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Praise for The Profit Zone
“The Profit Zone is so insightful that most managers will pray that  their competitors never read it.”
—Richard D’Aveni, Amos Tuck School of Business,   
Dartmouth College; author of Hypercompetition
“The Profit Zone is by far the best, most informative, and most instructive business book I’ve read in over a decade.”
—David L. Sliney, president, Lamco Ventures, I.L.C.
“The Profit Zone could safely come with a guarantee that it would  increase a company’s profit if management read it and acted on it.”
—Philip Kotler, Kellogg School, Northwestern University
“This important and meaningful book is must reading for anyone  responsible for business strategy formulation. Slywotzky and Morrison’s strategic approach is woven through a range of real-world  examples that reinforce the power of creative business design and  ongoing reinvention.”
—Richard L. Keyser, chairman and chief  
 executive officer, W. W. Grainger, Inc.
“Adrian Slywotzky and David Morrison show how to achieve profitable results by developing superior insight into customers and  adapting a company’s business design to stay ahead of customer  needs, rather than attempting to do more of what you’ve always  done faster and better. The Profit Zone gives the reader confidence  that these ideas work through clear and detailed examples.”
—Samuel J. Palmisano, chairman and CEO of 
 the IBM Personal Computer Company
“Riveting portraits of how some of our great executives—Robert  Goizueta, Andrew Grove, Bill Gates, Jack Welch, and Michael Eisner—have reinvented their companies from product and market-share centered to customer and profit-centric.”
—Michael Useem, professor of management and director   
of the Center for Leadership and Change Management,  
Wharton School, University of Pennsylvania
“The Profit Zone leads you to a fundamental understanding of your  customer. It forces you to examine the value they have on your  products and services and drives you to design a business that captures a fair share of the value created. It leads you to be well placed  in the zone where profits will be created tomorrow.”
—Terence Lennon, senior vice president, Met Life
“Even better than an exciting whodunit, here are twelve terrific  ‘how-they-did-its.’”
—Stan Davis, author of Blur (1998) and Future Perfect (1996)
“The Profit Zone moves your thinking beyond the classic world of  product and market strategies. Slywotzky and Morrison reinforce  the message that profit is created not by the best products alone,  but by the best integrated business designs. If you want to rethink  your business and its value proposition to customers and shareholders, The Profit Zone is must reading.”
—Jay Alix, Questor Partners Fund/Jay Alix & Associates

Preface to the Paperback Edition
IN THE YEARS since the original publication of The Profit Zone, the  quest for profitability has become more important than ever. The  hype of the Internet, the free flow of excess venture capital, and the  strength of the equity markets collaborated to create many foolish  business models. These facts have increased the need for the discipline of business design reinvention, which we introduced in this  book. A high price is being paid by companies and investors that fail  to master this discipline or fail to apply its basics to their businesses.
Just looking at one industry, it has become increasingly obvious  that traditional product-centric, manufacturing-based business  growth is dead. We’ve recently experienced a time of turmoil in the  stock markets, triggered in part by unrealistic expectations from  the dot-coms. This turmoil has forced millions of managers and investors to recognize the failure of many companies to develop plans  for long-term, sustainable growth. Yet even before the recent market meltdown, once-great product-based companies were already  stumbling. In just months, firms like Gillette, Polaroid, Lucent,  Procter & Gamble, Maytag, and many others lost between forty  and one hundred percent of their market value.
The collapse of the high-tech sector ratified the sense of gloom.  The apparent strength of that sector during most of the 1990s was  really little more than a series of bottle rockets—sizzling, dizzying  ascents followed by equally spectacular crashes to earth. Most had  products that played to the market’s endless excitement for low-cost digital bandwidth, but had business designs that were neither  profitable nor sustainable. (Intel, IBM, Cisco, and Microsoft seem  to represent exceptions—great businesses with long-term prospects  built on a high-tech base. Are there any others? We’re hard put to  name them.) This short-lived tech era was simply a replay of the   bankrupt, unworkable strategy of “Grow first and profit later,”  which people have tried to practice for decades, without success.  The Japanese tried to grow their product-centric, manufacturing-led economy into profitability during the 1980s. They spent the  1990s paying for that mistake. The similar attempt by the “Asian  Tigers” ended in the collapse of 1997.
In short, the No-Profit Zones whose existence we warned about  in The Profit Zone have spread and multiplied globally, engulfing  thousands of companies in arenas from consumer packaged goods to  automobiles to telecommunications to the Internet.
Now, we’re looking forward to the real possibility that the next  decade will be a sustained period of low profit and low growth for  all of the thousands of businesses that don’t understand where tomorrow’s profit will come from and how to reinvent their obsolete  business designs accordingly.
Major economic trends are involved, of course. The current slow-down has made it impossible to ignore the structural weaknesses of  many poorly designed companies. But this doesn’t mean that businesses are helpless, or that there’s no effective, proactive strategy  for business leaders to pursue in a time of recession. In fact, there’s  no question that real, sustainable profitability and growth can be  achieved, even in a highly challenging business climate like the one  we face today. One need only look at a company like IBM—a remarkable example of a major company that has successfully transformed its disadvantageous hardware business model to fit the  profitability demands of a new economic landscape. Dozens of  smaller companies have achieved similar turnarounds in almost  every conceivable business arena. It can be done.
The first step for any business leader is to ask the crucial questions:  
How does profitability happen in my business today? 
How will it happen in the foreseeable future? 
Who will be my most valuable customers? 
How will their critical priorities evolve? 
How must I reinvent my business design to take advantage of  the new paths to profitable customer-centric growth?  
Though the same questions must be faced by every business, the  answers will vary widely. In The Profit Zone, we offer our analysis of   the experiences of some of the great businesses of the recent past as  a guide for discovering the answers that will work for your company  today and tomorrow.
ADRIAN SLYWOTZKY
DAVID MORRISON
Boston, Massachusetts
February 2002


