Wright won the commission to design the Imperial Hotel in Tokyo. Wright was delighted to win, but he was acutely aware of the many tough challenges he faced.

The single greatest challenge for the project was the frequency of earthquakes in Japan and the fires they started. Wright responded to this challenge by creating a unique design for the building. For resiliency, he used cantilevered slabs of reinforced concrete that rose from a specially designed, flexible foundation. To make the structure fireproof, Wright used only masonry materials, reinforced concrete and brick. To make the building lighter and lower its center of gravity, the brickwork in the lower part of the structure was filled with reinforced rods, while the upper bricks were hollow. To further reduce the overall weight, the roof was made of lightweight copper instead of traditional heavy tile.
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Master of risk. Where a rival architect might have been content to design a conventional structure, Wright faced the reality of future risk and devoted extra time, effort, and creativity to producing a building that would withstand that risk.


The Imperial Hotel was scheduled to open on September 1, 1923. That day, Tokyo experienced one of the worst earthquakes in its history. All around the Imperial Hotel, buildings collapsed. The entire area was reduced to rubble. The only building left standing, virtually unharmed, was the Imperial Hotel. It became a refuge for Tokyo citizens and travelers left homeless by the disaster, and the hotel’s place in Japanese lore and architectural history was secure.
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Designed to survive the inevitable. In the aftermath of the massive September 1, 1923, earthquake in Tokyo the new Imperial Hotel was still standing unharmed, thanks to the risk-reduction design strategies of its architect, Frank Lloyd Wright.


Like the Imperial Hotel, your business faces the risk of a difficult-to-redict but inevitable calamity—“earthquakes” that remake the business landscape, such as the big seven we described a few pages back. Are there proven techniques for reducing your business’s vulnerability to strategic risks, and the volume and price fluctuations that they create?

Consider Toyota, which is generally regarded as the world’s best-managed automobile manufacturer. Toyota’s enormous financial and marketplace success—and its ability to thrive even as its industry and the worldwide economy undergo repeated shifts and shocks—stem not merely from the company’s well-earned reputation for producing fine vehicles. They also derive from a series of smart business design decisions that, in combination, have made the company more durable, flexible, and risk-proof.

Toyota has made several difficult de-risking choices: it took steps to dramatically lower its fixed costs, thereby reducing the financial risk posed by a recession or a sales slowdown; it reduced cycle time in both manufacturing processes and new product development, enabling the company to respond more quickly to change; it developed a uniquely flexible manufacturing system that permits production of several vehicle models on a single assembly line; it created a broad portfolio of vehicle models, reducing the risk of losses from a decline in popularity of any single style; and it enhanced and strengthened the Toyota brand, including developing and maintaining the highest service and product quality standards in the industry.

Is this merely plain old good management? Not at all. It involves conscious choices made very differently by different competitors. Detroit automakers, for instance, evolved a system with high fixed costs and very low variable cost. That was a bet on steadily rising volumes, and the bet proved wrong. The important point is that, given the essential nature of the industry, it was a much higher risk position.





You can design your business for durability, flexibility, and lower risk.





As a result of Toyota’s choices, its business design is architecturally sound. When we compare it, point by point, with that of a major U.S. competitor, Ford, we see why Toyota is prepared to survive the strategic shocks and shifts that are constantly occurring in the auto industry.

FIGURE 2

COMPARATIVE RISK PROFILES: FORD VS. TOYOTA
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Managers who want to reduce their risks can learn from companies such as Toyota and its counterparts in other industries: Coach, Tsutaya, Samsung, Target, Procter & Gamble, and others discussed throughout the book. The de-risking methods developed by these companies can help you to design a more flexible and resilient business, and to be better prepared to transform major risk events into huge upside opportunities.

TRANSFORMING RISK INTO OPPORTUNITY

What prevents most businesses from practicing this kind of strategic risk management? The necessity of learning a new way of thinking.

The conventional wisdom is that risk and reward go together—that to get great upside results, you need to accept big downside risks. Risk, in this view, is simply a painful but inescapable fact of life.

