PAGE  
34

 CHAPTER - III

TOWARDS VALUE LEADERSHIP 

Introduction

The fundamental aim of any business is to create and capture value.  If value is not created by the firm, customers cannot be attracted.  At the same time, if a reasonable part of this value is not captured, the firm will not be profitable.  This point was well articulated by Michael Porter. Companies which can create and capture value become value leaders. Porter suggested three ways of achieving value leadership - Cost Leadership, Differentiation and Focus.  Cost leadership involves a relentless focus on process efficiencies to cut costs.  Differentiation involves creating a superior product that can fetch a premium in the market place.  Focus means narrowing the scope of activities and being excellent in the chosen activities.  But the three generic strategies need not be viewed as watertight compartments.  For example, cost leadership typically involves differentiation through a superior process. Focus effectively means being different by specializing in a particular niche.  In cost leadership, costs cannot be cut at the expense of quality. And in differentiation, costs cannot be allowed to go out of control in the name of quality. In general we could say that competitive strategy is all about being different from other players in the industry with respect to product, process or scope.  And whatever be the generic strategy chosen, the aim should be value leadership – the ability to create better value for customers in a superior and unique way and the ability to capture a reasonable portion of the value created so that the business is profitable. 

Understanding value

The term value is one of the most commonly used words in business.  Yet, it is a much misunderstood term.  This is because all companies and indeed individuals like to believe and claim that they are creating value.  But they often forget that it is customers who must perceive the value. So, to be meaningful, value must be defined in terms of specific products with specific capabilities offered at specific prices based on an ongoing dialogue with specific customers.  In other words, as Christensen and Raynor
 put it, value should be related to the jobs customers are trying to get done.

A firm can create value for customers by either lowering cost or by offering superior performance.  Cost can be lowered in various ways such as lower delivery and installation cost, lower financing cost, lower consumption, lower maintenance, lower indirect cost, etc. Performance can be improved by satisfying the customer’s economic and non-economic needs more efficiently.  Economic needs may be more frequent delivery in small quantities, ruggedness, less chance of failure, etc.  Non-economic needs may be status, image, prestige, etc.  

Buyers often have difficulty in understanding what is real value.  Smart firms use signals to help buyers appreciate the value they provide.  This is important because buyers will not pay for value they do not perceive.  Different buyers will value things differently.  Often, identifying the “real” buyer holds the key to understanding what value to provide and what signals to deploy to convey this value.  Only by knowing the ‘real’ buyer, can companies know what jobs the customers are trying to get done. 

Womack and Jones
 in their fascinating book, Lean Thinking have introduced the concept of Value Stream.  This is nothing but the set of all the specific actions required to bring a specific product to the customer by executing three tasks – the problem solving task consisting of concept, design & engineering and launch, the information management task running from order-taking through detailed scheduling to delivery and the physical transformation task of converting raw materials into finished products. 

Value stream analysis will reveal which steps are creating value, which are creating no value but are unavoidable and which are creating no value and are avoidable.  Many business models have succeeded precisely by taking this approach.  Amazon is a good example.  It realised very early on that little value was being created by dragging customers to the bookshop.  On the other hand, value could be created by providing a user friendly search engine, book reviews, book rating and highly personalized services to each customer while entering the website. 

Understanding value proposition

The value proposition is the implicit promise a company makes to customers to deliver a particular combination of price, quality, performance, selection, convenience, and so on.  The business model, can be viewed as the combination of operating processes, management systems, organisation structure, and culture that enables the company to deliver its value proposition.  If the value proposition is the end, the business model is the means.  The challenge is to combine sound business models with meaningful value propositions to become the market leader.

According to Treacy and Wiersema, in their book,  “The Discipline of Market Leaders”, a business may pursue three broad objectives. The first is operational excellence.  Here, companies provide a value-for-money proposition.  They do not attempt to pamper customers.  Wal-Mart epitomizes this kind of company, with its no-frills approach to mass-market retailing.  Southwest Airlines is another good example. 

A second objective is product leadership, by offering products that offer superlative performance. Such companies are obsessed with offering the best product.  They continue to innovate year after year.  Intel, for instance, is the market leader in microprocessors.  From the 286 to Itanium, Intel has been a consistent innovator. Similarly, Sony is famous for its innovative consumer electronics products.  The Playstation is ample evidence that Sony’s innovation pipeline is as full as ever. For players like Intel and Sony, the basis for competition is differentiation, not price.

A third objective can be excellent, personalised customer relations.  Such companies focus sharply on what specific customers want. They do not pursue one-time transactions; they cultivate relationships. They satisfy unique needs, which they are well positioned to satisfy by virtue of their close relationship with the customer.  Such companies lock in their customers by delivering total customized solutions.  IBM, through its emphasis on services has moved in this direction in recent times.

Whether a company pursues operational excellence, product leadership or excellent customer relationship, is a matter of choice.  The choice itself will be dictated by the structure of the industry and the company’s positioning within the industry.  Once the choice is made, what is needed is an effective business model that will help the company realise its objectives.  Trying to achieve all the three objectives simultaneously is counterproductive. We will deal with this issue in the next chapter.

Business model and value leadership

As Treacy and Wiersema  put it, customers today want more of those things they value.  Price sensitive customers want lower prices.  That is why many brands are getting commoditised. Those valuing convenience or speed want even more of it.  Those looking for state-of-the-art design, keep looking for more improved products.  Customers interested in specialised advice, want companies to give them more time and exclusive attention, not a one-size-fits all solution.  When customers are so demanding, giving them less value than what they are looking for, is a recipe for disaster.  Not only should companies provide adequate value, but they must also be seen by customers to be doing so.

Market leaders increase the value offered to customers by improving products, cutting prices, or enhancing service.  By raising the level of value that customers expect from everyone, they outsmart competitors.  But they do this smartly, by being clear about what they must provide to customers and what they must not.  

Indeed, a robust business model often strives for value leadership by redefining value. It raises customer expectations in those aspects of value it is good at delivering, such as price, time, quality and service. It also underplays the other dimensions or tells customers clearly what it cannot do. Ironically enough, each of the planks for providing customer value can actually diminish customer value if they fall short of customer expectations. So promise must be backed by delivery.

A business model must excel in a specific value proposition. Trying to be excellent at everything is a risky strategy.  While reasonable standards have to be maintained in the other dimensions as well, excellence is not required.