PART ONE
Succeeding in the Changing  World of Business


ONE
MARKET SHARE IS DEAD
THE NUMBER one problem in business today is profitability. Where  will you be allowed to make a profit in your industry? Where is the  profit zone today? Where will it be tomorrow?
The profit zone is the area of your economic neighborhood  where you are allowed to earn a profit. To reach and operate in the  profit zone is the goal of every company.
You’ve been told how to get there. “Get high market share and the  profit will follow.” “Get high growth and your profits will expand.”  As a manager, you were schooled in how the pursuit of market share  and growth automatically places you on a direct route to business  success.
However, these formerly direct roads have become mazes riddled  with traps, wrong turns, and dead ends. Many large companies,  after taking the turn toward market share and volume growth, have  only hit a profitless wall.
Market share was the grand old metric, the guiding light, the  compass of the product-centric age. Companies focused on improving their product and building economies of scale. This product-centric thinking led to the battle cry: “Get more market share and  the profit will follow.”
In the past decade, some disturbing examples began to subvert  the widespread faith in market share as the ultimate goal and  guarantor of business success. Consider the experience of IBM,  DEC, GM, Ford, United Airlines, US Steel, Kodak, Sears, and  Kmart. All achieved leading market share positions: number one   or number two in their industries. Yet all these market share leaders saw their profitability begin to erode during the 1980s. Their  dominant share positions did not protect them. As profitability  began to be detached from market share, shareholders began to  suffer. Despite their strong market position, these market share  leaders significantly underperformed the S&P 500 from 1985 to  1995.
Several of these companies have recently initiated radical changes  in their business design. Their new focus on profit, not just market  share, has led to dramatic rebounds in value. As a result, many other  traditional market share leaders have been encouraged to reconsider  the assumptions on which their business design is built.
As you think about your own business, ask yourself: Am I managing for market share, or for profit? Is the market share I own  profitable and alive, or is it profitless and dead?
There are countless businesses with high market share but low  profitability and low shareholder value. The Japanese have a lock  on the memory chip market. USAir once dominated air travel in  the eastern United States. Philips is a leader in consumer electronics. None of these companies has experienced significant value  growth.
Nor are these isolated cases. The list goes on:  
A&P had a high share of grocery sales. 
Intel had a high share of memory chips. 
WordPerfect had a high share of word processor software.  
DEC had a high share of minicomputers. 
Kmart had a high share of the urban discount business.  
Each company was a market share triumph and a profitability  disaster. In a broad cross-section of high market share situations,  the right economic response has been: “So what?”
Many companies simply hoped that profitability would return.  Some managers inside the companies suspected that it would not,  but were hesitant to bring that suspicion to the surface and open up  a debate. How could they possibly argue against a high market share  position?
Other managers, in their private, honest moments, knew that the  profit would never come back but were hesitant to confront the  issue openly, fearing that the organization’s morale would plummet.
Intel was an exception. It was the one company on the above list  that confronted the issue head-on. It had high market share in  memory chips in 1985, but Intel’s managers recognized that its market share was dead, valueless, and profitless. The 1980s game was  over; it was time to build the company’s next business design.
Companies like Intel force us to think harder about—or to completely rethink—market share as a predictor of profitability.
AM I MANAGING FOR VOLUME  GROWTH OR VALUE GROWTH? 
“Be in high-growth markets.” In the old economic order, in the age  of market share, volume growth was a guarantor of success. Growth  was what we were taught to pursue. It created higher profits for all,  including market share laggards, companies with poor business designs, and companies that were poorly managed. A rising tide raised  all boats. One manager articulated the classic view: “There are no  management problems that volume growth can’t solve. Even if we  manage poorly, rising revenue helps cover the mistakes we made.”
This maxim, too, has been shaken. Industry growth and a company’s value (stock price) growth no longer have a one-to-one correlation. Fast-growing industries such as PC manufacturing, consumer  electronics, telecommunications, and software have each produced  scores of terminally unprofitable companies. By contrast, no-growth  or low-growth industries have produced some of the most successful  companies in the world. Coca-Cola achieved significant value  growth in the low-growth beverage industry, as did General Electric  (GE) in a collection of low-growth manufacturing industries, and  Swatch in the low-growth watchmaking industry.
The two most valuable ideas in the old economic order, market  share and growth, have become the two most dangerous ideas in the  new order. To apply these ideas appropriately (and safely), you must  understand the rise of no-profit zones in the economy.