Except that risk and reward are not always inextricably linked. It’s possible to reduce the risks you face at the same time as you improve the returns you enjoy. In fact, it’s not only possible but essential.

The leaders of today’s most successful companies aren’t risk takers, they’re risk shapers. They think day and night about the risks they face and are continually working to develop and implement strategies to reduce them and transform them into breakthrough growth opportunities. That is why Toyota, Coach, Tsutaya, and the other great risk shapers are both more profitable and less risky than their industry rivals.

Initially, this counterintuitive view sounds too good to be true. But it has a precedent from the business world of the early 1980s. The conventional wisdom then was that you could have high quality or low cost, but not both. There was a sense of resignation about the products we bought, from high-ticket items such as cars to mundane products including blenders and TVs: “If we want better quality, we’re going to have to pay a lot more. That’s just the way it is.”

And it was true—until Japanese makers of cars and electronics destroyed the conventional wisdom. They did so by developing a new way of thinking based on using specific questions and innovative analytic techniques for tackling quality problems.

Suddenly it became clear that high quality and low cost could be achieved simultaneously if you thought differently and changed your processes. In time, ideas and tools such as Total Quality Management, Continuous Improvement, and Six Sigma spread through companies and entire industries. Today, levels of quality and cost control once considered impossible are required just to survive in the marketplace.

THE UPSIDE OF RISK REVERSED IS OFTEN TEN TIMES GREATER THAN THE DOWNSIDE

The quality-and-cost conundrum was the big business problem a quarter of a century ago. Today, the problem is strategic risk. Those who are among the first to practice the new approach to risk will enjoy a huge advantage.

You might ask, how huge? The evidence suggests that a smart approach to risk management can multiply long-term company value by a factor of ten times or greater. Making the right choice at a crucial decision point can improve your future prospects dramatically. The graph that illustrates the difference might look like this:
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FIGURE 3


If this seems impossible, consider a few case examples.

When Toyota launched its Prius hybrid car project, it took on a risk of one to two billion dollars—the amount it stood to lose if the Prius never got off the ground. By making the right risk-reduction moves, Toyota turned the risky Prius project into a major success, with an upside in the neighborhood of $15 to $25 billion—a tenfold improvement.

Target and Samsung achieved comparable results. Almost a decade ago, both companies were at a similar crossroads. In discount retailing, Target faced a seemingly unbeatable competitor, Wal-Mart; in consumer electronics, Samsung was burdened with a low-end brand image, a reputation for poor quality, and no history of innovation. Left unmanaged, these risks would have led to a steady decline in value for each company, amounting, over time, to a loss of perhaps $5 billion in market cap. Instead, both companies took aggressive steps to reverse the risks they faced. As a result, both not only fended off the threat of value decline but actually increased their value by amounts in the $40 to $50 billion range—another tenfold increase.

Coach, the maker of fashion leather goods and accessories, did better. Facing a radical shift in customer preferences, it moved quickly to reverse that risk and get ahead of the curve of customer change. In the process, it transformed a potential $500 million loss in value into a company value increase of roughly $10 billion—a twentyfold increase.

Finally, consider the iPod. When Apple began developing this new product, it invested less than $100 million in the process. If the iPod had been a complete failure, the company would have lost that amount—not an enormous sum, but a meaningful loss for a company the size of Apple. Instead, Apple’s use of techniques to manage and reverse project risk transformed that potential loss into a new business that has increased Apple’s value by tens of billions of dollars.

How did they do it? We’ll tell the stories of all five companies, and others like them, in the chapters that follow.

You may never find yourself, as Joshua Chamberlain did, at a pivot point where your company’s history swings between utter defeat and incredible triumph. But every day, the organizations you help to run and the people who rely on you face many risks that carry enormous potential on both the upside and the downside. This book is about recognizing those potentialities and knowing what to do about them—about preparing to be a risk shaper in your own sphere of influence, creating upside value that is several times greater than the downside.



