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Preface


They say that confession is good for the soul, so let me begin with one. So much has changed since this book was first written that I hesitated even to revise it. So many assumptions baked into the original text have proven to be false or unreliable, so much of the rhetoric now exposed to be slick or hollow, that as an author, I just wanted to run and hide. Well, the good news is there is no place to hide, and if managers and CEOs are expected to take their lumps, why shouldnt authors and consultants as well? So be it.


That said, when I thought about writing ANOTHER bookthe right book, that mythical creature that tantalizes and eludes us allI found that much of what I intended to include was in fact part of this current book. To be sure, our consulting practice at the Chasm Group has matured considerably since 1999, and there are updates to several of the frameworks presented in the original edition, and they are included in this revision. But for the most part, the underlying thinking and models have held up well despite the drastic changes in the economy. That is because, at the end of the day, managing for shareholder value really is about managing for competitive advantage, whether one is sailing with the wind or into it.


What I did find myself wanting to swap out was the surrounding set of economic assumptions that had driven the earlier text. The dotcom threat that I posed as bogeyman, the force that would drive corporate America to become more adaptive to change, has instead been exposed as an investment mania. The whole notion of disruptive innovations riding into power on the back of increasing returns, while real, is nowhere near as commonplace as I had once assumed. Valuing time over money, as a strategy, works only when you are riding a big investment bubble; once the wave crashes, and capital returns to prudence, then the balance between the two reasserts itself. In sum, much of my celebration of a new economy was just a lot of old baloney.


So let us strip all that talk away. Let us look at the world through the eyes of a chastened technology sector, an America no longer untouched by terrorist attack, and a global economy more challenged than it has been in a long time. In light of all this, does it make any sense at all to still be talking about a NEW ECONOMY?


I think it does. Indeed, I believe it is more crucial than ever that we do so. Managing for shareholder value going forward is going to require ever more effective utilization of financial capital. We cant succeed in this without a clear appreciation of the demands of that capital. And the first demand of capital is that it be deployed in efforts that can raise the value of the company it is invested in.


In the economy of the twentieth century, the path to increased valuation was scale. Capital was used to grow the company. More and more tasks were brought inside the corporation where they could be handled more cheaply, and smaller companies, unable to scale, got squeezed out through marketplace power plays and massive efficiencies. Such forces led inexorably to the formation of the FORTUNE 500, in which the greatest honor goes to the largest institution.


At the turn of the century, however, the tables are turning. As work becomes more technologically enabled, more and more investment is required to keep pace with competitive performance. This plays into the hands of companies who specialize in a specific form of work. It does not play into the hands of large, all-purpose corporations. For those companies to match the specialist companys  investment creates redundant consumption of capital with no material advantage gained. A small company outsourcing to that specialist can duplicate the large companys performance, perhaps by paying a small markup, BUT WITH NO CAPITAL OUTLAY. Instead it can use its capital to further differentiate its offers from its larger competitors, thereby creating market advantage without creating extra bulk. Shareholders monitoring ROIC (return on invested capital) have been quick to appreciate this difference.


As we shall discuss at length, the economy is changing in ways that let virtually any company deconstruct its offerings to trade off using inside versus outside resources to its best advantage. This is a relatively new outcome in large part enabled by the rise of the Internet. By providing a communications backbone that permits more and more work to be distributed across corporateand even continentalboundaries, the Internet is redefining how the world manages its supply chains. To be sure, Internet-enabled e-commerce is still in its infancy, and much of its promise has yet to be realized, but no one believes that it is directionally off course. The only argument is over how far it can go and how soon to commit.


Over time I believe that the age of the Internet and the age of outsourcing will become synonymous, and that together they will make for a truly new economy. Outsourcing manufacturing in the electronics industry is the poster child for this change. It is now clear that, with few exceptions, an electronics company cannot compete without adopting this tactic: it simply takes too much capital garnering too little return to sustain the sophisticated capabilities required. Only specialists can raise such capital because by their focus they can create enough business throughput to generate an attractive return. Thus the contract manufacturers have coevolved with the original equipment manufacturers to create a whole new ecosystem.