NO-PROFIT ZONES 
Companies used to be able to command a premium price by simply  showing up. There were relatively few players in any competitive  arena, and customers held little power. Over the past two decades,  however, advances in industrial technology, innovation in business  design, increases in global competition, and tremendous improvements in information technology have altered the game. In the  face of intense competition, companies in many industries have  leveraged efficiency gains and competed for market share by lowering price.
Simultaneously, information has become more accessible to customers, allowing them to conveniently shop for the best deals and the  best prices. This forces all contenders to match price reductions or  lose customers to a lower-priced competitor. It creates no-profit  zones. In the old world, the rule was: Every industry makes money,  and the market share leaders make the most money. There have always been one or two exceptions, such as agriculture or passenger rail  travel, but they were few and far between.
In the past decade, the rule was broken. Today, no-profit zones are  everywhere, and they are growing. The map of the economy is covered with more and larger patches of unprofitability. No-profit zones  come in various forms. They can be a part of the value chain (e.g.,  distribution in computing); they can be a customer segment (e.g., the  Medicaid segment in healthcare, or the grocery segment in carbonated beverages); they can be an entire industry (e.g., environmental  remediation); they can be individual customers (e.g., Wal-Mart or  other large, powerful buyers); or they can be entire business models  (e.g., hub-and-spoke airlines, or integrated steel mills).
No-profit zones are the black holes of the business universe. In a  physical black hole, light waves go in, but never come back out. In an  economic black hole, investment dollars go in, but the profit dollars  never come back out.
Paradoxically, the devout pursuit of market share may be the single greatest creator of no-profit zones in the economy.
Imagine an industry with ten competitors. By definition, their  market shares add up to 100 percent. Read their strategic plans. They   all plan to increase market share. Not by a little, but by a lot.
Add up the 5-year market share objectives, and you get a number  that adds up to 150 to 170 percent of market share.
This, of course, cannot happen. It doesn’t make sense; but even as  you read this, it is going on around you—perhaps in your own industry or in your own company.
The vigorous pursuit of market share and the rise in customer  power have driven profit from many activities and products, and  even from entire industries. More and more no-profit zones have  been created. Still, many companies continue to pursue a market  share and volume growth strategy, trying to get a bigger piece of a  pie that is losing all of its value.
A senior manager at an equipment manufacturer captured perfectly the spirit of market share myopia that dominated the thought  processes, and the business press, in the age of market share:
We are all focused on market share, on units, units, units. Units  sold vs. competitors’. Units sold this quarter vs. same quarter last  year. We focus on every single point, or fraction of a point, of  market share gained, or lost.
And it’s not just our management team. It’s our competitors’  management teams. And it’s the periodicals that follow our industry. The market share tables come out and we all follow them  as closely as NBA standings.
All too often, the vigorous pursuit of market share is done at the  expense of business design innovation. However, market share leadership in a no-profit zone, or high market share with the wrong  business design, is more of a curse than a blessing.

GROWTH, WITH THE WRONG BUSINESS  DESIGN, DESTROYS VALUE FASTER 
It is easy to understand the trap of market share and growth in a no-profit zone. It is more difficult to understand how growth in a  thriving industry can be dangerous. Growth is important, but how  growth is achieved is much more important.
There are three curses of growth. First, high growth with a bad  business design destroys value faster. Witness the value destruction  occurring in so many high-tech, high-growth industries today.  Growth is attractive, but growth carries high risk, especially when  the business design is wrong.
Second, besides being riskier, high growth is much harder to  manage. The euphoria of being in a high-growth environment  blocks out the reality that growth creates a much higher management challenge.
An aerospace industry executive explained:
Managing in a downturn is hard, but managing high growth intelligently is much harder. You’re tempted to overbuild capacity,  add infrastructure, headcount, lots of fixed cost. Then when the  growth waters recede, you’re stuck in a no-profit zone with lots  of resources and lots of red ink. It’s a great way to destroy shareholder value. Businesses do it all the time.
The third curse of growth arises when a business grows by  stretching its business design to serve customers that the business  design was not intended to serve. To make up for the mismatch, the  company is forced to lower prices or expand its scope into areas  where it is not operationally efficient. Both of these actions depress  profitability. Once again, the end result is a no-profit zone.
No-profit zones are emerging every day. Activities that were once  valuable turn profitless. Value migrates toward activities that are  more important to customers—activities where profit is possible.
Yesterday’s profit zones are becoming, with increasing frequency,  today’s no-profit zones.