A business model must be robust, yet not rigid.  Market leaders continually raise and reshape customer expectations.  And the business model must be able to keep pace.  By an ongoing process of fine-tuning, a robust business model can provide greater and greater value to customers year after year.  Improving the business model can make the offerings of competitors look less appealing and in extreme cases make their value proposition obsolete. 

A business model leverages people, processes, structure, and systems to create superior value.  McDonald’s provides value by ensuring consistency and speed. It focuses on its supply chain, speedy customer service, and standardization of operations.  McDonald’s focuses on what it refers to as QSCV (Quality, Service, Customer and Value).  It measures on an ongoing basis how it is faring.  Most importantly, it tells employees clearly what it expects from them. In case of a product leader, like Sony or 3M, invention, product development, and penetrating new markets are key issues. Such companies leave employees on their own and encourage them to be creative. A customer focused company like IBM will provide superior advisory services built around a one-stop shop model.  In such cases, employees must be trained and equipped to provide a range of services to customers. 

Different routes to value leadership

Operationally excellent companies deliver a combination of quality, price, and ease of purchase that no one else in their market can match.  According to Treacy and Wiersema, their business model has four distinct features:

· Processes that are optimized and streamlined to minimize costs and eliminate hassles for customers.

· Operations that are standardized, simplified, tightly controlled, and centrally planned, leaving little to the discretion of rank-and-file employees.

· Management systems that focus on integrated, reliable, high-speed transactions and compliance with norms.

· A culture that discourages waste and rewards efficiency.

Product leaders emphasise creativity and focus on providing leading edge products.  Such companies are often their own fiercest competitors.  They are good at cannibalizing their own products and services.  They realize that if they do not develop a new product, another company will. They constantly raise the bar. According to Treacy and Wiersema, the business model of the product leader has the following features:  

· A focus on new product development, and on exploiting new markets.

· A structure that is loosely knit, ad-hoc, and ever changing to adjust to the entrepreneurial initiatives that characterize working in unexplored territories.

· Management systems that are result oriented, that measure and reward new product success, and that encourage experimentation.

· A culture that encourages individual imagination, accomplishment, out-of-the-box thinking, and a passion for shaping the future.  

Customer-intimate companies build strong bonds with their customers. They nurture long term relationships by a superior understanding of customer needs. They consider the customer’s lifetime value, not just the profit or loss on a few transactions.  Their business  models allow them to produce and deliver a much broader and deeper level of support.  They offer a range of customized products and services. Essentially, they leverage their competitive scope. According to Treacy and Wiersema, the business model of the customer-intimate company has the following features:

· An obsession with developing solutions, and managing relationships.

· A structure that delegates decision-making to employees who are close to the customer.

· Management systems that are geared towards creating results for carefully selected and nurtured clients. 

· A culture that embraces specific rather than general solutions and thrives on deep and lasting client relationships.

Understanding operational excellence

Standardization of assets, processes, systems and procedures forms the backbone of every operationally excellent company.  Such companies do not add bells and whistles.  They do not pamper customers. They do not over promise. Instead, they shape their customers’ expectations by making virtues of their apparent limitations.  In such firms, the team is more important than the individual. While hiring, these companies focus on attitude.  People typically rise through the ranks.  The philosophy of such companies is to make stars out of ordinary people.  Southwest Airlines is an excellent example. 

Operationally excellent companies are often masters of supply chain management.  They use virtual integration to further improve their operational efficiency. They view themselves and their suppliers and distributors not as discrete, allied entities, but as members of a single value chain.  Streamlining the connections among team members eliminates duplications, delays, and even payment complications that come from arms-length transactions. Such companies use information technology (IT) intelligently and share information online with their suppliers and distributors. Dell is a good example. 

What Treacy and Wiersema refer to as operational excellence is consistent with Porter’s cost leadership strategy. Cost leadership requires economies of scale, learning curve experience, tight cost and overhead control, avoidance of unprofitable customer accounts, and control of expenses in areas like R&D, service, sales force, advertising, and so on.  A great deal of managerial attention to cost control is necessary to achieve these aims.  Low cost relative to competitors becomes the theme running through all the value chain activities of operationally excellent companies.

A low-cost position enables the firm to cope effectively with rivalry from competitors. Due to its lower costs, the firm can still earn returns after its competitors have driven away their profits through rivalry. A low-cost position acts as a buffer against powerful buyers who will face resistance if they start driving down prices below the level of the next most efficient competitor.  Low cost provides a defense against powerful suppliers by providing more flexibility to cope with input cost increases.  Also, a low-cost position usually provides substantial entry barriers in the form of scale economies. A low-cost position ensures that bargaining by customers can only continue to erode profits until those of the next most efficient competitor are eliminated. Moreover, the less efficient competitors will suffer first when there is price competition. 

A cost leadership strategy can sometimes revolutionize an industry in which the historical basis of competition has been different. If competitors are ill-prepared due to a mindset problem or if they are unwilling to commit the resources necessary to cut costs, a disruptive business model might emerge. Wal-Mart and Southwest Airlines are good examples.

Understanding product leadership

Generating a stream of revolutionary products is what keeps product leaders ticking. They make all out efforts to attract and retain talented people who are capable of out-of-the-box thinking. They attempt to foster a culture which encourages creative thinking. 

Product leaders in high-tech companies target their R&D efforts toward the development of devices that are considerably better than existing products. The new products could be smaller, faster or lighter. They might be better looking.  And in some cases, the new product may be simpler, more user friendly and very cheap. Palm is a good example. 

Product leaders are not merely technically excellent companies. They back their breakthrough products with innovative marketing. They create markets and educate potential customers to accept products that did not exist before.  This ensures they do not end up creating products that are too far ahead of their time.  Without its clever marketing, Sony could not have become one of the most successful, global companies in business history. Similarly, Intel has invested significantly in its “Intel inside” brand building campaign to motivate customers to upgrade to more powerful microprocessors. 

Product leadership also demands a big risk appetite. Deciding where to place the big bets is the challenge. Successful product leaders concentrate their resources on the handful of opportunities with the greatest potential to strike gold. They are also not afraid of cannibalising their own products.  

Product leaders are characterized by a thirst for problem solving and a distaste for bureaucracy. They create flexible organizational structures.  They allow resources to move toward the most promising opportunities not only during development but also over the entire product life cycle.  They keep shifting resources to where the action is and stop projects which are no longer promising. They understand the importance of efficient coordination, but can accommodate inventiveness and discipline.   Such companies keep paper work to a minimum.  They thrive on a shared vision. Their work is guided by a lucid picture of the goal shared by everyone in the organization.  The shared vision itself acts as the key control mechanism.