Where manufacturing has led, I believe, the services industries will eventually follow. If it makes no sense to manufacture in-house, what sense does it make to run your employee benefits in-house? Payroll? Facilities? Data center? E-mail? As capital puts more and more pressure on management to generate better and better returns, we are all being forced to focus more and more on our key differentiating capabilities, what in this book we call CORE, and leaving all the rest, what we call CONTEXT, to others.


Let us not underestimate the disruptiveness of this change. First of all, it is proving hugely challenging to bring about. Much of the infrastructure and many of the systems required are today still woefully immature, and the stories of failed efforts are legion and chastening. But even more important in my view, we must not underestimate the change in management thinking needed to take advantage of this new world. It is no longer enough to make a profit. In this world, the question is, given the resources you used, did you make ENOUGH PROFIT? And going forward, can you distinguish between your high-return and low-return business processes, and can you arrange for the former to be your focus, and the latter to be delegated to someone else in the supply chain?


It is the goal of this book to give managers a framework for tackling these issues and setting strategy to take best advantage of the capital entrusted to them. This is what we mean by managing for shareholder value. It does not replace the need to manage to the P&L, but it does transcend it, meaning it represents a superset of concerns of which the P&L is a component. Without this larger frame of reference, managers will continue to beat their heads against a wall of investor unresponsiveness, continue to accuse Wall Street of shortsightedness, continue to believe their stock price is at the mercy of some analysts whims. With this frame of reference, they may still find reasons to complain, but they will do so with a much better appreciation for the forces driving the investment community to act as it does.


In the end, the new economy is about creating a breakthrough in the efficient deployment of capital. It implies a world in which work is redistributed across a vast network of specialists interlinked by information and logistic systems that allow for a raft of just-in-time processes to unfold. In such a network, the return on capital reaches unprecedented levels because every company is deploying the bulk of its capital against its high-return core processes and little or no capital against its low-return me too context processes. The total return on capital in such a system far exceeds any other alternative.


To be sure, this new economy today is still more vision than reality, but we can begin to approximate it and by so doing create superior shareholder returns in the present. At the same time, if we really are able to distribute work into nations that have yet to share in global prosperity, if we really can give the people of those nations a stake in the global economy, then perhaps by so doing we really can make the world a better and safer place for all of us.


So both in the short term and in the long there are attractive targets for this discipline of managing for shareholder value to aim at, and with that, let us get on with the business of setting it forth.
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THE INVESTOR PERSPECTIVE


Management must serve four primary constituencies in a capitalist system: customers, partners, employees, and investors. Of these, investors have the least visible presence, yet their influence is both deep and pervasive. Without investment capital and equity liquidity, companies cannot transcend the limits of local, owner-operated businesses.


Thus we embrace investorsoften, however, without fully understanding their motives. Too often indeed we learn about these motives in the negative sense, when we violate unspoken covenants and expectations, leading to a deteriorating stock price and plummeting market capitalization, accompanied by loss of marketplace prestige and acquisition currency. The sad part of all this is that investor perspective is a hugely useful guide to management decision-making both in good times and bad, and keeping it in view is critical to navigating the uncertain waters of technology-enabled markets.


The key notion we will explore in this chapter is simple: investors are always looking for your companys future prospects to brighten. That is, when they sell, they want the buying investor to see a brighter prospect than they did back when they bought. That, and only that, raises the value of your stock and creates a positive return for their investment. When they judge your company and your executive performance, all your decisions will be filtered through this lens: are you brightening the prospects?


From a management point of view, this means that investors want your company to become more powerful under your watch. Increasing powernot revenue, not earnings, not dividendsis what increases stock price. Conversely, any action that diminishes power will sooner or later result in disappointing investors. Stock price tracks to investor perceptions around this issue. Thus it is that stock price over time acts as an information system to management about marketplace power. It is a grade on your strategy and execution, and if you learn to use it as such, you can improve your teams performance as well as create a powerful equity-based war chest for future growth in power.



STOCK PRICE AS AN INFORMATION SYSTEM


Stock price is a consequence of an impersonal forceinvestmentsupplying capital to the sources of greatest risk-adjusted return. Investors in the aggregate are representatives of that force. As such they will never lie. They may get confused in the short term, but as soon as the true lay of the land comes clear, they will adjust their investments accordingly. In other words, you can trust investment to be unflaggingly self-interested.


