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Introduction

Conventional wisdom says that business is about producing better products at lower prices than other companies . . . about seeking sustainable advantages . . . about winning away customers from companies around the corner or around the world. Business, in short, is about competition.

But what if we turn conventional wisdom on its head and say that business is not about competition, but about monopoly? Surprise! When we do, we begin to uncover the hidden realities of business—the Monopoly Rules. The Monopoly Rules offer radically new insights about why some companies are successful, and why others fall behind; about how once-great companies often ignore opportunities in their own backyards while upstarts seize them to achieve industry dominance; and about the little-known factors that really determine the market value of a company.

In Economics 101, you probably learned that monopolies are unnatural, illegal, and rare. Wrong! Wrong! Wrong! In fact, monopolies are often natural, usually legal, and surprisingly common.

Here’s a simple example. At the multiscreen cinema in Evanston, Illinois, where I go to catch the latest movies, a 32-ounce soft drink costs $3.95. Except for the price, it’s the same drink as the one sold at McDonald’s down the street for 99¢. It’s made with the same syrup from the same supplier, served in the same kind of container, and chilled with ice made from the same city water. So why does a cola at the theater sell for four times the price of the same cola at McDonald’s? Simple: The theater complex has a monopoly created by its rule that any food or drink consumed there must be purchased there. Once you choose to see a movie, if you want something to drink anytime in the next two hours, there’s only one place to buy it. The theater management knows it and sets prices accordingly.

Similar monopolies exist all around us. A room at the O’Hare Hilton costs much more than a similar room in a hotel two miles away. Why? Because the Hilton offers the only lodging within walking distance of the main Chicago airport. (All other hotels are at least a mile away, requiring a cab or shuttle ride and the hassles they entail.) Business travelers who want quick access to O’Hare—for an early morning flight, for instance—have no choice but to stay at the Hilton.

Replacements for the ink-jet cartridges used by my Hewlett-Packard printer are another monopoly; and so are Harley-Davidson motorcycle accessories, Cabbage Patch Kids, and Microsoft Windows.

It’s true that we usually don’t think of these businesses as monopolies. To most people, the word monopoly means something like the old Bell telephone system, the Amtrak rail network, or a regional electric utility: a large, often regulated company that is the only source for a basic, commoditized service. But the soda fountain, the airport hotel, and the other examples we’ve cited are monopolies in the only sense that matters: Their customers have only one choice—to pay the price demanded, or go without.

Furthermore, as we’ll show in this book, every company that wants to enjoy lasting success and large, dependable profits must have a monopoly of some kind. The movie concession stand would make a lot less money if it had to charge 99¢ for a soda. In the same way, if there were three hotels across the street from the terminals at O’Hare, if using an off-brand ink-jet cartridge didn’t void the warranty on my HP printer, and if any manufacturer could offer leather jackets with Harley logos, then Hilton, HP, and Harley-Davidson would all be far less profitable.

In fact, most great companies benefit from some form of monopoly. The conventional explanations offered for successful businesses are often superficial: “They have a powerful brand,” “They design good products,” “They’ve got smart management,” or “They keep their costs low.” Dig deeper to find out what kind of monopoly the company owns, and you get insights that are very different and ultimately more meaningful. American Express, for example, owns a great brand. But the real source of its twenty-five-year track record of success was a charge card monopoly created by regulations limiting consumer interest rates.

Dell Computer is highly efficient at manufacturing and selling personal computers. But so are many other companies. Dell’s unique success is based on its ten-year monopoly—a decade when it was the only PC maker selling made-to-order PCs directly to corporate customers.

Like other car rental companies, Enterprise has a large fleet of well-maintained vehicles available at affordable rates. But Enterprise has become the largest car rental firm in North America because it owns a monopoly: Enterprise is the only major agency that caters to the market for local, non-travel-related car rentals.

This new perspective offers a very different way of thinking about a company’s prospects and strategies. Most important, it focuses our attention on ends rather than means. The business leader needs to ask the fundamental question, “What kind of monopoly can our company own?” rather than concentrating on strategies for product development, finance, marketing, or sales, in hopes that they will (somehow) lead to profits. Those strategies may be valuable, but only as tools for achieving the real objective—monopoly control, which guarantees a company’s profitability.

Recognizing the importance of monopoly is especially vital today. Just consider a few of the trends that we’ve seen since the turn of the new millennium. During that period, North American PC revenues have been flat; sales of music CDs have dropped 20 percent; two major airlines have filed for bankruptcy; many retailers are struggling; techies have been abandoning Silicon Valley like refugees from a disaster zone; and American manufacturers have shed jobs by the hundreds of thousands.

These trends can’t be blamed solely on a bursting stock market bubble, terrorism, Internet piracy, or a prolonged recession. They are harbingers of the most far-reaching, devastating changes to the global commercial order since the Industrial Revolution. Taken together, these changes are ushering in an era I call the “New Competition.”

