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Introduction

Growth is the most important issue faced by al management teams. The key to unlocking
hidden sources of growth and profits is not to aandon the core business but to focus on it
with renewed vigor and a new level of creativity. Strong core busnesses often lose
momentum by virtue of premaiure abandonment, miscdculation, or overreaching in
search of new growth.

The foundation of sustained, profitable growth is a clear definition of a company’s core
busness. The authors define the core busness as that set of products, capabilities,
customers, channels, and geographies that defines the essence of what the company is or
aspires to be to grow its revenue sustainably and profitably.

To identify the core business, companies must identify the five following assets.

The most potentidly profitable customers

The mogt differentiated and strategic capabilities

The mog critical product offerings

The mogt important channels

Any other critical drategic assets that contribute to the above (such as patents,
brands)
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The better peforming the busness the more likdy it is peforming beow its full
potentid. The mogt enduring growth pettern is that of the strong, or dominant core
busness that benefits from continua reinvesment, congtant adaptation to circumstances
or business environment, and persstent leveraging to enter new markets or geographies,
gpplications, or channdls.

A management team developing, refining, or reexamining itS company’s growth drategy
must: (1) define the business boundaries and core busness, (2) identify the sources of
differentiation that will continue to create market power and influence over customers,
competitors, and industry profit pool; and (3) comb through the core and assess whether
it is operating & or near its full economic potentia.

The Profitable Core

Companies that have very few, highly focused, core businesses account for most of the
sudained growth companies. Most growth drategies force companies to reduce their
focus on ther core busness and thereby to depat from the bass of ther red
differentiation. Most diversfied companies should narow and focus their activities to
create fewer growth platforms, while companies with multiple mediocre busness
positions should restructure their portfolios to develop asingle strong core.



Market share dominance in a well-defined core busness often crestes superior
profitability. But it does not represent a full explanation. It does not explain the success
of many strong follower businesses such as American Express versus Visa in credit cards
or Canon versus Xerox in copiers. Such an explanation requires a broader way of
thinking about what types of market power and influence can achieve leadership. Also,
blurred and fuzzy busness boundaries make it extremdy difficult to determine market
share and relevant competitors.

Without a dear understanding of business boundaries, it is difficult to determine the
rlative importance of differently postioned competitors, or of different growth
opportunities. To make the right decisions, it is critical to have a clear definition of the
core busness, the reevant business adjacencies that surround the core, and the
competitive and economic landscape. Errors in defining a busness are among the most
frequent and most dangerous forms of drategic error. But today defining a business is no
easy task. Busness boundaries are more difficult to determine and are changing more
often than ever before.

Creating market power

The mogt robust form of maket power derives from building a uniquely high and
dructurdly dable level of loydty in a wdl-defined cusomer segment. Customer loyalty
can be built as a competitive advantage in an exising customer ssgment. The other way
to build market power and influence through customer segment focus and loydty is by
identifying or even creging a totdly new cusomer segment and dominating its
experience of a product or service. Building deep loydty in a focused customer segment
dmost dways proves economicadly more vauable than building breadth without loydlty.
Edablishing leadership in a new or exiging channd of product or service digribution is
the second most common modd of bulding maket power and influence, sometimes
from a pogtion of followership. The power of differentigtion through superior product
development isthe rarest form of market power and influence.

The Alexander Problem

Virtudly every business has a core and an expanding and complex set of adjacencies.
Defining the core is criticd. But being extremey diligent about monitoring competitors
deemed temporarily to be noncore can be just as important to long-term, sustainable
growth. It is the balance between maintaining a strong core and adjusting to threats and
opportunitiesin business adjacencies that is the centrd issue in a growth strategy.

Moving into new business adjacencies around the core business can trigger either a new
burgt of profitable growth or lead to didraction and stagnation. Managers are torn
between protecting and investing in the core business, on the one hand, and expanding
into adjacencies, on the other. The way companies resolve this dilemma often determines
the sustainability of their growth.

Adjacency expansion is a company’s continual moves into related segments or businesses
that utilize and, usudly, reinforce the drength of the profitable core.  Over time, these
sequenced moves can fundamentaly redefine the core busness (by adding new



capabilities) as well as provide growth in themsdves. Indeed, it is through adjacency
expandon that a company in a sable industry repostions itsef to pursue the most
attractive opportunities or to respond to a changed business environmert.

Busness adjacencies dlow a company to extend the boundaries of its core busness.
Wha diginguishes an adjacency from another growth opportunity is the extent to which
it draws on customer reationships, technologies, or skills in the core business to build
competitive advantage in a new, adjacent competitive arena.

The gtronger and more dynamic a company’s core business, the broader its range of add-
on expanson opportunities.  Those companies with the strongest cores, and hence the
mogt to sacrifice in losng focus, dso suffer the greatest temptation to become distracted.
To sdect new growth initiatives without jeopardizing a drong core, companies must
methodicaly inventory and map out their adjacent opportunities.