More importantly, however, you can trust investment to be right. To be sure, as individuals, investors are often wrong, but collectively over time, they cannot be. That is, because investing is an inherently Darwinian exercise, poor investors lose capital and lose the ability to raise more, whereas good investors increase the capital they have under management and get pressed into investing additional capital as well. Over time capital ends up in the hands of those fittest to generate more capital. (As a society we may choose to enforce redistribution of that capitalthats a decision that lies outside the purview of this bookbut regardless of that decision, it is in everyones interest first to accumulate it.)


These successful investors pursue a single, simple end: to gain the best risk-adjusted return on capital they can. As we shall explain in more detail shortly, this is primarily a function of investing in entities that demonstrate the strongest competitive advantage in the markets they serve. Capital, in other words, flows to competitive advantage and abandons competitive disadvantage.


Your stock price is a measure of your attractiveness as an investment destination. Day to day, or even month to month, it is subject to so many distorting effects that it is virtually impossible to extract a meaningful signal from all the noise. But over time the effects of random noise cancel out, and a reliable signal does emerge. This long-term noise-free price establishes your normal market capitalization, a valuation by the investment community of your future earnings prospects relative to all the other sources of investment available. Even in the short term, although the absolute value of your market cap may be distorted, your valuation relative to your direct competitors is not likely to be. That is, if you rank companies in a given sector by market cap, you will almost always be ranking them by competitive advantage status.


Now when we are on the winning end of this exchange, we like to praise the wisdom of our shareholders for seeing our true value. When we are on the losing end, on the other hand, we are more likely to grouse about disloyal or impatient investors who are too short-term in their orientation. Neither reaction, however, is truly appropriate because both personalize the transaction. It is not personal. Capital is like waterit does not flow uphill against the gravity of competitive advantage. It can be pumped uphill, to be surethat is what governments do all the timebut that is not its natural tendency. Therefore, wherever capital is allowed to follow its natural course, you can count on it to point out where competitive advantage lies.


This has huge implications for all kinds of executive decisions. Because stock price is in effect an information system about competitive advantage, it can help you sort through which markets to attack, which strategies to pursue, which partners to endorse, and which tactics to execute. It can teach you to abandon the familiar and embrace the strangeor vice versa. It can tell you where to invest and where to divestor to put it in Kenny Rogerss vernacular, it can let you know when to hold em and know when to fold em.


Capital in this sense functions like a canary in a coal mine. It is often your best leading indicator about your future competitive advantage as well as that of your partners and your competitors. It is thus a great counselor. Now to be sure, there are times when true leaders, like great chess players, choose to go against the wisdom of others and disregard the advice of counsel. It is not the goal of this book to make you or your company a slave to capitals dictates, particularly given the noisy environment in which they are communicated. But it is a goal that you should learn how to take counsel from capital markets, and to that end, the first step is learning how to decode stock price, beginning with your own.
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UNDERSTANDING
SHAREHOLDER VALUE


What is a share of your stock worth? By definition a share entitles its owner to a percentage of the future returns of your business. Owning all the stock in your company would entitle one to 100 percent of all your future earnings forever. What, exactly, should that be worth? And how would or could one know?


The challenge lies in the word futurehow to value what is essentially a bird in the bush, not a bird in the hand. Investors and analysts must find some way to understand your business and its future trajectory so that, at any given price, they can decide whether to buy, sell, or hold your stock.


This has led to something of a consensus around the following as the fundamental valuation formula:



The total value of a company, its market capitalization, is equal to the present value of its forecastable future earnings from current and planned operations, discounted for risk.



Lets parse this sentence one phrase at a time. Were interested in the present value because the initial competition for all investment is cashinvestors keeping their cash in hand and not parting with it to anyone. How much of this cash in hand today is your company really worth? Only a buyer and a seller agreeing to trade shares for cash at a given price can truly testify to that amount, with each new trade bearing witness to a new act of valuation. The stock market continuously reports on the fluctuations in this ongoing stream of cash-equivalent valuations in the form of a running series of stock price quotes. Multiplying any given quote by the number of shares outstanding, you can calculate your companys current total value, or market capitalization, at any time.