In the New Competition, traditional sources of monopoly such as natural resources, regulation, collusion, or proprietary technologies are rapidly losing their effectiveness. Most natural resource monopolies have already been taken; governments are deregulating, not handing out new, regulated monopolies; and collusion is virtually impossible, as well as being illegal. Finally, proprietary technologies are leaking away, being copied, or being replaced by newer technologies faster than ever before. The New Competition is ruthlessly squeezing the profits of the old monopolies!

In this Darwinian environment, understanding monopoly is not just useful—it’s essential. If you recognize your own business’s monopoly and know how to exploit, nurture, and protect it, you will have a shot at earning good profits for the foreseeable future. If you don’t, you’ll become someone else’s dinner—and probably sooner rather than later.

But there’s good news, too. Even as the New Competition is destroying many old monopolies, it is creating opportunities for new ones. Many of the potential new monopolies are springing up in otherwise mature, slow-growing industries with pitifully narrow profit margins. To capitalize on these opportunities, you won’t need unique products or technologies, or convention advantages based on scale, scope, or the experience curve. What you will need is vision and imagination: vision to anticipate how monopolies will emerge as customer needs and industry capabilities change, and imagination to determine how best to seize and hold the favored competitive positions.

This book will serve as a starter kit for developing the vision and imagination your company will need to benefit from the monopolies of tomorrow.




PART ONE

THE TRUTH ABOUT MONOPOLIES

You may think you know what a monopoly is . . . how it is created . . . how it operates . . . and the impact of monopolies on business competition. The chances are excellent, however, that most of what you think you know is wrong. In Part One, we’ll explain the true nature of monopolies, show why the concept of monopoly you learned in Economics 101 is a dangerous oversimplification, and examine a host of examples, familiar and unfamiliar, that will help you understand the powerful role monopolies play in today’s rapidly changing business world.
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NO TRESPASSING

HONDA’S MINIVAN MONOPOLY

In the fall of 2002, my wife Blair and I went shopping for a minivan. Our first stop was the local Honda dealership to take a look at the top-rated Odyssey. As we were checking out the floor model, a salesman walked over.

“Hi, folks!” he said. “My name is Arnie. Can I help you?”

“I have a problem with the trunk,” said Blair. “It looks awfully small. I often carry a lot of stuff, and I wouldn’t know where to pack it.”

Arnie smiled. “Let me show you the best feature of this van,” he said. He lifted the tailgate, pulled a lever, and yanked at a strap attached to the back of the third row of seats. In seconds, the seats collapsed and folded neatly into the trunk-well, creating a huge, carpeted cargo area.

“All you have to do is push down these backseats and you can carry almost anything your heart desires. Why, just the other day I used my Odyssey to bring home a coffee table and four chairs that were on sale at Sam’s Club.”

Blair and I were impressed. “How soon can we take one home?” I asked.

“I’ll be happy to put you on the list,” Arnie replied. “There’s a wait of about eight weeks right now.”

“You’re kidding!” I protested. “What about a used Odyssey?”

Arnie shook his head. “Don’t remember the last time I saw one. People don’t seem to sell their Odysseys.”

Blair and I didn’t relish the idea of an eight-week wait, so we thanked Arnie and drove across town to take a look at the other top-rated minivan, the Toyota Sienna.

At the Toyota dealership, a friendly saleslady named Donna showed us a shiny metallic gray Sienna. “What a beauty,” she exclaimed. “Check out the carpeting, the air conditioning for the rear passengers, the automatic cruise control. And if you don’t like this color, we have four others on the lot to choose from.”

Blair got into the driver’s seat and looked around. “Nice,” she said appreciatively. “But how big is the trunk? We’ve got three small children and a lot of gear to carry.”

“No problem. We’ve got one of the biggest trunks in this size van. Here, take a look.”

Peering in, my wife said, “Gee, that doesn’t look much bigger than the Odyssey that we just saw.”

Donna was quick with an answer. “If you ever want more space, just take out the backseat and the cargo room doubles. Here, let me show you.” She started tugging at various catches and levers.

“Wait a minute!” said Blair. “You mean the rear seats don’t fold flat?”

“No, no!” Donna replied. “All you do is take them out of the car and you’ve got a nice, big cargo area.”

Blair frowned. “But what do I do if I discover something I really like at Home Depot or a tag sale?” she asked. “I can’t just leave the backseats on the sidewalk!”

That settled it. We signed up for a Honda Odyssey with Arnie, even though it meant waiting for nearly three months. But the whole episode left me highly intrigued. Honda had evidently found something customers wanted. They couldn’t make Odysseys fast enough, and the minivans were so popular that many dealers were charging a thousand dollars or more above the list price. What was the matter with Toyota and the other car manufacturers? Why weren’t they making minivans with seats that folded flat?