The most common adjacenciesin a core busness are:

Interlocking customer and product adjacencies
Share-of-wallet adjacencies

Capability adjacencies

Network adjacencies

New-to-the-world adjacencies
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Perhgps the most common adjacency expansion is moving into new customer and product
segments, usng each move to renforce the next. It involves congtantly adapting a
product to enter a new customer segment and drawing on the knowledge gained about
that customer segment to develop new product ideas that can then be gpplied in il aher
segments.

A second way for growing beyond the initid boundaries of a core business is moving into
“share-of-wallet” adjacencies. By capturing most of the purchases core customers make
and then expanding their menu for purchases, it is possble to create a bond with
cusomers that subgtantialy increases their loydty. Such loydty dlows the cost of
serving a customer to be spread across more purchases, increases both the retention rate
and the life-cycle vaue of a customer, establishes a deeper rdationship with a cusomer,
creates a more intimate knowledge of each other's businesses and increases switching
costs.

Capability adjacencies are based on deep organizational know-how. There are three
forms of capability-based expansons. The first is grounded in technology or technica
know-how. The second comes from business process know-how and the management
mode for running businesses. The third is founded on knowledge about to how to Store,
manage, and obtain vaue from information, and the peculiar economics of doing so.

The economics of networks in which the addition of a user increases the vdue of the
network to dl other users generates increesng returns to scae and therefore large



rewards for network-dependent businesses that expand.  Increasing returns create
dtuations where incrementd scae can be worth more to the leader than to other

participants.

Industry turbulence creates new, uninhabited business territory. Such new-to-the-world
businesses, can represent an important, opportunistic form of adjacency expanson. As
industry structures become less dtable, and the life span of a typicad drategy grows
shorter, adjacency expansons are critical for staking a clam on future market postions
as a hedge againg uncertainty. The case for making these investments can sometimes be
enhanced by going beyond basic net present vaue caculaions and gut inginct to cal on
frameworks from options theory.

Launching a direct assault on entrenched pogtions, without a mgor new angle of attack
or differentiation, sddom wins the war. Yet many companies try to move into
adjacenciesthat are, in fact, the well-defended, entrenched positions of others.

Pursuing areas of the market in which a company has relaively low odds of leadership or
of building market power and influence can sap resources from the core and actudly
retard growth in the rest of the business.

The discovery of new, uninhabited market territory frequently brings unexpected players.
Lacking familiaity with these competitors, companies tend to underestimate their
drength, nature, and angle of attack. Instead, they need to x-ray every new competitor
thoroughly to understand the world from the adversary’s point of view, economics, and
customers.

Narrow boundaries keep “apparent” market shares high, provide psychologicd comfort
and wal out the hard choices that may loom ahead.

The drongest core businesses gravitate to the higher and higher ends of their markets,
targeting more sophidicated products with higher margins that can support greater
overhead. The danger is that this approach may expose a flank at the low end to attack
from new breeds of |ow-cost competitors.

To evduate an adjacency investment, companies must ask:

0 Doesthisadjacency strengthen or reinforce the core?

0 Doesthisadjacency add vaue for our core customers?

0 Does this adjacency serve as an insulation againgt potentia competitors intent on
attacking the core?

0 Is this adjacency postioned in the direction that the industry profit pool (and the
core) is likdy to shift over time (growing segments, channds, needed
capabilities)?

o Do we have a chance of achieving leadership economics in this adjacency through
outright leadership, a protected customer postion, or shared economics with the
origind core?



0 Doesthis adjacency hedge againgt amgjor strategic uncertainty?

0 Does this adjacency lead to other successive moves that, in totd, are essential to
build or protect the core?

0 Does this adjacency move into the backyard of a new competitor? What might the
competitor’s response be, and how does that play out?

0 Does falure to move into this adjacency turn out to render the core vulnerable
severa moves down the road? To what degree?

0 Has the company fully mapped out dl the competing adjacencies, or is it acting
opportunigticaly, without fully cdibrating the options?

The Redefinition Dilemma

The need to redefine a core busness fundamentdly is becoming more criticd and will
become more common, given the increesng frequency of industry turbulence.  But
successful  transformation is quite rare. Only about 5 to 10 percent of profitable and
growing companies have trandformed or redefined their core business fundamentdly in
the past decade. Given the deep roots that a company’s historic core has, it is no wonder
that change of this magnitude is seldom attempted or successful.

Five key controllable variables drive success. (1) time frame and sense of immediacy, (2)
cler motiveting rationde for the “point of ariva,” (3) srong, committed, and visble
CEO leadership, (4) strong economic dtake in the results for management, and (5)
willingness to change or replace management as necessary.

Erosion of the core business
There are five key threats that should be tracked by companies.

Erosion of low-end Product Segments. This turbulence darts, seemingly innocuoudy,
with the washing away of market share of a low-end customer segment that was deemed
unprofitable and difficult to sarve.  This is the “innovator's dilemma’ written about by
Clayton Chrigensen. A new, disuptive technology with new, low-cost economics
appears on the scene that makes the least profitable and desirable customers of the leader
suddenly profitable and interesting to the new follower. By successvely ceding low-end
market segments, incumbents can find their lunch being eaten by others.