The price of the last trade sets the historical value for your company. It is a benchmark for the next trade, but it does not set the value of that trade. Instead, future considerations do. Specifically investors focus on forecastable future earnings for the following reasons:




	It is earnings, not revenues, that are tracked because that is what an investor is entitled to a share of. *

	They are future earnings because investors are not entitled to past earnings, only those coming up. When these earnings move from a future promise to a present achieved reality, they can either be distributed to investors in the form of some kind of a dividend or they can be reinvested in the company. If they are reinvested, the investor defers their reward in hopes of future additional earnings that such reinvestment might generate.

	And finally, they must be forecastable earnings because investors need some current foundation for incorporating the future into their present calculations.




Forecastability is fundamental to investability in that the higher the probability of the forecast, the lower the risk of investment. Companies with high forecastability are typically market leaders in robust markets, such as IBM in enterprise systems, Microsoft in PC software, and Intel in microprocessors. When a company is a market leader in a weak market, such as American Airlines or United Airlines, or when they are in a strong market but not the market leader, such as Motorola or Ericsson in the mobile phone handset market, then forecastability becomes a much greater challenge, and stock price suffers.


The forecastable future earnings investors focus on must come from the companys ongoing current and planned operations. That is, although investors are entitled to a percentage of any bonanza earnings the company getssay by finding gold on its corporate site or, more likely, by investing in a strategic partner whose stock subsequently appreciatesthey have no practical basis for incorporating the chance of such gains into their valuation of the stock. Thus, although Adobe made over $300 million when it sold its investment in Netscape, the windfall had no appreciable impact on its stock. Moreover, although a company can indeed create earnings outside of operationssay, via the actions of its corporate treasury, by investing in derivatives, for exampleit will not please its investors by so doing because it is inherently changing the risk to which the earnings stream is exposed. Indeed, in the 1990s the CFO of Dell Computers was taken to task precisely for such actions. If investors
want to take derivative risk, they would like do so on their own time; they dont want someone else to do it for them.


And that leads directly to the last phrase, discounted for risk. This discount is what compensates investors for the use of their capital. After all, in committing their capital to your company, investors are taking a risk that it may be consumed without a return, or that it may generate a substandard return, or that had they invested it somewhere else they could have earned a better return. You pay for that risk by promising to return them more money than they invest. The question is, how much of a premium would be fair?


Risk is the true wild card in all investment decisions. It can never be known, only probabilistically assigned. Moreover, perceived risk changes dynamically with new information about any of the myriad of variables incorporated in its view. So rather than try to calculate it, free markets use the mechanism of many investors buying and selling to let the price seek its own level. That is why the stock market is so jittery. It is continually rebalancing its equations to account for streams of information that may have bearing on risk. The market does this not through some grand mathematics but rather through the simple expedient of free exchanges, some right, some wrong, but all having the effect of automatically rebuilding the new equation. We may never be able to write this equation down, but with the ticker tape we have its output before us at all times.


To recap then, your market capitalization is equal to the present value of your companys forecastable future earnings from current and planned operations, discounted for risk. Thats the definition, if you will. But it is one thing to define a concept and another to really get it. To really get shareholder value, I think you have to visualize it.



VISUALIZING SHAREHOLDER VALUE


To put all the foregoing words into a single picture, consider the following figure:


[image: fig1-1]

Figure 1.1


The Y-axis in this graph represents earnings. It is benchmarked by the operations latest earnings reportthat sets the value of Y on the left side of the curve. The X-axis represents future time. The bars represent managements forecast of future earnings over the next several years. The curve represents an investment analysts attempt to discount managements forecast to incorporate appropriate risk.


Every quarter this graph gets redrawn based on a new benchmark and a new forecast. That is, you can think of each of the bars shifting one space to the left, the leftmost bar now being replaced by the new quarterly report, and a new bar appearing on the right representing a future quarter just coming into view. This results in the projection of a new curve, representing a revised assessment of the present value of future returns discounted for risk.


Any point on the curve is to some degree speculative, and the farther out to the right it is, the more speculative it becomes. That is, earnings forecasts near to the Y-axis tend to track closely to managements guidance. That is because sales pipelines, work-in-process, and backlog all help make the next few quarters more visible and predictable. As a result, this part of the curve is not subject to significant discount for risk unless managements credibility is at stake.