CHAPTER ONE
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Changing the Odds

Why 90% Right Often = 0: How to Improve the Odds on Your Most Important Project

GROWING YOUR BUSINESS depends on new projects—creating new products, entering new markets, finding new customers, and acquiring new operations. Likewise, improving your business depends on major new projects, such as upgrading your IT system, simplifying your manufacturing processes, and streamlining your supply chain. But at the moment of launching any project, there’s a problem that most of us don’t come to grips with: the inherent, all-too-human tendency to be overly optimistic about the odds of success.

What are the odds that the new venture your company is about to launch will produce a marketable product within the next eighteen months? What are the chances the merger your company is about to conclude will create rather than destroy shareholder value? Out of twenty new products now in development in your lab, how many will be on the market two years from now? And of those, how many will be profitable?

Even approaching such questions in a spirit of objectivity is very tough for most people. As researchers Daniel Kahneman and Dan Lovallo explain in their article “Delusions of Success,” “We chronically overestimate, to a dramatic degree, the odds of project success.” We look at a project with a 5 percent chance of success and we think the odds are 30 percent; we look at a 10 percent chance and we think that it’s 50 percent.

It’s natural for businesspeople to look on the bright side when estimating their chances for success. Optimism generates energy. Those who are chronically pessimistic attract few followers and accomplish very little. But optimism has an Achilles’ heel: It causes you to overestimate the true odds at the outset. Take a minute and think about the true odds in most common business scenarios. A close look at the data suggests that the failure rate for many types of projects is in the range of 60–80 percent. (See Figure 1-1 for typical failure rates for specific project types.)


FIGURE 1-1
TYPICAL FAILURE RATES FOR SPECIFIC PROJECT TYPES
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In truth, every project you undertake is a kind of suspense story. How and when and where will it go wrong? What unexpected obstacles will arise to derail it? There are many, many ways a project can fail. They range from undercommunication among team members to conducting too few experiments and considering too few options when designing the new product or the new business; from relying on a flawed technology to using a technology that works but costs too much or takes too long to develop; from failing to anticipate a competitor’s preemptive move to inaccurately forecasting consumer demand; and from overlooking the need to retool your marketing infrastructure to support a new product to ignoring the time bombs planted by internal politics that will blow up any chance of successful implementation.

This list of traps and pitfalls is far from complete—you can probably extend it dramatically based on your own experience. Consider all the ways that a project can fail and you may find yourself wondering how it is that any projects succeed.





When you overestimate the odds, you will underestimate the investment needed to win.





Of course, many projects do succeed. Some IT programs work phenomenally well; some new products become enormous hits. But too often, excessive optimism impedes project success by underestimating the investment and the sense of urgency needed to drive the crucial de-risking moves. The people in marketing are consulted only twice rather than ten times about the details of the CRM project; the new product reaches the market six months too late, with a vital feature or distribution channel overlooked and omitted. Time, energy, and treasure are wasted, and the expected growth breakthrough never happens.

The first step in changing this picture is carefully estimating the true odds—overcoming the natural human tendency to be overly optimistic with a bracing dose of realism and data. The purpose is not to demoralize the effort. It’s to give you a clear, accurate sense of what’s really needed to make your project succeed—how much investment is needed (usually twice as much as you were planning), how many smart moves you have to make, how many contingency plans you need to prepare, and how smart a business model you need to design.

Projects live in a tough, probabilistic world. Even if you do everything right, the odds can turn against you. And if you misread the odds and underinvest, you can guarantee that the project will fail. There are so many ways to underinvest—not just financially but also in terms of time, energy, emotion, resilience, options considered, conversations held, experiments conducted, simulations run, market trials conducted, tires kicked, and doors slammed. Making matters worse is the fact that for many types of business initiative, success is an all-or-nothing matter. Unless all the elements required for success are in place (the right technology, the right value proposition, the right customer set, and so on), the project can fail—completely. This little-recognized reality of project risk can be described by the simple formula “90% right often = 0.”

Thankfully, there are proven techniques for changing these odds for the better. The fastest way to learn about them is by studying the companies that pioneered them. For example, the Japanese automaker Toyota created several of the most powerful of these techniques while developing the Prius—a blockbuster product whose odds of success were less than 5 percent when Toyota embarked on its development in the fall of 1993.