Product leaders often try to replicate the entrepreneurial spirit of small companies by keeping people in small teams. When they are working on a new project, where the pay-offs are still not evident, they locate their skunk works away from the potentially stifling headquarters.  But they also emphasise discipline during the final leg of the product-development effort to make sure that delays are minimised. For example, at Microsoft, project leaders put their foot down after a certain stage, when new features are proposed. Product leaders expect customers to pay a premium for their high-value products.  And they know how to time their new product releases to keep ahead of imitators. 

What Treacy and Wiersema refer to as product leadership is consistent with Michael Porter’s concept of differentiation. Differentiation provides insulation against competitive rivalry by building brand loyalty and reducing price sensitivity. As a result, there is no need for a low-cost position. The resulting customer loyalty and the need for a competitor to overcome uniqueness provide entry barriers.  Differentiation clearly mitigates buyer power, since buyers lack comparable alternatives.  So, the firm that has differentiated itself to achieve customer loyalty is often better equipped to handle substitutes than its competitors.

Achieving differentiation may involve a trade-off with market share because this strategy often requires a perception of exclusivity.  Differentiation also implies a trade-off with a low cost position because extensive research, product design, high quality materials, or intensive customer support are all expensive activities.  A disciplined approach to such trade offs forms the cornerstone of a successful differentiation strategy.

Understanding customer intimacy 
Customer intimate companies are good at offering the best total solution. Though they may not necessarily offer the lowest price or the best product features, they provide better overall customer satisfaction by attending to a much broader range of client needs.  Such firms know that their clients have a variety of needs that go beyond the core product.  So they provide various services that add value to the core product and solve the broader underlying problems faced by clients.

Since customer-intimate organizations mould themselves to their customer’s needs, they handle a wide range of activities.  They develop the competencies for providing better application support and for discovering new process improvements. Employees in such companies are adaptable, flexible, and multitalented. They are willing to jump in to provide what the customer wants, even if it goes beyond their job description. Sometimes, a customer-intimate firm may also try to change the way the customer does business.  

Customer-intimate companies often take a long-term perspective.  Even if the initial transactions with a customer may not make financial sense, they continue to invest in relationships. They do what is needed to retain their clients.  And they select clients carefully. They ask whether the client is inclined to see and appreciate an opportunity for creating a win-win situation. They ask whether an operational fit exists. Ideally, their compelling expertise must coincide with client incompetence in a mission critical process.  (It’s hard to be customer-intimate with a client who knows too much!) Finally, there must be a strong financial angle.  Can the business be grown to generate steady profits year after year?

Treacy and Wieresma’s customer intimacy is somewhat similar to, though not exactly same as Porter’s focus strategy. This strategy focuses on a particular buyer group, segment of the product line, or geographic market. The entire focus strategy is built around serving a particular target segment very well. Each functional strategy is developed with this in mind.  Focus rests on the premise that the firm is able to serve its narrow strategic target more effectively or efficiently than players who are competing more broadly.  As a result, the firm achieves either differentiation from better meeting the needs of the particular target, or lower costs in serving this target, or both.  Even though the focus strategy does not achieve low cost or differentiation from the perspective of the market as a whole, it often achieves one or both of these positions vis-à-vis its narrow target segment.

Developing new business models for value leadership

Business models are vulnerable to competition.  To generate a sustainable competitive advantage, companies must work continuously to improve their business model.  Operationally excellent companies must strive to set new benchmarks in cost leadership.  That is why, Wal-Mart in spite of emerging as the largest company in the world, remains as restless as ever and keeps looking for opportunities to cut costs.  Product leaders must try to cannibalise their current product with better ones. Intel’s 64-bit microprocessor, Itanium is a good example. Customer-intimate firms must make their own total solutions obsolete.  Companies like IBM must keep coming up with better solutions for their customers. 

For operationally excellent companies, the toughest challenge, according to Treacy and Wiersema, is to move on to the next generation of “no frills” standardized assets to achieve the next level of efficiency.  For companies focused on product-leadership, the real challenge is to identify the next technology, the next concept that is beyond the bounds of their experience.  For customer-intimate companies, the key issue is to let go of current solutions and to move themselves and their clients to the next paradigm.

All the strategies discussed above, have their own pitfalls. Unexpected developments can throw these strategies out of gear. For example, some operationally excellent companies stress the application of efficiency-enhancing assets to such an extent that they invest too heavily in the current paradigm.  They may over-invest in sophisticated machines. They may spend too much time figuring out how to better utilize assets that may no longer be the right ones. 

Product leadership companies may become  fascinated with great products.  As a result, with each bright new idea or customer feedback, the developers rush back to their labs.  An assessment of whether the perceived shortcomings are relevant or not from the point of view of customers, is neglected in the process. Product leaders are prone to stumbling and fumbling when fundamental technologies and market conditions change radically.

Sustained product leadership comes only from a deep commitment to breakthrough innovations.  Breakthrough ideas cannot usually be gathered at user group meetings. Nor can they be collected through market research. In fact, getting too close to existing customers can distort people’s focus and bias their thinking. This is the theme which runs through Clayton Christensen’s fascinating book, “The Innovator’s Dilemma.” 

Customer-intimate companies sometimes start believing that they can do absolutely anything to give customers what they want.  Such companies often accept tasks they should decline or should pass on to other suppliers.  For instance, they may continue to provide services they once performed uniquely well but which over time have been copied by so many competitors that they have become commoditised.  Wherever yesterday’s premium services have become standardised, the customer-intimate company has to find ways to offload them and search for new opportunities to provide value.

Customer-intimate firms pride on their consulting expertise.  But the value of such expertise diminishes with growing customer awareness. So customer-intimate companies must learn to stay two steps ahead of customers. They must assimilate experience from multiple clients, acquire fresh insights by hiring new people, and tap the expertise of outsiders.  To beat back rivals, they must adapt their expertise to suit the needs of new clients and to the changes in the circumstances of existing clients. 

Another reason for the failure of market leaders is that they do not periodically improve secondary disciplines.  This becomes critical when competitors are resetting customers’ expectations. At the same time, overzealous efforts to improve secondary disciplines are not desirable. Too much attention paid here can deflect attention from the more important tasks required to strengthen the company’s core value proposition.  The goal must be to sustain threshold levels of competence in other areas, but not over invest.  