Farther out on the curve, however, it is a different story. Forecasts that extend beyond the sales pipeline are necessarily little more than extrapolations of investments and trends. The risk in these forecasts increases directly with time, and thus the discount for risk must also increase over time as well. Thus, even though future earnings forecasts increase indefinitely, the present value placed on them decreases. Eventually this value is set to zeroat the far right of the curve where it meets the X-axismeaning that beyond this point in time no forecasts of any size will alter the valuation investors are willing to support.


Each unit of time on the X-axis, therefore, implies an increasingly larger discount rate applied to managements forecast. Where X = 0, the discount rate = 100%, because thats the quarterly reports figure and that money is in the bank. Where Y = 0, the discount rate = 0%, meaning no promise has value regardless of size. At every point in between, the effective discount rate is set at some intermediate value by the judgment of the investor or investment analyst.


Now lets assume for the moment that this operation we are forecasting represents the total revenue stream of the company. This would be the case for a one-product, one-division enterprise. In that case we could make the following claim: The area under the curve represents this companys market capitalization.
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Figure 1.2


That is, the area under the curve is a direct visualization of the present value of forecastable future earnings from current and planned operations discounted for risk. This is the pie that investors are buying a piece of. A share of stock, therefore, is valued as a percentage of this pie.


Now lets stop for a moment.


While there are still a number of additional modifications needed to make this figure actually correspond to any real-world situation, we can make one key point using the market capitalization figure simply as it stands. The job of the executive team of any corporation from an investors point of view is to grow the area under this curve. Period. So how would you do that?



CREATING SHAREHOLDER VALUE


To enlarge the area under the curve you must move the curve itself either up or to the right. Effectively this means:




	Make the forecastable earnings line go higher, or


	Make the forecastable earnings line extend out farther, or better still


	Do both.




In all these cases you are in effect creating that brighter future investors seek.


Now, it is not hard to do this in a presentation. PowerPoint is particularly good at making small areas bigger. The critical issue is how to manage this change in the real world. And the way to do that, quite simply, is to increase your competitive advantage in your target markets:
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Figure 1.3


Competitive advantage has two dimensionssomewhat analogous to space and time. The dimension that corresponds to space has to do with the competitive-advantage gap, or just GAP for short. This is the distance (metaphorically) between your companys offerings and those of your closest competitors. It is a function of differentiation. You can increase this distance by any number of tacticscoming out with a new product, cost-reducing a current offering, building a coalition to add value to your existing offers, enhancing the service component of your current offer, or the like. When you do this, and your competitors do not, you increase the value gap between your offer and theirs.


Improving GAP shows up primarily on the vertical axis because it directly impacts both sales revenues and gross margins. That is, a larger GAP allows your companys offer to win a greater share of sales away from your competition, or it allows it to earn a higher price premium than it did before, or in many cases, both. Such increases in sales volume and gross margins, assuming they are made within your existing cost structure, go straight to the bottom line to create increased earnings, thereby pushing the curve higher on the Y-axis.


Competing on GAP is familiar to all management teams. Every time Ford introduces a new car, J.Crew a new line of shirts, or Compaq a new computer, they are competing on GAP. Every time your company rolls out a price promotion, adds a new feature, or cost-reduces a component assembly, it is competing on GAP. The intent in every case is to increase competitive advantage in the short term by differentiating the offer. Managers get it, investors get it, and we are all on the same page. The Y-axis, in sum, is not the hard one.


The same cannot be said of the X-axis. Here the goal is to change the length of the curve, measured in time. Here the question investors want answered is, how long can your company sustain the competitive advantage it has just demonstrated? We call this length of time the competitive-advantage period, or CAP for short. CAP represents the sustainability of GAPthe amount of time your company can hold on to your competitive advantage once the superior returns you are generating attract additional and more intense competition.


The essence of the CAP challenge is that most actions that change GAP are painfully short-lived, losing momentum the moment a competitor matches them, thereby removing the differentiation that was the source of enhanced revenues and margins. To secure a longer CAP, one must create barriers to entry against competition seeking a piece of your market, or high switching costs for customers and partners who might wish to defect to such a competitor, or both. In such cases the net result is that competition cannot readily match your changes, at least not in the near term, thereby lengthening your competitive-advantage period.