A week after our Odyssey finally arrived I learned the secret of Honda’s uniqueness. When I shared the story of our car shopping experience with the participants in my marketing seminar, Bill Stowell, a product-engineering manager at a major automaker, raised his hand.

“Actually, it’s not very mysterious,” Bill said. “The problem is the dies that are used in making the floor pan of a minivan. They’re really expensive, and they’ve got to be ordered eighteen months in advance, sometimes more.”

“I understand,” I said. “But wouldn’t it be worth the money to make a product that more customers want?”

“Sure,” Bill replied. “But the cost of the dies is only the start. Changing over from one set of dies to a new set is even more expensive, since it means shutting down production for more than a week. That’s why car manufacturers hold off on major changes until they’re ready to introduce a new model.”

“And when does that happen?”

“About once every four years.”

Suddenly Honda’s advantage was very obvious: Honda had introduced the Odyssey’s fold-flat seats in late 1999. Given the traditional four-year product cycle, other manufacturers wouldn’t come out with fold-flat rear seats until 2004 at the earliest. (Which in fact they did: Nissan’s 2004 model Quest minivan had a fold-flat third row, while Ford went one better, introducing a 2004 minivan in which both sets of rear seats folded flat.) Until then, Honda would offer the only minivan with this highly desirable feature.

Honda had a monopoly! As a result, during the five-year period from 1999 to 2004, while controlling less than 10 percent of the U.S. minivan market, Honda would capture over one-third of the profits in this segment.

AN OWNABLE SPACE FOR A USEFUL PERIOD OF TIME

By monopoly I mean simply that a company or a business controls an ownable space for a useful period of time. Once again:

A monopoly is an ownable space for a useful period of time.

The company owns, exclusively controls, something—a group of customers, a product feature, or some other desirable attribute—long enough to make some money.

This view of monopoly as “an ownable space for a useful period of time” takes us right back to the original definition: “Monopoly” is derived from the Greek word monoplion: mono-, meaning “only,” and plein, meaning “to sell” or “seller.” Thus, “monopoly” simply means “the only seller (of some product or service)”—somewhere, for some time. Nothing more, nothing less.

For the monopoly to be meaningful, the space must be “ownable,” i.e., capable of being controlled and potentially profitable. It must have enough customers with needs that aren’t being met who are willing and able to spend money to satisfy their needs. Ideally, their numbers should be growing, ensuring a steady stream of demand. The only bar in a town full of teetotalers may be capable of being controlled, but it can’t be profitable and therefore isn’t worth owning. By contrast, a look-alike bar on Rush Street, a popular Chicago locale, doesn’t control any ownable space because it can’t keep the market to itself.

You must also own the space long enough to make high, monopoly-like profits. Your “useful period of time” when you are the only player in this space must be long enough to give you a reasonable chance of recovering your investments, and then some. The more you have to invest to tap into those customers’ requirements, the longer your useful period needs to be. If you have to build a large plant, invest $100 million in R&D, or carry out a major redesign of your products, you may need a useful period of several years. A fashion designer, on the other hand, may need just one season to recover her investments in a new design.

Honda’s Odyssey minivan monopoly meets both our requirements. Honda’s “ownable space”—minivan buyers with small children, the need for occasional cargo capacity, and the willingness to pay more or wait longer for it—was large. Millions of Gen-Xers were settling down, raising families, and furnishing their houses. A significant proportion of them didn’t want or couldn’t afford two large vehicles, one to carry children and the other to haul stuff. For these families, the Honda Odyssey was perfect.

Further, by design or sheer luck, Honda’s decision to introduce this feature in 1999 also gave it a long useful period of time—five years. Ford, GM, and Chrysler were all introducing new models in 2000; by 1999, however, their designs were frozen. Even if they wanted to, they couldn’t make a fundamental change like fold-flat rear seats to these models. If, on the other hand, Honda had introduced this feature in 1998, the other car makers could have copied it quickly, giving Honda a much smaller useful period of maybe a year.

As a result, Honda had a lucrative little monopoly in the minivan business. How lucrative? Consider that Honda sold an average of 120,000 minivans a year during this five-year period. It was able to get full price without spending a red cent on incentives or rebates, at a time when competitors were offering up to $2,500 off per minivan. Add in the fact that Honda Odysseys were priced approximately $1,500 higher, and you can see that Honda was making nearly $4,000 more per minivan than its competitors, who were earning maybe $1,000 in profits per vehicle. Multiply that by 600,000 Odysseys, and you find that Honda made over $2.4 billion in additional profits in the minivan segment.

Not bad for a row of seats that folded flat!




2

THE TWO DIMENSIONS OF MONOPOLY

AN OWNABLE SPACE . . .