TOYOTA CHANGES THE ODDS ON THE PRIUS

Step inside the minds of the leaders of Toyota in the early 1990s. The company was riding high, enjoying growing market share and unrivaled profitability. Any manager in this situation might have been tempted to be complacent or even arrogant.

But Toyota’s executives responded to success differently: They were extremely worried. They’d seen how complacency had weakened many other successful companies, including the great American automakers. They feared that, despite their current success, a feeling of product maturity was setting in. Hungry, cost-conscious, hyperefficient competitors such as Korea’s Hyundai were emerging, eager to do to Toyota what Toyota had done to Detroit’s Big Three.

The interior monologue of Toyota’s leaders at this inflection point might have sounded like this:


We’ve created great breakthroughs in quality, pricing, and fuel efficiency. These have made us the world’s fastest-growing and most profitable car company. But what about tomorrow? What is the next great breakthrough in our industry? How can we ensure that we will create the breakthrough, rather than be victimized by it? What must we do to anticipate the risks that success will bring and transform them into opportunities before they blindside us?


You might call this “competing in advance,” a strategy for preempting risk by outthinking it, much as chess master Garry Kasparov plans his fifth move partly to fend off the forking attack his opponent might launch with his seventh move. Competing in advance may not be a formula for personal serenity, but it’s a powerful tool for success if you are trying to protect your company from its biggest risks.

In an effort to make sure that Toyota would remain in the forefront of the auto industry, the company decided to mount an all-out effort to create the first great car of the twenty-first century, almost a decade before that century would arrive. In 1993, a team of ten Toyota board members met to imagine the qualities that a breakthrough car (which they codenamed the G21) for the coming century should have. They envisioned a car that was comfortable, safe, pleasant to drive, appealing to female motorists, low-polluting and environmentally friendly, and highly fuel-efficient—sound ideas, but amorphous. An engineer named Takeshi Uchiyamada was assigned to convert them into a concrete proposal.

Uchiyamada, a specialist in techniques for eliminating noise and vibration, wasn’t an obvious choice for the role. He had never headed a new-vehicle development team. But from 1991 to 1993, he’d led a task force that reviewed Toyota’s R&D process from head to toe. This turned out to be crucial preparation for the G21 challenge. It exposed him to many parts of the company and deepened his understanding of the disparate technologies that Toyota had developed. He had become an expert in the inner workings of the company, its many strengths and its less-obvious weaknesses.

He had also learned where the company’s most talented engineers were. Now he recruited ten outstanding engineers representing all of the key technologies that would go into the G21: the body, the chassis, the engine, the drive system, production technology, and so on. All were in their early thirties, old enough to have experience but young enough to be flexible.

They worked for months to give a concrete form to the G21 concept. They then brought their proposed car to the company’s executive vice president of R&D, Akihiro Wada. Uchiyamada explained that his team hoped to create a small sedan that delivered 47.5 miles per gallon, about 50 percent better fuel efficiency than the Corolla, a comparable current car. At the time, it must have seemed to Uchiyamada an impressive proposal. He probably presented it with no little satisfaction, even a bit of quiet pride—which would have made the reception he received doubly shocking.

Wada listened politely, then replied, “Fifty percent better is not enough. Our competitors would quickly overtake us. Please double it.”

Uchiyamada was taken aback by Wada’s challenge. “At that moment I felt he demanded too much,” is how he later put it in his understated manner. This was the first in a series of blows that would have shattered the psyches of some less-resilient managers.

Shaken but determined, Uchiyamada returned to the drawing board. He realized that the higher performance bar meant that he would have to rethink his assumptions about the G21. Tinkering with existing technology wouldn’t suffice. It would require a major leap to an unproven system that existed only as a blue-sky concept Toyota had been studying—the hybrid engine. Even today, Uchiyamada shakes his head when he thinks about the nature of the challenge: “There were no models, no comparisons, no benchmarks. Everything had to be created from scratch, with no guarantee that any of it would work.”
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