This is exactly what Porter means by getting stuck in the middle.  The firm stuck in the middle is almost always guaranteed low profitability. It often loses the high-volume customers who demand low prices. Or it may have to cut its profit margins drastically to snatch the business away from low-cost firms.  At the same time, such firms lose high-margin businesses to the firms who are focused on high-margin targets or have achieved overall differentiation.  The firm stuck in the middle typically suffers from a blurred corporate culture and a conflicting set of organizational arrangements and motivational mechanisms.

Market leaders get into trouble, when they become too greedy, treat their business as a cash cow, and do not move forward. Operationally excellent companies can get lulled by complacence into an underinnovating mode. Product innovators may add too many features, resulting in overpriced products, which no longer appeal to customers. Customer-intimate firms may lose their ability to provide service to customers in the way they want or in a cost effective way.  

Porter has offered useful insights on the risks associated with the three generic strategies. These risks come in two categories: first, failing to attain or sustain this strategy; second, an erosion of the competitive advantage with industry evolution.  The three strategies are predicated on erecting differing kinds of defenses against competitors. Not surprisingly they involve different risks.  It is important to understand these risks.

Cost leadership is vulnerable to:

· Technological change that nullifies past investments;

· Low-cost learning by industry newcomers or followers, through imitation or through their ability to invest in state-of-the-art facilities;

· Inability to introduce required changes in the product or the marketing mix because of the focus on cost control;

· Inflation in costs that prevent an adequate price differential to offset competitors’ brand image or other approaches to differentiation.

Differentiation is vulnerable to:

· A large price differential vis-à-vis low-cost competitors. This makes buyers willing to give up some of the features  or services, in return for substantial cost savings. This is what Christensen refers to as disruptive innovation in his book, “The Innovator’s Dilemma”.

· Diminishing buyers’ need for the differentiating factor.  This can occur as buyers become more sophisticated.

· Imitation which is common as industries mature.

Focus is vulnerable to:

· The widening cost differential between broad-range competitors and the focused players. This may eliminate the cost advantages of serving a narrow target or may offset the differentiation achieved by focus;

· The narrowing differences in desired products or services between the strategic target and the market as a whole;

· Competitors finding sub markets within the strategic target and achieving a sharper focus.

Value migration 

According to Adrian Slywotzsky
, a business model can be in one of three stages with respect to value: value inflow, value stability, and value outflow.

In value inflow, a company starts to absorb value from other parts of its industry because its business model can satisfy customers’ priorities in a superior way.  Typically, a competitor that triggers a value migration shift employs a new business model responding to customer priorities that established competitors have failed to see or have neglected.  Value flows into such designs because of their superior economics and the emerging recognition of their power to satisfy customers.

The second phase, stability, is characterized by business models that are well matched to customer priorities and by overall competitive equilibrium.  During the stability phase, value remains in the business model, but expectations of relatively moderate future growth prevent new value from flowing to the company.

In outflow, value starts to move away from an organization’s traditional activities toward business models that more effectively meet evolving customer priorities.  Although the value outflow may start slowly, it accelerates as the business model becomes increasingly obsolete. 

The reason for the decline of successful business models and emergence of new ones is that value keeps migrating within an industry. Managers must keep asking some questions: Where will we be allowed to make a profit?  Where will the value in the industry be?  What new core competencies do we need?  What moves do we need to make to capture the next cycle of value growth?

The first task of top management is to understand the direction and speed of value migration in its industry.  To meet the challenge of value migration, managers must ask: "Where in the industry will we be allowed to make a profit?" How is that changing? What is driving the change? What can our organization do about it?

Customers make choices based on their priorities.  Those choices develop potential value for the businesses from which they buy.  At any given time, the pattern of those choices allocates values to various business designs.  As customers’ priorities change and new designs present customers with new options, they make new choices.  They reallocate value. These changing priorities, and the way in which they interact with new competitors’ offerings, are what trigger, enable, or facilitate the value migration process.

Understanding customers’ priorities requires understanding more than just customer needs.  Needs refer to the benefits and features of products that customers would like to buy.  Most market research focuses on needs.  But what customers really want is the result of a complex decision-making system.  Understanding the decision-making system and resulting priorities has become extremely important today. 

Analyzing the customers’ decision-making system makes it possible to interpret what customers say they want.  It also helps interpret what customers are not saying and to anticipate what they will say in the future.  Needs analysis describes what products the customers want.  Priorities analysis determines the kind of business design needed to  create the greatest utility for customers and profit for the provider. 

Value leadership in action: Li & Fung

Process innovations are often looked upon as a way to cut costs.  But they can also create value. By mobilizing and coordinating the resources and services provided by many companies operating at various levels of the supply chain, Li & Fung, the Hong Kong based trading company has become one of the most accomplished middlemen in the world. In the process, Li & Fung has not only cut costs but also created value for its customers in a way few rivals can match.

Li & Fung does not own any factories. But through its dispersed manufacturing system, Li & Fung has detached critical links in the apparel industry’s supply chain and found the best solution for each step.  The company fills orders from its 350 customers – mostly American and European clothing and accessory retailers – by selecting the best companies for each part of the job from a worldwide network of thousands of independent suppliers.  

Li & Fung can charge a premium for its services. Customers are willing to pay more because in the apparels business, consumer tastes change, creating a serious inventory obsolescence problem.  With its fast, flexible response, Li & Fung cuts time and cost from production and delivery cycles.  Retailers can wait longer before committing to a fashion trend. So they are left with less obsolete inventory at the end of each selling season.

Li & Fung adds value in various ways. It offers design, engineering and production-planning services and production-management expertise. It organizes raw material and component sourcing through its global network of more than 7,500 independent factories. Li & Fung also offers quality control, testing, and logistics services.

Li & Fung understands the importance of customer focus. In spite of its diverse activities, it has organized itself to create a unique value chain for every customer.  It has small, entrepreneurial divisions serving just one large customer or a group of smaller, but similar ones.  Each unit head has considerable autonomy to do whatever is necessary to satisfy that customer. Unit heads are provided attractive  bonuses to align their aspirations with company goals.

Li & Fung works with an ever-expanding network of thousands of suppliers around the globe. This enables it to tap value wherever it exists, while simultaneously cutting costs.

When lower cost competitors emerged in Asia, Li & Fung found it imperative to develop a new business model.  It started shipping kits to China for assembly.  After the labor-intensive work was completed, the finished goods came back to Hong Kong for final testing and inspection.  

Li & Fung unbundled the manufacturing process and looked for the best solution at each step.  Instead of asking which country could do the best job overall, it started dissecting the value chain to optimize each step.  The benefits of relocation began to outweigh the costs of logistics and transportation. The higher value addition also let the company charge more for its services. 