Long CAPs contribute to a higher stock price by increasing the length of the forecastable period for advantaged returns, allowing the projected earnings curve to extend farther out to the right before it finally touches down on the X-axis. In effect, they represent a reduction in long-term risk, which leads to a reduction in the discount rate applied for that risk, which in turn causes your stock price to go up.


Lets look at the impact of improving GAP and CAP in visual terms:
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Figure 1.4


Compare the areas of increased valuation. In Figure A a modest improvement in quarterly performance has led investors to redraw the curve from a slightly higher point on the Y-axis. Having no reason to change their understanding of CAP, they simply trace a trajectory from that higher point to the same end point. By contrast, in Figure B quarterly performance has come in as expected, so the Y-axis remains the same, but a change in the competitive landscape has caused investors to reevaluate the attractiveness of essentially the same current performance in terms of now-improved longer-term prospects. Now note that the increase in area under the Figure B curve is substantially larger than that in Figure A. This represents a greater value being placed on sustainability than on short-term, short-lived improvements, due to the ability to leverage even a small percentage of the out years much larger revenue expectations. This is the best argument there is to suggest that investment markets are not, in fact, short
term in their thinking.


Of course, what the markets really want is the best of both worlds, which is Figure C. This represents a typical outcome wherever a company wins a market share leadership position in a rapidly growing market, causing it to gain both immediate returns (pragmatic customers like to jump on the winners bandwagon almost regardless of how the product comparisons turn out) and long-term sustainability (pragmatic customers and industry partners alike prefer to stay with their existing relationships, even when they are not performing up to par, because switching costs is such a waste of time and money). The valuation of these companies, which coauthors Tom Kippola and Paul Johnson and I analyzed in The Gorilla Game, vastly exceeds that of their direct competitors and represents some of the highest-capitalized companies in the world, even after the technology stock bubble burst at the turn of the century.


Thus it is that tall GAPs and long CAPs become the focal point for the rest of this book. Or, to put it another way, time and management attention spent engineering strong sustainable competitive advantages (GAP times CAP) is the essence of what we mean by managing for shareholder value.


CATEGORY POWER VERSUS COMPANY POWER


Competitive advantage exists at two different levels in an economy. It is most visible when it is attached to specific companies. Here it is measured by comparing a set of companies in a given category with respect to their revenues, earnings, market shares, and most importantly, market caps. But competitive advantage also exists within category. Here the notion is that a given category of business is more attractive to investors than another category. How or why would that be?


Remember, investors are looking for prospects to brighten. That is what will allow them to sell your stock for more than they paid for it. So a categorys attractiveness to investors is a function of its prospects for brightening. Considered in that light, for example, categories near the end of their life cycle are, generally, less attractive than categories near their beginnings, and categories that have high purchase velocity and high gross margins are more attractive than those that rank lower in these dimensions.


Here is a list of the most salient factors that impact category power:



	Market size and saturation: impacts revenue growth

	Business cycle status: impacts short-term performance, GAP

	Typical gross margins: impacts earnings potential, often implies CAP

	Transaction velocity (frequency of purchases): impacts return on capital

	Capital requirements:

	impacts return on capital




These factors lead investors to make investment decisions about the categories they want to invest in that precede their choice of which companies to invest in. And that in turn has huge implications for managing for shareholder value. 


The key concept is simple: company power exists within category power. Or to put this another way, a company cannot be more powerful than its category. Or to put it a third way, a companys value is a function of its categorys value factored by its position within that category.


Of course, most companies participate in multiple categories, and thus this effect is often blurred by the mix, but at the end of the day, the principle still holds. And this in turn leads to the first order of business in managing for shareholder value: managing the set of categories the company participates in. In particular, when companies are heavily invested in a particular category, and the power of that category is on the wane, management should contemplate a host of actions, including the following:




	Exit weak categories. In the 1990s Texas Instruments exited a number of businesses including defense contracting, computers, and consumer products, to focus resources on its Digital Signal Processing chip business. It garnered a huge gain in stock price by so doing. Similarly, Nokia achieved comparable gains by exiting a number of other businesses to focus on their mobile telephony capabilities.