Erosion of Customer Segments. Thisis reflected in increased customer defections.

Erosion of Microsegments. A new competitor may emerge who that can attack
underserved microsegments of a customer base wth a targeted and superior modd. This
danger is hard to detect and can Sgnd afundamentd shift in the nature of competition.

Erosion of Traditional Business Boundaries. Perhgps the most obvious, but aso the most
often denied, sgn of change is the sudden eroson of traditiona business boundaries, in
effect increasing significantly the number of competitors vying for a space.



New Intermediaries and New Control Points. Some of the mogt profitable businesses
over time have been those that were able to control a podtion in a larger system that
others needed to pass through, pass over, or use in some manner.

Getting the timing right

Companies must guage when it is time to decide whether a mgor redefinition of the core
is in order. Prematurey abandoning the core or congtantly credting fase crises can be
dedtabilizing to an organization. The following litmus tests can be used for determining
when a serious congderation of redefinition may bein order:

o
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Are top-tier venture cgpitdigs funding busnesses with the avowed intent of
attacking a segment of the company’ s core business?

Are sophidicated recruits in interview discussons esewhere in the industry
asking tougher and tougher questions about the company’s fundamenta business
model?

Is a new competitor beginning to gain surprisngly rapid market share in a
margina segment of the business that the company once controlled?

Are geps in the value chain that was once consdered core being unbundled and
controlled by specidists?

Are there fagt-growing adjacent customer segments that the company might once
have been able to serve but that cannot now compete for without adding a new
cgpability?

Are there potentid legd or regulatory changes that could undermine the
company’s competitive podtion in its ability to compete for the next set of logica
business adjacencies in the growth plan?

Theissuesin redefinition
Redefining a core business while ill running it profitably poses severd dilemmeas that
are epecialy acute with many Internet-driven redefinitions:

o
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Pricing: To make the new modd fully competitive, requires developing different
pricing strategies. But what does that do to the core business?

Saffing; The new model of the core requires excdlent managers to execute a
difficult gart-up and ensure that the company competes effectively. But the best
managers are needed to run the origind core, where dl the profits come from
higoricaly.

Rewards. The reward structure may need to be different in the newly redefined
model. But how can al employees be motivated equitably?

Channels. Sdling a product in a way that competes with historic channd
relationshipsis disorienting. Can they be managed internally?

What is the best way, to begin to reshape, or redefine, the core quickly while gill making
money in the origina busnessinitsorigind form?



Fird, the company mugt identify which of three basic Stuations it is in.  The firg is where
a core bugness, sarving a core set of known customers, is confronted with a radicaly
improved business model for serving the needs of its current core customers. The second
gtuation is where the origind boundaries and dructure of the core business are changing
in complicated ways. The third Stuation is where turbulence could remove the need for
the core.

When the new business is strongly related to the core, but will never replace the origind
business, the best decison will depend on the answers to various questions:

0 Is the new business better able to attract the talent it needs as an ntegrated entity
Oor as an autonomous unit?

0 Would the new busness mode receive a high vauation from the externd stock
market? Is such currency required to buy tdent and invest in the business?

0 Would separating the new business from the old foster the competition necessary
to define customer boundaries where one model is superior to the other?

New businesses that draw heavily on the core, but will not cannibalize the core to a great
degree, are often best st up in separate units.  Whether these units should be outside the
corporate structure and with outsde ownership, depends on the answers to the following
questions:

?? Can the right tdent be atracted ingde? Is an initid public offering required to
attract this talent?

?? |s separation required for drategic reasons, such as the need for neutrdity or the
need to avoid creeting conflict with customersin the core business?

?? Would separation provide a source of public financing, because of high stock
vauations, for making critica drategic acquistions or investments?

Concluding Notes
The lessons of the book can be summarized as follows:

o Vey few companies actudly grow profitably and sustainably, though dl plan to
do so.

o Building unique drength in a core busness, no matter how smdl or narowly
focused, isthe key to subsequent growth.

0 Mog management teams underestimate the growth potentid of their core and fall
to mine dl of its hidden value growth. In fact, the best core businesses are often
the grestest underperformers relaive to their true potential.

0 Mog successful companies achieve most of their growth by expanding into
logical adjacencies that have shared economics and reinforce the core business,
not from unrelated diversfications or movesinto “hot” markets.



0 Many of the mogt damaging mistakes in grategy result from the tenson between
investing in the core and growing into adjacencies as well as in the specific choice
of adjacencies.

0 A visonary leader redefines his or her company’s core business a a time when it
appears a the height of its power.

0 Achieving growth is hard because most organizations protect the status quo, and
growth requires change.

Managers should be congantly vigilant in tracking the three most dangerous long-term
petterns. The firg is premature abandonment of the core in favour of new adjacencies.
The second is excessve mining of a core busness, faling to put in place large enough
new growth vehidles soon enough. If more earnings growth is consgently coming from
these operating and cost-cutting initiatives than from core growth, there is clear danger.
The third pettern is falure to anticipate the need for core redefinition. By the time
competitors with new busness modds ae taking away customers, the company has
probably waited too long to react.