Li & Fung has been a master of outsourcing. Traditionally, outsourcing meant placing an order for finished goods and letting the supplier worry about contracting for raw materials like fabric and yarn.  But a single factory usually does not have much buying power and is too small to demand faster deliveries from its suppliers. Li & Fung works with its suppliers to cut costs and improve quality. It manages the supply chain closely while giving sufficient latitude to suppliers. 

Simple process innovations have helped Li & Fung to create and capture value. To distribute an assortment of ten products, each manufactured by a different factory, to ten distribution centers, the standard practice would be for each factory to ship full containers of its product. The containers would go to a consolidator, who would unpack and repack all ten containers before shipping the assortment to the distribution centers. But Li & Fung has challenged this practice.  It moves one container from factory to factory and gets each factory to fill just one tenth of the container.  Then it ships it with the assortment the customer needs directly to the distribution center.  The shipping cost is greater, but the total systems cost is lower because the consolidator has been eliminated altogether.  

Value leadership in action: Dell

Dell began in 1984 with a simple business insight. It could by-pass the dealers, sell directly to customers and build products to order. Dell eliminated the reseller's markup and the costs and risks associated with carrying large inventory. The formula known as the direct business model, gave Dell a substantial cost advantage.  Till today, no competitor has been able to replicate Dell’s business model.

Dell realised correctly that operating across the value chain did not make sense. To earn higher returns, it had to be more selective and concentrate on activities where it could add value for its customers, not into all the activities that needed to get done.

Today, Dell’s tightly coordinated supply chain offers the advantages that have traditionally come through vertical integration. At the same time, it benefits from the focus and specialization that drive hollow corporations. Dell’s business model has come to be known as virtual integration.

According to the company’s founder, Michael Dell, virtual integration means stitching together a business with partners who are treated as if they are inside the company. Information is shared in a real-time fashion. Dell tells its suppliers exactly what its daily production requirements are. 

Holding inventory is risky in the PC industry which is characterized by rapid technological obsolescence. The cost of parts such as microprocessors goes down significantly each year, as new technologies, emerge. To minimize obsolescence costs, the company has changed its focus from how much inventory there is to how fast it is moving. Indeed, inventory velocity is one of a handful of key performance measures, Dell watches very closely. 

Dell turns its inventory over 30 times per year. This would be difficult without reliable information about what the customer is actually buying. Dell’s business model is not just about selling direct. It's also about demand forecasting and the way the information from the customer flows all the way through manufacturing to Dell’s suppliers. Without  such a tight linkage, trying to cut inventory would be infeasible. 

Value leadership in action: Southwest

Southwest Airlines, one of the most profitable airlines in the world has attempted to provide safe, reliable, short duration air service at the lowest possible fare.  With an average aircraft trip of roughly 400 miles, the company has benchmarked its costs against ground transportation. When Southwest decides to serve a new city, it typically schedules flights from the new city to two, three or even four destinations at which the company has previously established itself. The airline does not commence service between any two cities until it has the resources  necessary to operate at least five to six flights a day.  This blanketing strategy serves as a powerful entry barrier.

Southwest has managed to limit airplanes’ turn time to about 20-25 minutes over the years, even as airport congestion has worsened and security regulations have become stricter. To make its operating schedules practical, realistic and efficient, Southwest has avoided congested airports wherever possible. Instead, it has concentrated on convenient, efficient airports like Love Field at Dallas and Hobby at Houston. Southwest’s efficient flight dispatch system allows the airline to deal effectively with weather and operational delays. Southwest also uses a young fleet of aircraft and an efficient maintenance team to minimize delays and cancellations due to mechanical problems. 

After the deregulation of the airline industry in 1978, most airlines established the hub-and-spokes
 system. This system involved wait time for both passengers and airplanes. In addition, airlines had to pay the rent for the gates, as planes were often kept idle at an airport waiting for the connecting flight. Seeing these disadvantages, Southwest persisted with its point-to-point flights between cities, gaining advantage over other carriers by utilizing the lost time for an additional flight. Southwest also decided against interlining with other carriers. It was unwilling to spend the extra time and money on the ground. Southwest also did not want to keep passengers waiting to board connecting flights that were often delayed. Southwest felt strongly that customers did not want to go out of their way and travel to a hub city simply for the convenience of the airline.  

Southwest has traditionally operated one type of aircraft - the Boeing 737. It gives extensive training to all its pilots, flight attendants and mechanics on the Boeing 737. The airline can easily substitute the aircraft, reschedule flight crews or transfer mechanics quickly and avoid the burden of managing different types of spares inventory. Exclusive use of the 737 series has also helped the company to negotiate better deals with Boeing, while acquiring new aircraft. In 1998, Southwest had a cost advantage of 59 percent in its short haul flights of 800 Kms over its competitors. Over long haul flights of 2400 Kms, Southwest had a cost advantage of approximately 35 percent. 

Southwest’s automated ticket vending machine system has reduced the ticketing time. In January 1995, Southwest became the first major carrier to offer ticketless travel system wide with the help of its in-house software. It allowed the customers to bypass the existing computer reservation systems completely. Customers received a confirmation number from Southwest when they logged on to the company’s website. By late 1998, about 75 percent of Southwest’s customers had begun using this facility.

Southwest does not assign to customers any particular seat number. Customers are boarded on a first cum first served basis in a group of 30.  Southwest uses reusable plastic boarding passes. In other airlines, the employee has to read the traditionally printed ticket before the passenger enters the plane. This slows the operation down. Also, if airline employees are focused on reading, they cannot concentrate on welcoming customers on board.

Southwest serves no meals on board. Instead, the airline offers peanuts and other snacks and puts extra seats in the empty space that would otherwise be required for food galleys. Southwest also avoids using bulky food and beverage carts that inhibit customers from moving about in the cabin. Flight attendants serve drinks and peanuts off specially designed trays and finish the beverage service quickly.
Value leadership in action: Intel 

Intel is one of the most admired companies in the world.  The company’s business is unique in the sense that the component, which it makes, the microprocessor remains hidden to the user.  But still, most users describe the PC in terms of its microprocessor. 

Intel’s business model has been driven by Moore’s law (The performance of a microprocessor doubles every 18 months). The company has pushed out faster and more powerful microprocessors into the market at periodical intervals.  And Intel has made these heavy investments without any guarantee that the customers will switch over to more powerful PCs. Intel’s business model is all about driving industry innovation using a judicious mix of internal resources and external partners. In the process, Intel has generated steady demand for its newer and newer versions of powerful microprocessors. 