REINVENTORS 
In the past decade, several business leaders have emerged who have  figured out, or intuitively understood, how the rules of the game  have changed. Their record of value growth is all the more remarkable when compared to the growth prospects of their industries and  the lagging value performance of the market share leaders.
These reinventors think differently; they see things differently;  they act differently. They start with the customer and work their  way back. They start with the profit question (“Where will I be allowed to make a profit?”) and work their way back. They are constantly focused on how the profit zone is shifting. Where is it  today? Where will it be tomorrow?
A decade ahead of their peers, the reinventors saw the move from  the old product-centric, market share world to the new customer-centric and profit-centric environment. They were not alone; the investment community also understood that the sands were shifting. It  downgraded the “old order” market share stocks and reallocated its  investment dollars to the “new order” reinventor companies. The old  order companies concentrated on market share and yesterday’s profit  zone. The new order companies reinvented their business design  every five years to stay relevant to customers and to move into new  profit zones. Several hundred billions of dollars of value shifted from  companies that had dominated yesterday’s profit zone to those that  were finding or creating the profit zones of tomorrow.

LONG LIVE MARKET SHARE 
Ironically, the reinventors all created high market share for their  companies, but their way of thinking about market share was diametrically opposed to the logic of the conventional approach.
The sequence of the conventional approach was:  
Gain market share. 
Profitability will follow. 
The reinventors’ logic was:  
What’s most important to the customer? 
Where can we make a profit? 
How can we gain market share in that space? 
This difference in sequence reflects two very different ways of  thinking. The conventional approach was market share-centric.  The reinventors’ approach is customer-centric and profit-centric.   
Reading about how the reinventors created a record of sustained  value growth can help you to learn a different way of thinking. You  will gain an expanded repertoire of strategic and tactical moves that  you can use to create the next profit zone in your industry. The  reinventors’ experience can help you to understand:  
What specific business design moves can manufacturers with disappearing margins adapt from GE’s business design in order to  reestablish a path of profit growth? 
What principles of business design did Nicholas Hayek apply to  build a 20 percent profit growth business for Swatch in what  appeared to be a terminal no-profit zone? 
What are the three changes in its business design that allowed  Coca-Cola to grow its value from $10 billion to $150 billion?  
What two specific profit models did Disney use to grow the company’s profit from $100 million to $3 billion in less than a decade? 
How did Intel repeatedly change its business design to grow its  value from $3 billion to $100 billion in the past 20 years?  
Part Two of this book answers these questions and provides insight  into how these and other reinventors systematically built customer-centric and profit-centric business designs to create value for shareholders. Each example highlights the strategic and organizational  challenges that each leader faced and the innovative moves that were  made in response. Like many innovators in other arenas, the reinventors have been able to see things that others couldn’t (or wouldn’t)  see. You can learn to see those things by studying their success.

INNOVATION IN BUSINESS DESIGN 
Each of the questions listed above asks how a major company fundamentally redefined itself and the way it does business—how it reinvented its business design. We all know intuitively what a business  design is, but it helps to be explicit about the key strategic dimensions that define a company’s business design.
A company’s business design is composed of four strategic   elements: (1) customer selection, (2) value capture, (3) strategic   control, and (4) scope. If the business is to succeed, it must be designed in such a way that its key elements are aligned with customers’ most important priorities. It must be designed for  profitability. And, its elements must be tested for consistency with  each other, to ensure that the business design functions as a coherent and mutually reinforcing whole.
The customer selection dimension of a business design describes  the company’s chosen customer set. A business has the opportunity  to choose and to segment its customers based on the customer set to  which it is best suited, or the one it is best able to serve. A business  may change the customers it chooses to serve as value migrates to a  new customer set or new customer segments. This can be a wrenching change for an organization. Moving away from customers is  among the most difficult decisions a company can make. But it is critical. It is as important for you to ask yourself, “Whom do I choose  not to have as my customer?” as it is to ask, “Whom do I choose to be  my customer?”
The value capture dimension of a business design describes how  the company gets rewarded for the value it creates for its customers.  Traditionally, companies have captured value through product sales  or service fees. Product-centric thinking limits itself to these traditional means of capturing value. Today, reinventor companies employ  a more extensive repertoire of value capture mechanisms than they  ever have before: financing, ancillary products, solutions, downstream participation in the value chain, value sharing, licensing, and  many others. They get rewarded for the value they deliver to customers in highly innovative ways.
The strategic control of a business design refers to the company’s  ability to protect its profit stream. It answers the questions: “Why  should a customer buy from me? Why must a customer buy from  me?” There are at least ten different ways to create a strategic control  point for a business (see Chapter 3). Strength of strategic control is a  critical element in successful business design innovation.
The scope of a business design refers to the company’s activities  and its product and service offerings. Companies increase or decrease their scope constantly. The key question for business designers is: “What changes in scope do I need to make to remain  customer-relevant, to generate high profits, and to create strategic  control?”
[image: image]
Exhibit 1.1 profiles the four strategic dimensions of a company’s  business design. Each dimension is linked to all the others. For example, which customers I choose depends in part on which customers will allow me to make a profit. How I make a profit depends  in part on the scope of activities I perform. Decisions about differentiation and strategic control depend on who the customers are  and the scope of activities the firm is capable of. Decisions about  scope should support decisions about what customers to serve, how  to create profit, and how to create strategic control.
When these choices match customer priorities and are internally  consistent and mutually reinforcing, they can produce an extraordinarily powerful business design for the company. The reinventors  have achieved an extraordinary level of excellence in the design  choices they have made.
Great business design is just like great product design. Extraordinary achievement in product design is a combination of superb engineering and great imagination. Similarly, great business design is a  combination of superb knowledge about customers and profit (“You  can’t intuit the facts”), together with great strategic imagination.  The reinventors’ unique skill is strategic creativity: constantly reversing traditional assumptions, developing new options, and making  more inspired choices.
To ensure long-term viability, a company’s business design must  be reinvented as customers’ needs and priorities change and as value  migrates away from the industry’s traditional business designs. Just  as products become technologically obsolete, business designs become economically obsolete. Over time, because of the competitive  nature of business, most business designs are no longer allowed to  make a profit. Their profit zone has moved. If a company hopes  to create value for shareholders and wants to continue operating in  its profit zone, it must reinvent its business design every five years,  or even sooner.