Every monopoly has two dimensions: space and time. To really understand a monopoly, to know what makes it tick, you have to know what space the monopoly controls and for how long a period of time.

The ownable space can be defined and explored in a variety of ways. Is the space tangible and visible? Or is it intangible, buried inside customers’ minds and needs? How did this space come about—what created it? Why did this company see the space and not others? How large is the space? Is it growing? How profitable is it?

Visit any large American supermarket and stroll over to the soup aisle. It’s a vivid example of an ownable space you can touch and feel. You’ll see an entire section with rows of red and white cans adorned with the century-old Campbell’s brand. Sure, there are some blue Progresso cans and packets of soup mix on adjacent shelves. But make no mistake, the soup aisle is “Campbell” country.

There are many other companies that similarly “own” the shelf spaces in their respective market channels. For decades, Kraft owned the dairy case in American supermarkets. Consequently, the only cheese and cheese-related products that showed up in the dairy case were (surprise!) those made by Kraft. Kodak similarly owned the film case in corner photo shops and drugstores; virtually the only films these outlets sold were those made by Kodak. And as we shall see later, for a over a dozen years Dell Computer “owned” the shelf space in selling PCs direct over the telephone or (later on) on the Internet to corporate customers.

A geographic exclusive is another example of an ownable space. If you own the Coca-Cola bottling franchise in Manhattan or Mongolia, you have a well-defined, profitable ownable space. While Manhattan has more customers than Mongolia, both are monopolies; in either case, if someone wants a Coke, they have to deal with the exclusive distributor or go without.

A different kind of monopoly space is defined by product or service uniqueness. For nearly two decades, in Germany and in the United States, “economy car” meant the Volkswagen Beetle, while in France it was the Citroën 2CV or “Deux Chevaux.” Thanks to their unique designs, these two cars had a virtual monopoly of car buyers who valued reliable, basic transportation.

From its founding in 1973, Federal Express owned the overnight package delivery space until 1982, when UPS came out with its Next Day Air service. Even today, people tend to say “I’ll FedEx it” when referring to overnight delivery. FedEx means “overnight,” while UPS means “in a couple of days” or even longer.

Still another kind of monopoly space is defined by price difference. In retailing, Wal-Mart owns the low-price space, a monopoly it continually reinforces with its slogan, “Always low prices. Always.” In the airline industry, Southwest Airlines owns the low-price space in the markets it serves. By contrast, Rolls-Royce owns the high-price space in the automotive marketplace.

All of the spaces we’ve described so far are more or less tangible. In other cases, however, the monopoly space is intangible; you can’t see it the way you can see Campbell’s Soup’s space just by standing in the soup section. An intangible monopoly space is fundamentally psychological or emotional, existing in the minds and hearts of customers rather than in some physical location or even in a set of definable, concrete characteristics.

Some intangible monopoly spaces are based on custom and tradition. A company may own a particular customer segment mainly because of a long history of dominance that has made its brand practically synonymous with the product or service it offers. Because of Standard & Poor’s long history as a purveyor of financial information, bond buyers automatically turn to the S&P ratings. On the other hand, knowledgeable mutual fund buyers want to know what Morningstar has to say about funds they are considering buying, while shoppers rely on the Consumers Union ratings when deciding which car, household appliance, or lawnmower to purchase.

Other intangible monopoly spaces are based on intense emotional involvement. Brands such as Apple Computer, Harley-Davidson, Porsche, or the Grateful Dead attract cult followers who have no space in their minds for any other supplier. An Apple aficionado would feel degraded by having to use a Windows-based personal computer; a member of HOG (the Harley Owners Group) will wait patiently for months to get just the right motorcycle or accessory.

In recent years, monopolies based on tangible spaces are coming under increasing pressure. They aren’t generating the sales and profits they did in the past. At the same time, intangible ownable spaces are creating monopolies that are longer lasting and more profitable.

The reason is simple: If I know what ownable spaces you own, I can look for ways to muscle my way into them. I’ll design a minivan with two rows of fold-down seats (as Ford did), I’ll team up with Walgreens to create my own monopoly space for a competitive brand of photo film (as Fuji did), or I’ll cut prices to entice some of your customers (as Target did). What’s more, in today’s intensely competitive environment, your suppliers, your channels, and your customers will actually help me imitate your designs, duplicate your technologies, copy your products, end-run your stores, and undercut your prices.

It’s a lot harder to break into a monopoly space when its definition is intangible. How do I get inside Harley-Davidson’s or Apple Computer’s or Standard & Poor’s ownable spaces? How do I win a place inside the heads of their customers? What do I have to do—make better products, spend more on advertising, drop my prices, use different sales channels? Where do I even start?

THE MONOPOLY SPACE THAT THE BIG PLAYERS OVERLOOKED

Sometimes it takes an unusual gift of insight to recognize the existence of a potential
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