In the early 1990s, Intel realised that it was becoming increasingly difficult to accelerate growth in the PC market.  There was no technical leadership to advance the PC system.  Intel had entered the PC market in the 1980s as a component supplier to the then systems integrator IBM.  IBM designed the PC architecture while Intel remained a vendor.  IBM’s first PC started with the Intel 8088 microprocessor and Microsoft’s Disk Operating System (DOS).  As the demand for PCs exploded, vertically integrated players like Apple started to lose out to specialist component providers like Intel and Microsoft.  By the early 1990s, the value chain had fragmented and specialisation had increased but the PC architecture did not change significantly. Intel realised that the obsolete architecture was standing in the way of optimal microprocessor performance. It was not clear which firm would take the initiative to impose new architecture standards or coordinate key activities and systems optimization work.

So, Intel decided to seize the initiative through the Intel Architecture Lab (IAL).  It mobilized significant amounts of human, capital and technical resources.  IAL’s role was far broader than that of an R&D lab.  It became involved in three areas: improving PC system architecture, stimulating and facilitating innovation on complementary products and coordinating outside firms’ innovations in the development of new systems capabilities.  

In 1991, Intel started the peripheral component interconnect (PCI) bus initiative, which became a great success.  The PCI bus became the standard for most firms and paved the way for the various architectural initiatives which followed.  Indeed, PCI played a pivotal role in Intel’s assumption of platform leadership.  Intel made sure that the new PCI specification was free and open to everyone.  It realised that any proprietary interface would further fragment the market.

According to Gawer and Cusumano
 “The industry as a whole had a shared, specific problem – the insufficient capacity of the bus – but only the solution proposed by Intel was capable of solving that common problem while also creating a technical and industrial environment in which Intel’s future innovations could find the PC system as a convenient cradle.”  The PCI and chip set designs introduced a local modular architecture into the part of the PC that delinked Intel’s zone of innovation from the rest of the computer.  When Intel developed new microprocessors, there was no need for other industry players to redesign their products in order to maintain compatibility with the new Intel chip.  This reduced a major barrier to the adoption of Intel’s future chips.  Intel demonstrated its commitment by mass producing PCI chip sets at its Folsom Plant. (Chip sets were traditionally made by independent vendors). Intel also expanded its motherboards business.  Motherboards combined the microprocessor with essential chip sets for peripheral as well as memory chips.  Again, the rationale was straightforward.  While suppliers would adopt a wait and see strategy, Intel wanted its customers to embrace its latest microprocessor technology immediately. 

After PCI, Intel initiated the design of several new interfaces.  As it gained experience, Intel developed the skills to rally other players around a new standard.  Intel has today become a master in coordinating value chain activities systematically to orchestrate industry innovation and drive platform evolution.

According to Gower and Cusumano, Intel’s business model has succeeded largely by its ability to cultivate internally a “system mindset.” This requires managerial attention, technical expertise, and resources at the level of the overall system or platform as opposed to a focus on the core product or a piece of the system that is the firm’s specialty.  Intel has also created external momentum by: 

· Communicating its vision of the PC platform 

· Gradually developing a consensus starting with small groups of influential firms

· Developing and distributing tools for development of complements that fit into Intel’s overall vision

· Highlighting business opportunities for potential complementors

· Facilitating external innovation, both modular and complementary. 

Concluding Notes

An effective business model strives for value leadership. Value must be created and delivered to customers in a disciplined way.  Value must be defined from a customer’s perspective.  While providing value, trade offs must be made.  Trying to be all things to all customers is the surest way to fail in the quest for value leadership.
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Case Illustration 3.1 - Starbucks

Introduction

Starbucks, the most famous specialty coffee shop chain in the world, recorded sales of $4,075.5 million and net income of $268.3 million in 2003. Starbucks had more than 7500 outlets in 30 countries. Brand management consultancy, Interbrand ranked Starbucks 93, in 2003.  Starbucks offered whole bean coffees, espresso beverages, confectionery and bakery items and equipment in its retail stores.  Starbucks had also diversified into ice creams and tea.  But bulk of Starbucks’ revenues came from coffee bars. Many analysts felt Starbucks’ innovative business model had played a major role in converting coffee from a commodity into an experience to savour.  Starbucks’ stock, after four splits had grown more than 2200% in the period 1992-2002.  The company’s stated ambition was to become a global, respected brand. 

Background Note

Gordon Bowker, Jerry Baldwin, and Zev Siegl opened a store in Seattle to roast and sell quality whole beans in early 1971. They drew inspiration from a Dutch immigrant, Alfred Peet who had begun importing high quality coffee into the US during the 1950s.  Their store also offered bulk tea, spices, and supplies, but it did not sell coffee by the cup.  The three partners took the name “Starbucks” from mate Starbuck in the novel Moby Dick. They chose a logo based on an old Norse woodcut – a bare-breasted mermaid surrounded by the store’s original name: Starbucks Coffee, Tea and Spice. The green white mermaid would go on to become one of the most visible and respected logos in the world.  

In 1981, Howard Schultz, a corporate executive began to take interest in the specialty coffee business.  He had not worked in the coffee industry but felt that the young, fragmented specialty coffee business offered tremendous opportunities.  Schultz quickly sensed the potential to build a strong business and expand the market for high quality coffee.

In 1979, after three successful years as a salesman with Xerox, the 26-year-old Schultz had joined Hammarplast, a U S subsidiary of the Swedish house wares company Perstorp.  Hammarplast sold coffee makers to various retailers.  He rose quickly to the position of vice-president and general manager.

In 1981, Schultz decided to visit Starbucks in Seattle, curious to find out why the company was ordering so many plastic cone filters from Hammarplast.  The coffee retailer had only four outlets at the time.  But it was buying more filters than even a large department store chain like Macy’s. 

In 1982, Schultz joined Starbucks as director of retail operations and marketing. In 1983, he traveled to Milan, Italy on a buying trip for the company.  He saw how coffee had become ingrained in the national culture.  In the city’s espresso bars, trained baristas prepared espresso, cappuccino, and other drinks made from high-quality Arabic beans.  Although each establishment had its own individual character, all of them offered people community, comfort, and some sense of extended family. 