	Disaggregate. Sometimes a corporation is active in multiple attractive categories with very different risk/reward profiles. Here investors are conflicted because they cannot get 100 percent of their capital into the profile they really want. That is, the high-risk folks want all their money to go there, the low-risk folks have the opposite agenda, and both raise their discount for the stock out of that frustration. Disaggregation, or spin-outs, is a strategy for increasing shareholder value in this situation, as Hewlett-Packard demonstrated, for example, when it spun out Agilent. Similarly General Motors spinning out Delco and Ford spinning out Visteon represent the same tactic.


	Consolidate. Other times the categorys power is waning but it is such a large part of the business mix that exiting is not an option. Here consolidation is the normal mode for increasing shareholder value by decreasing competition and increasing leverage on infrastructure. In high tech, Computer Associates has historically been a consolidator in categories of waning power.


	Focus on vertical markets. While the generic value of a given category of offer may be waning, adaptations to particular vertical markets and their market-specific challenges often create opportunities to renew earnings and growth potential. In the 1980s and early 1990s virtually all what were then the Big Eight consultancies reorganized into vertical practices as a way of shoring up returns from what was becoming an increasingly commoditized set of tax and audit services. In high tech, companies like PeopleSoft and Lawson Software have taken horizontal financial and HR systems into specific verticals and gained power through compelling niche adaptations.


	Integrate horizontally. In technical markets customers often struggle finding the in-house expertise to manage all the best-of-breed software and hardware purchases they have made. This slows down category growth and can lead to category devaluation. One response is to integrate a whole raft of these products into a mega-category delivered by a single vendor. Companies like Veritas and SAP have taken this approach in systems management software and enterprise resource planning software, respectively. As of this writing there is a similar phenomenon occurring around Internet application platforms with such companies as IBM, BEA, and Oracle all integrating a host of software plumbing functions into a single fabric.


	Integrate vertically. When categories mature such that new customer acquisition is no longer as powerful a growth engine as existing customer development, it is often a winning strategy to vertically integrate. This increases both account control and share of the customers wallet. In the 1990s and the current decade both IBM and Oracle have taken this approach to growing their presence further in enterprise systems, as did Apple in consumer products.


	Migrate within the value chain. As categories mature and evolve, the locus of competitive advantage, and thus of advantaged earnings, often shifts, and companies that follow this shift can increase their shareholder value. Thus Kodak went from being a camera company to a film company, Gillette from a focus on razors to razor blades, and Hewlett-Packard from instruments to computers to printers to ink!


	Transcend and transform the category. More radically, companies under the pressure of waning category power can attack the problem through transforming themselves completely. Monsanto exited its traditional chemicals business to focus on bioengineered products. By merging with Time Warner, AOL completely changed its category dynamics and investment thesis. Microsoft, via its dot.NET initiative, promises an equally far-reaching self-reinvention, in this case from a purveyor of products to one of services.


	Disrupt and overthrow the category. When all else fails, start the revolution! This is the approach taken by companies like Qualcomm in wireless telephony and Rambus in computer memory chips. It was also the thrust behind HMOs and the like reengineering the health-care industry, and Enrons much-chronicled attempt to transform its energy business into a series of financial hedging services.




To conclude, managing for shareholder value begins with managing ones relationship to category valuation. That said, however, categories take years to develop and cannot be changed easily or often. Most day-to-day management, therefore, focuses at the level of company power. That is where the bulk of this book will focus as well, and it is the topic to which we shall now return.



LOSING COMPANY POWER


While there are no laws of gravity in financial space, nonetheless it often happens that what goes up does come down. In a moment we are going to launch into a prolonged discussion of how management can raise stock price by increasing company power through focusing on GAP and CAP. Before doing so, however, it behooves us to understand what can cause valuation to go the other way. The simplest instance of this is when stock price falls after the release of a quarterly earnings report.


Recall that quarterly earnings represent a kind of variance report on last quarters projected earnings, a rolling forward of the calendar one quarter that tests whether the companys actual performance lived up to its prior promises. Effectively this roll-forward resets the starting position of GAP at the Y-axis, placing it either higher, lower, or equal to the expectations implied by the prereport curve.