THE NEXT TURN OF THE WHEEL 
The reinventors know that the game is never over. For each company,  the ground is shifting and the profit zone is moving once again. Intel   faces the K6-chip challenge from Advanced Micro Devices (AMD).  Coca-Cola faces a newly focused Pepsi. Microsoft faces the Internet.  Disney faces accelerating imitation from Time Warner.
Similar types of challenges face the other reinventors. Unless  their business designs are reinvented, their profits will start to  bleed away. More importantly, their customers are changing. For  every customer group, yesterday’s magic is turning into today’s  commodity.
Lew Platt, CEO of Hewlett-Packard, has an invaluable perspective on reinventing: “The single biggest problem in business is staying with your previously successful business model . . . one year too  long.”
Whether you think of it as “paranoia” à la Andrew Grove (“Only  the paranoid survive”), or as staying with the old formula too long,  the message is identical: When customers move, the profit zone  moves. You must reinvent your business design to move with them.
This is not news to the reinventors. Most have created a new architecture for their business model every five to seven years. But  having done it successfully in the past is no guarantee that the next  design will work. Each design has to be right for the customers and  right on the economics. Each reinvention takes incredible concentration and hard thought. The case examples developed in Part Two  are provided to help you through the process.

CRACKING THE CODE ON  PROFITABILITY 
Roberto Goizueta, CEO of Coca-Cola, likes to say: “You can think  through a problem so hard that you develop a sweat.” The problem  to think about that way is profitability. Where is it today? How does  it really happen? Where will it be tomorrow?
If organizations don’t answer these questions correctly, much of  their efforts will be wasted.
Where is the profit? In yesterday’s world, the answer was: with  the player who has the highest market share. In today’s world, the  answer is: with the player who has the best business model, a model  designed for customer relevance and high profitability.
Thinking about profitability isn’t easy, for several reasons. First,  the profit zone, the arena in which high profit is possible, keeps  changing and keeps moving. The customer doesn’t stand still, and  the business design must respond (see Chapter 2). Second, there are  at least twenty-two different ways that high profit happens—twenty-two different models that explain and quantify the mechanism by  which profit occurs (see Chapter 3). Third, most organizations use  two or three of these profit models. Understanding which ones to  apply in which circumstances requires careful thought and considerable organizational persistence.
In this new economic order, characterized not by equilibrium  but by fluidity, customers and profit zones always shift. To reinvent  its business design and stay a step ahead of these shifts, a company  must move beyond product-centric thinking to a customer-centric  approach. Market share thinking must yield to a profit-centric approach. The ideas behind customer-centric and profit-centric thinking are critical to success in the new world of business. We will spend  the next two chapters developing these two ideas.