Schultz saw a tremendous opportunity for Starbucks.  He believed he could recreate the Italian coffee bar culture in the United States, using Starbucks’ reputation for fine coffee to serve espresso drinks while providing a pleasing store experience.  Schultz was convinced he could easily differentiate the Seattle roaster from the scores of other specialty coffee suppliers entering the American market.  After returning to Seattle, he tried to convince his bosses that Starbucks should build a chain of Italian-style espresso bars.  But the managing partners were not interested in entering the restaurant business.

Schultz quit Starbucks in late 1985 and raised money to launch his own coffee bars. His first store began business on April 8, 1986 in Columbia Center, a well-known office building in Seattle.  The store sold coffee beans and espresso drinks, such as cappuccino and café lattes.   It also offered salads and sandwiches. 

In early 1987, Schultz realised it was time to expand his business even faster.  As it so happened, the two remaining founders of Starbucks (Zev Siegl had sold his interest in the business in 1980) were thinking about selling their Seattle coffee business in order to pursue other opportunities. In August 1987, Schultz bought the Seattle assets of Starbucks, including its name, for $3.8 million.  He financed the purchase by selling equity to private investors, most of who already owned stock in the acquiring company.  

Schultz decided to call the new organization the Starbucks Corporation, consolidating all the stores under the name.  The combined enterprise, with about 100 employees, had nine outlets located in Seattle and Vancouver, and a roasting plant.  Schultz embarked on a geographic expansion, that covered Chicago, Los Angeles and the District of Columbia. Schultz and his young team also strengthened the company’s systems and processes to manage the  geographic expansion.  Despite these efforts, Starbucks lost money in fiscal 1987, 1988, and 1989 – more than $1.1 million in 1989 alone.  But investors, impressed by the company’s increasing sales and the 20% growth of the specialty coffee market, continued to support Schultz.  Between 1988 and 1991, the entrepreneur raised $32 million in three rounds of private financing.  Most of these funds, were supplied by venture capitalists, with individual investors buying almost $4 million in Starbucks’ equity. In 1992, Starbucks made its Initial Public Offering (IPO).  

Through the 1990s, Starbucks continued its expansion. In 1993, Starbucks opened 100 new stores and in 1994, another 145.  In 1995, Schultz acquired Coffee Connection, a 25-store Boston Chain. In 1996, Starbucks began its international expansion, concentrating mainly on the Asia-Pacific.

By the mid-1990s, Starbucks had become an informal gathering place for people of all types – mothers, young children, students, teenagers, shoppers, couples and businessmen.  In 1995, more than three million people visited Starbucks stores each week.  

In the early 2000s, Starbucks continued its efforts to improve the customer experience.  In hundreds of locations, it installed automatic espresso machines to speed up service. Starbucks also offered pre-paid cards to cut transaction time by half.  A new service called Starbucks Express launched in August 2002, allowed customers to order and pay through the company’s website.  When customers arrived at the store they found their beverage ready and waiting, with their name printed on the cup.  To attract younger customers, Starbucks provided high-speed Internet connections in the cafes. 

Managing Growth 

Starbucks was one of the fastest growing companies in the US. During the period 1987 to 2002, the number of coffee shops increased from 17 to 5689.  Since its IPO in 1992, Starbucks’ sales had grown at a rate of 20% per annum and profits at a rate of 30% per annum.  

Starbucks believed that growth could come only through a better understanding of customers and a store experience that could pull customers through word of mouth. In the company’s early days, Schultz could see that a number of demographic, economic, and social developments were creating new consumer preferences and growth opportunities. He envisioned a retail experience that revolved around high-quality coffee, personalised, knowledgeable service, and social setting. Schultz and his colleagues put in place various measures to make this experience appealing to millions of people. They attempted to shape a compelling identity for Starbucks products, stores, and the larger organization.  By the late 1990s, the Starbucks brand had come to be associated with coffee, elegance, community and individual expression.

In the early 1990s, Starbucks embarked on a three-year geographic expansion strategy that targeted areas which had favorable demographic profiles and could be supported by the company's operations infrastructure. For each targeted region, Starbucks selected a large city to serve as a "hub", Chicago in the Midwest, New York and Boston in the Northeast and Atlanta in the southeast.  Once stores had blanketed the hub, additional stores were opened in smaller, surrounding "spoke" areas in the region. Starbucks posted zonal vice presidents to direct the development of each region and to implant the Starbucks culture in the newly opened stores. The vice presidents had extensive operating and marketing experience in chain-store retailing.

In 1995, new stores generated an average of $700,000 in revenues in their first year, far more than the average of $427,000 in 1990. The growing popularity of the brand led to increased customer acceptance.  During most of the 1990s, Starbucks continued to launch outlets at breakneck speed.  In 1990, for example, the company had 75 outlets, two years later, it had 154 and in 1995, 676.  Towards the end of the decade, the retailer was opening two stores on an average, each day. 

Starbucks had developed competencies in identifying top retailing sites for its stores. Analysts felt that the company had one of the best real estate teams in the coffee-bar industry. It had a sophisticated system to identify not only the most attractive individual city blocks but also the best store locations. 

Starbucks’ typical strategy was to open several stores in very close proximity to each other.  In a fashionable area of downtown Vancouver, for example, Starbucks had stores on two of the corners at the intersection of two important streets.  There were many company-owned cafés located in and around the celebrated Harvard Square in Cambridge, Massachusetts.  In Manhattan, Starbucks had 124 cafes located within an area of 24 square miles.  This blanketing strategy had led to cannibalization but Starbucks felt that it was inevitable in its quest for growth.

Starbucks had also looked at generating faster growth by expanding its distribution network. One of the most important channels for reaching coffee consumers was supermarkets.  In 1998, supermarkets and food stores accounted for almost half of total coffee sales in the United States.  Grocery chains offered the possibility of much greater market penetration than Starbucks could achieve through its own retail and specialty sales operations.  Selling through supermarkets and grocery chains held out the possibility of increasing traffic in Starbucks stores and strengthening the company’s retail franchise.  But in the process of growing fast, Schultz did not want to dilute Starbucks’ brand image.  Similarly, Schultz had been strongly opposed to franchising.  He and his colleagues feared losing control of the resources and initiatives that had created Starbucks’ identity.

Store Management

Starbucks had an in-house team of real-estate managers, architects, designers, and construction managers.  Schultz had set high standards for the development and construction of company stores.  He wanted the design of each space, including layout, lighting, and furnishings, to reinforce the company’s commitment to quality coffee products.  In each city Starbucks entered, sites were selected carefully.  The store had to be in a highly visible and accessible location. Other criteria used were population density, median age and education level, estimated household income, and intensity of local competition.  