[image: fig1-5]

Figure 1.5


Depending on that outcome, investors then decide whether the companys value has increased, decreased, or remained the same, and the companys stock price moves accordingly.


The significance for the investor of reported quarterly earningsindeed their only meaningful impact on stock priceis whether they confirm the markets existing valuation of the company. Did management execute its stated strategy and did it work? If the numbers confirm it did, the companys stock price will continue to move in lockstep with its category, keeping pace with its comparables as the market weighs the relative value of that category against other investable categories. If they do not confirm expectations, however, the market uses the quarterly report to adjust the value of the companys shares, often dramatically.


In making these corrections, the market performs a curiously asymmetrical operation, particularly in categories that are early in their life cycle. If earnings exceed estimates by a few cents per share, the stock price might not rise at all (it could even fall a bit). By contrast, if earnings miss those same estimates by a few cents, the companys stock could easily lose half its value in a single day. This seems neither rational nor fair, but in fact it is both. Heres why.


When actual performance exceeds estimates, these are typically the ones that appear in print. They are known to be conservative, if for no other reason than that it is in the interests of both management and investment analysts to keep them that way. This gives rise to a second estimate, sometimes called the whisper number, which savvy investors use as the real standard against which to calibrate the upcoming report. In an efficient market, valuation moves to accommodate this later projection and adjusts to the actual report from that vantage, hence the possibility of management beating its numbers and having its stock price go down. It may be that the whole category is off, but it may also be that the company missed its whisper number.


In either case, however, when earnings exceed published estimates by a few cents, the adjustments are modest. This is not the case, by contrast, when companies miss on the downside.


CORRECTIONS TO THE DOWNSIDE ARE SEVERE


Investors know how hard management teams work to set expectations that they will not miss. So, when that does happen, it means the team has exhausted all its reserves, activated all its safety valves, and has still come up short. This does not bode well for the future at all.


When companies miss their numbers, it usually reflects problems that are several quarters old and are likely to take several quarters or longer to correct. That is, although the team has made its numbers in all the preceding quarters, we can now surmise that they applied increasingly heroic efforts to do so. When the team eventually fails to pull out the quarter, investors infer, usually quite rightly, that a long-term erosion has occurred in the companys competitive-advantage position. Worse, this situation can be expected to worsen over the following quarters. Heres why.


Short-term problems are always attributable to GAP. The companys offers, for whatever reason, are no longer as compelling as they once were. Sales or gross margins or both are down. If the company could magically restore its GAP overnight, then all would be well. Sometimes this actually happens. For example, when a company is transitioning its product line from an old platform to a new one, they almost always have at least one bad quarter as customers stop buying the old in anticipation of getting the new. In that case, as soon as the new product line comes out, the backlog is released and a great quarter makes up for the previous poor one.


But in other cases the problems are not as fixable. New entrants may have confused the market. Some company may be trying to buy market share at ruinously low prices. Some other company may be able to give away the product to garner a lucrative service contract, or perhaps the companys offerings may be getting a bit long in the tooth and a competitor has come up with much better ones. In each of these cases, the companys GAP will be impacted for some time to come, perhaps even permanently. A reduced GAP projected forward in time creates a lower market cap.


But thats not the end of it. Consider what a deteriorating GAP does to CAP. As a companys overall power in its marketplace weakens, the other members of its value chain begin to reexamine their allegiances, pulling back some of their commitments to the company and reallocating them to other vendors. Observing this, competitors sense an opportunity and move in, often offering sweetheart deals to gain market share. Their gains in share undermine the companys previously secure position, leading investors to reduce their estimates of the companys CAP. Now a reduced GAP is being projected forward over a shortened CAP, further reducing market cap.


Worse still, that action, in turn, further reduces GAP! As stock prices go down, partners retreat further, and competitors increase their attacks. None of this is lost on customers. They experience an increase in their negotiating power and begin to press the company for better prices. This diminishes the companys ability to achieve differentiated earnings, thereby shrinking its GAP. And so it goes, decreases in GAP creating decreases in CAP, and vice versa, in a truly vicious circle.


When a company misses its forecast by a few cents, the market assumes that
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