TWO
CUSTOMER-CENTRIC  BUSINESS DESIGN
THIRTY YEARS ago, the customer didn’t matter. That sounds  heretical, but it is true. In the postwar business landscape of the  1950s and 60s, customer demand outstripped capacity. It was a supplier’s world, and large monolithic companies ruled. These sellers  were in the economy’s driver’s seat.
Today, in contrast, the number of customer options is dwarfed  only by the amount of information available about each option.  There has been a secular shift in power from the supplier to the  customer. Highly competitive markets and abundant information  have placed the customer at the center of the business universe. In  this new environment, successful businesses are those that employ  customer-centric thinking to identify customer priorities and construct business designs to match them.
WHAT IS CUSTOMER-CENTRIC  THINKING? 
Let’s begin with what customer-centric thinking isn’t. It isn’t traditional, conventional market research—mountains of data, hundreds of tables, and no actionable insight. Nor is it traditional  customer satisfaction research, an important but backward-looking  measurement of how yesterday’s decision makers rated us on what  was important in yesterday’s business model.
Conventional market research tries to measure everything.  Strategic, customer-centric thinking deciphers the puzzle of the  customer’s top two or three priorities with enough insight to have a  good chance of matching those priorities profitably.
To create a strategic and dynamic perspective on the customer,  one must have a clear and compelling point of view on one question:
Exactly how is the customer changing?
Write this question down. It is your single most powerful management weapon. The answer to this question does not come from  conventional market research or traditional customer satisfaction  analysis. It comes from a powerful desire to crack the code of shifting customer priorities by doing complex, demanding, street-level  detective work.
Typical market research explores quickly and measures profusely.  It is often too removed from the customer to be of help; a firm hires  a market research company to conduct a survey that asks customers a  limited set of multiple-choice questions. Answers are then aggregated and cut a number of different ways to reveal “true” customer  preferences. Such research may ask the wrong questions or not probe  deeply enough. In contrast, customer-centric thinking needs to look  at the customers’ problems through the customers’ eyes, not through  the eyes of a market researcher. The customer-centric thinker  spends time talking to customers rather than reading market research reports. The conversations yield an understanding of the customer’s problems directly from the customer’s perspective—a far cry  from getting this information filtered through a large and cumbersome report.
Successful entrepreneurs live at the opposite end of the spectrum  from conventional market research. The entrepreneur’s customer  exploration process is alive, pulsating, interactive; filled with energy, missteps, miscues, errors, insights, and aha!s. Successful entrepreneurs act on those insights and design their businesses  around what they have learned. Through direct contact with the  customer, the entrepreneur is able to identify solutions to the customers’ problems that unlock the customers’ enthusiasm, budgets,  and loyalty.
Customer-centric thinking is not a colorless, odorless, bloodless  process. It is messy, nonlinear, and confusing—but it is essential.  Customer-centric thinking asks: So what? Who cares?

WHY IS CUSTOMER-CENTRIC  THINKING SO HARD? 
Customer-centric thinking is not easy for managers in business  today, for two reasons. First, because managers—particularly those at  the senior executive level, whose careers span two decades or  longer—were trained in a product-centric world. They were trained  to continually focus on improving their products, increasing their  market share, and growing their revenues. They became senior managers because they functioned well in this world.
Second, customer-centric thinking is difficult because of what  happens when companies succeed. Over time, a company’s center of  gravity moves. As Exhibit 2.1 indicates, during the entrepreneurial  phase, the center of gravity of a company’s thinking resides with the  customers. A small business  must focus intensely on the customers  or it will fail. As the company grows, the center of gravity begins to  shift in small, subtle degrees. It moves away from the customers and  toward the company itself. In the success phase, the company grows  ever bigger and the center of gravity moves more toward the company and away from the customers. Finally, it is in the company,  which is now focused on itself. A company focused on itself—its internal budgets, internal resource concerns, and internal politics—  will have a great deal of difficulty with customer-centric thinking.
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REVERSE THE VALUE CHAIN 
To begin customer-centric thinking, managers must reverse the traditional value chain (Exhibit 2.2). The traditional value chain begins with the company’s core competencies, its assets. It then moves  to inputs and other raw materials, to an offering, to the channels,  and then finally to the customer. This value chain begins with the  assets and then finds ways to make those assets into a product or a  service that will fit into the template of what’s important to the customer. This entire thought process needs to be reversed.
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Customer-centric thinking begins first with the customer and  then moves, ultimately, to the assets and core competencies. Customer-centric thinking focuses on the customers’ needs and priorities and identifies options through which these needs and  priorities can be met in the best way possible. It literally reverses  the value chain so that the customer is the first link in the chain  and everything else follows—everything else is driven by the customer. Managers should think of: (1) what their customers’ needs  and priorities are; (2) what channels can satisfy those needs and  priorities; (3) the service and products best suited to flow through  those channels; (4) the inputs and raw materials required to create  the products and services; and, (5) the assets and core competencies essential to the inputs and raw materials.

RESTRUCTURE MANAGEMENT’S TIME 
Cracking the code on your customers’ needs and priorities can’t be  accomplished within your office.
The key information needed is “out there” in the market: in the  customer’s office, or factories and warehouses, or operational systems. This reality points directly to a radical restructuring of senior management’s time.
In the old economic order, most of the information you needed to  succeed came from inside your company and inside your industry.  Today, the key information you need comes from outside your company (the customer base and the edge of the competitive radar  screen) and outside your industry (great business designs, already  developed by others, that can solve the strategic problems your  company faces).
Unfortunately, a recent survey indicated that senior managers  still spend 70 percent of their time “on the inside.” And the 30 percent of their time dedicated to “outside” activities is fragmented  among suppliers, security analysts, journalists, charities, other  boards, and customers. In the old economic order, this distribution  of energy made sense. In a value migration world, it doesn’t.
With value rapidly flowing from old business models to new  business designs with more customer relevance, you must reverse   the inside/outside ratio. Spend most of your time “outside,” with  customers. Don’t spend your time with customers who like you.  Seek out the customers who are the most demanding, the angriest,  and the most insightful about tomorrow.
Finally, don’t go into these customer dialogues asking yourself,  “What do I need to know?” Ask the right questions, such as: “What  am I afraid to find out?” The answer to this second question will  give you the best clues about how to change your business design to  win tomorrow’s customers and to capture tomorrow’s profits.
Mastering the art of honest and persistent customer dialogue will  always open new opportunities for profit growth. It will also create  enormous frustration among your competitors. As an example, an  executive at a GE competitor summarized the difference between  his firm (a major materials supplier) and GE:
Our senior managers’ time looks like this:
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The problem is that Jack Welch’s schedule looks like this:
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Schedule B trumps Schedule A every time. With direct access to  a constantly shifting data stream, successful managers get the critical information they need. They figure out the customer’s number-one priority and build a customer-centric business design  around it—one that will score highest on the customer’s most important decision criteria.

CRACK THE CODE ON  CUSTOMER PRIORITIES 
The value of any product or service is the result of its ability to  meet a customer’s priorities. Customer priorities are, in simple  terms, the things that are so important to customers that they will  pay a premium for them or, when they can’t get them, they will  switch suppliers.
Customer priorities have a variety of different elements, from  purchase criteria to systems economics (Exhibit 2.3).
Each of these dimensions contributes to a customer’s priorities  when considering a supplier. To understand the customer, the manager must be asking the right questions of the right person. Within  an industrial customer, there is rarely one buyer or one source of  influence. There are many, and they are scattered throughout the  customer’s organizational pyramid.
The challenge in strategic customer analysis lies not only in understanding multiple levels within an organization, but in using various methodologies to put together a mosaic of the real picture. The  structure of a customer’s needs, behavior, decision-making process,  price sensitivities, and preferences is as complex as any molecule. In  molecular science, researchers use X-ray crystallography (taking pictures from many angles) to determine the true structure of the molecule. In customer science, the same approach is needed.
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And although the picture in X-ray crystallography is never perfect  or complete, a working sense of a molecule’s structure can be created.  So, too, in deciphering the structure of the customer, interviews,  economic analysis, surveys, focus groups, trade-off analyses, and a  rich array of other methods all give a partial reading. Integrating  them is even harder and trickier than creating the pieces, but that’s  where the value and the insight are found.
Consider the descriptives in Exhibit 2.4. Which ones describe  the customers served by your company or your industry?
An understanding of how your customers feel, and why, offers  you a major opportunity to find clues about changing priorities  and future profit growth opportunities. Many organizations,  blinded by their traditional way of doing business, fail to stay on  top of their customers’ key priorities. As one senior executive recently put it, “We don’t see things as they are, we see things as we  are.” As a result, in many industries, customers are bored, angry,  and disinterested. The industry is populated by very similar business designs that compete in the same way and are product-focused  rather than customer-centric. This type of situation presents great  opportunities for entrepreneurs and newcomers to:  
Decipher what customer priorities are being ignored (a clear link to  the words in the left-hand column in Exhibit 2.4). 
Invent a new business design that responds to those priorities.  
Create a new profit zone with extraordinarily high profitability.  
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The entrepreneur or newcomer doesn’t have to come from outside  the industry. Your company could play that role. The key is to understand your customers’ priorities.
The reinventors profiled in this book are masters at customer-centric thinking. They identified the changes in their customers’  priorities and reinvented their businesses with those changes in  mind. Nicolas Hayek, head of SMH, the Swiss watchmaking company, understood that a growing set of consumers would buy watches  based on taste and emotion, rather than on prestige. Roberto  Goizueta understood that, in many situations, Coca-Cola’s customers’ priority is not price but availability and that the key customer in the system is the bottler, whose actions determine how  available the product will be. Charles Schwab broke away from the  traditional “customer as sales target” mentality when he saw that investors had varying desires for guidance and a high distaste for pressure selling. Michael Eisner at Disney saw that customers were  willing to pay more money for toys and other products related to  Disney movies. Jack Welch saw that GE’s customers saw less value in  the product and more value in the services and financing. And Bill  Gates saw where customer priorities were shifting in the computer  industry time and time again—from languages to operating systems  to applications to communications to the Internet. These and other  examples, such as Intel’s unique perspective on customer power and  ASEA Brown Boveri’s (ABB) devotion to being best at serving several distinct customer groups, are discussed in Part Two.

SILENT PRIORITIES: CRACK THE  CODE ON SYSTEMS ECONOMICS 
Even putting the right questions to the right people will not always  provide a manager with enough information, because not all of a  customer’s needs are articulated. Every customer has a broad set of  needs—some spoken, others silent.
Managers are challenged to get a clear read on the spoken needs,  but they must apply a considerable degree of rigorous creativity to  reach the silent needs. Customers are not always able to communicate their entire range of needs; some remain silent, poorly defined,   or poorly articulated because companies are organized in silos, and  the different silos don’t speak to or share information with one another. In today’s business landscape, it becomes the supplier’s job to  identify these silent needs, define them, and give them a voice in  the supplier’s decision-making process.
One of the most powerful tools for ferreting out those silent,  unarticulated, and, at times, unknown priorities is analysis of the  customer’s systems economics (Exhibit 2.5), regardless of whether  you are dealing with an industrial buyer, a family, or an individual  customer.
A customer’s systems economics includes the amount paid for the  product or service; the costs to use, store, and dispose of it; the time  consumed in the purchase transaction and the usage pattern; and  the amount of hassle that has to be tolerated or paid out throughout  the entire process. In short, it is the dollars, hours, and hassle the  customer will “pay” for buying and using the product or service. It  is the “big box” of the customer’s economics that grows out of the  “little box” of your products.
Most customers don’t know their own systems economics. They  can sense and feel it, but they don’t know it. The auto industry,  until very recently, didn’t know the full systems economics of an instrument panel, a door, or a front-end system. Most families do not  know their household systems economics for buying and maintaining transportation. For many, it would be quite a surprising number.
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The fact that most customers don’t know their own true systems  economics is wonderful news for suppliers. Therein lies great opportunity for profit gain.
Disney streamlined the hassle out of the family vacation. Intel  made it easy for its industrial customers to apply its chips. Microsoft  gave the customer standards, ease of use, and a world-beating basket  of applications. All these suppliers were rewarded beyond anyone’s  imagination.
Really knowing the customer’s systems economics brings another enormous benefit to suppliers. It puts them in a legitimate  position to answer the question:
How can we really add value to the customer?
One answer to this question led to the reinvention of an entire  industry. During the 1980s, $8 billion worth of paper business  forms were sold in the United States each year. The priorities of  purchasing agents, who were responsible for buying forms, reflected the economics of their positions: meeting budgets, time  constraints, and meeting minimum quality standards. Successful  forms companies were those that offered high-quality, low-cost  forms and quick delivery.
In the early 1990s, executives at large forms-consuming customers—insurers, banks, and hospitals—began searching for ways  to reduce company expenses. After looking at the entire form-related system, they realized that the cost of a form was the tip of  the iceberg. For every dollar spent on a paper form, the organization spent $20 filling it out, copying it, routing it, amending it,  storing it, and throwing it out.
This realization elevated the issue of record-keeping systems on  each organization’s agenda, and decision making began moving  from purchasing agents to senior management. Customer priorities changed radically. Saving a nickel on a dollar’s worth of paper  forms was no longer enough. Rather, the customer now said, “Help
SUCCEEDING IN THE CHANGING WORLD OF BUSINESS
my organization—which uses 20,000 different types of paper  forms—to transition from paper to an electronic forms system so  that we can lower our total systems costs from $20 to $10.”
Forms companies that adapted to meet this new customer priority created enormous value for customers and for themselves. Those  that did not found themselves supplying an irrelevant product to indifferent customers.
To get an accurate analysis of a customer’s systems economics  and changing priorities, managers should exploit every tool at their  disposal. Incumbent companies have the advantage of easy access to  the customer, but it is their most underutilized asset. Start-ups like  Microsoft scratched and clawed their way to their first customers.  Incumbents like IBM and DEC had easy access to any customer or  prospect in the marketplace, but it was a powerful advantage that  they did not use.
The few companies that do use their access rarely take the critical  next step: creating a privileged and often proprietary information  flow from major customers—or, more importantly, from a truly  market-representative cross-section of customers—to themselves.  In today’s ultradynamic business landscape, this information flow  could be one of a company’s most priceless assets. It is an enduring  paradox that so few major organizations gather and systematize  strategic customer information and convert it into an unmatched  understanding of what the customer’s true priorities will be.

EXPAND THE CUSTOMER  FIELD OF VISION 
Deciphering the secret code of changing customer priorities is the  most difficult task in business. There is no single method to crack  the code, nor is there any one customer in the buying organization—whether an industrial buyer or a family—who provides the  entire answer.
In the
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EXHIBIT 2.4 Customers’ Responses
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EXHIBIT 1.1 The Dimensions of Business Design
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EXHIBIT 2.5  Systems Economics
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EXHIBIT 2.1 The Company Center of Gravity
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EXHIBIT 2.3  The Modern Value Chain
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EXHIBIT 2.2 The Value Chain
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