Starbucks had attempted to build strong relationships with real estate representatives across the country who knew their regions well. These representatives facilitated Starbucks’ entry into new markets by helping identify the best locations early on.  Starbucks did not wait for the perfect location, i.e., a box.  Its design team could fit a location in retail spaces of various shapes.

Starbucks did not buy real estate and build its own freestanding structures. Each space was leased in an existing structure. The size of most stores ranged from 1,000 to 1,500 square feet. Most stores were located in office buildings, downtown and suburban retail centers, airport terminals, university campus areas, or busy neighborhood shopping areas convenient for pedestrians. Only a select few were located in suburban malls. While similar materials and furnishings were used to maintain a consistent look, no two stores looked exactly alike. In heavily congested downtown districts and at some airports that drew substantial weekday traffic, Starbucks had opened kiosks. 

Figure I

Stores Opened at each year end


[image: image1.wmf] 


Source: Annual Report 2003.

Figure II

Comparable Store Sales
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In 1994, Starbucks began to experiment with a broader range of store formats. Special seating areas were added to help make Starbucks a place where customers could meet and chat or simply enjoy a peaceful interlude in their day. Grand Cafés with fireplaces, leather chairs, newspapers and couches, were created to serve as flagship stores in high-traffic, high-visibility locations. The company also introduced drive-through windows in locations where speed and convenience were important to customers. It put up kiosks in supermarkets, building lobbies, and other public places. 

To reduce average store-opening costs, which had reached $350,000 in 1995, Starbucks developed standard contracts and centralized the procurement of various items. It consolidated work under those contractors who were good at cost-control. The retail operations group outlined exactly the equipment each store needed, so that standard items could be ordered in bulk from vendors at 20 to 30 percent discounts and then be delivered just-in-time to the store site. Modular designs for display cases were developed. The whole store layout was developed on a computer, with software that allowed the costs to be estimated as the design evolved. All this cut store opening costs significantly and reduced store development time from 24 to 18 weeks.

Starbucks formed a "stores of the future" project team in 1995 to improve the store design further.  The team researched the coffee tradition throughout the ages, studied coffee-growing and coffee-making techniques, and looked at how Starbucks stores had already evolved in terms of design, logos, colors, and mood. The team came up with four store designs—one for each of the four stages of coffee making: growing, roasting, brewing, and aroma—each with its own color combinations, lighting schemes, and component materials. Within each of the four basic store templates, Starbucks could vary the materials and details to suit the needs of different store sizes and settings (downtown buildings, college campuses, neighborhood shopping areas). In late 1996, Starbucks began opening new stores based on one of four templates. The company also introduced two ministore formats using the same styles and finishes: the brevebar, a store-within-a-store for supermarkets or office-building lobbies, and the doppio, a self-contained 8-square-foot space that could be moved from spot to spot. Starbucks succeeded in lowering store-opening costs (about $315,000 per store on average). It also created formats that allowed sales in locations Starbucks could otherwise not consider.

Brand Building

Starbucks had emerged as one of the top global brands.  Schultz felt that the equity of the Starbucks brand depended less on advertising and promotion and more on favourable word of mouth publicity. In its first 20 years of existence, Starbucks spent less than $20 million on traditional advertising.  Most of its advertising was done on outdoor media. As Schultz put it
, “If we want to exceed the trust of our customers, then we first have to build trust with our people.  Brand has to start with the culture and naturally extend to our customers...  Our brand is based on the experience that we control in our stores. When a company can create a relevant, emotional and intimate experience, it builds trust with the customer...  We have benefited by the fact that our stores are reliable, safe and consistent, where people can take a break.”   

Starbucks’ expansion was closely linked to its brand. Starbucks had attempted to maintain a tight grip on its image by avoiding franchising. One of the possible ways of growing faster was to distribute its coffee through supermarkets.  Starbucks had built its distinctive reputation around the unique retail experience in company-owned stores.  Schultz wondered how new customers would perceive the brand when they encountered it in a grocery store aisle.  A second risk involved coffee preparation at home.  Rigorous quality control and skilled baristas ensured the quality of coffee in Starbucks-owned stores. There was the danger that first-time customers who bought the company’s beans in grocery stores would put the blame for burned or weak-tasting coffee on the Starbucks brand.  

Starbucks looked at each store as a billboard for the company and as a contributor to building the company's brand image. Each detail was scrutinized to enhance the mood and ambience of the store, to signal "best of class". The company went to great lengths to make sure the store fixtures, the merchandise displays, the colors, the artwork, the banners, the music, and the aromas all blended to create a consistent, inviting, stimulating environment that evoked the romance of coffee, and signaled the company's passion for coffee. 

To try to keep the coffee aroma in the stores pure, Starbucks had banned smoking and asked employees to refrain from wearing perfumes or colognes. Prepared foods were kept covered so customers would smell only coffee. Colorful banners and posters were used to keep the look of the stores fresh and in keeping with seasons and holidays. Company designers came up with artwork for commuter mugs and T-shirts in different cities that were in line with each city's personality (peach-shaped coffee mugs for Atlanta, pictures of Paul Revere for Boston and the Statue of Liberty for New York). 

Globalisation

With the US gourmet coffee market becoming increasingly saturated, bulk of Starbucks’ growth was expected to come through overseas expansion in the coming years.  Starbucks viewed global expansion as both a challenge and an opportunity.  In many emerging markets, attractive growth opportunities were available.  But margins were less and in many cases profits had to be shared with local joint venture partners. Starbucks, however, believed international expansion was important for three reasons - to prevent competitors from getting a head start, to leverage the growing desire for Western brands in emerging markets and to take advantage of higher coffee consumption rates in different countries. 

Starbucks had expanded rapidly across the world since it set up its first overseas store in Tokyo in 1996.  After establishing itself in Asia and Europe, Starbucks announced major plans for Latin America, that included setting up 900 stores in the region by 2005.  The local partner was Alsea, a Mexican franchiser which operated Domino’s Pizza franchise in Mexico.  During 2003, Starbucks expanded its international presence by opening 284 new international licensed stores, including the first stores in Chile, Peru and Turkey.

But Starbucks still had a long way to go in globalization.  In 2003, only 15% of the company’s sales came from outside North America.  Moreover, the overseas stores were heavily concentrated in a few countries like the UK and Japan.  In regions like Latin America, the indigenous coffee culture had proved difficult for Starbucks to shake off. Starbucks had focused heavily on the Asia Pacific in recent times, simply because it did not have the resources to go simultaneously into different areas of the globe. Moreover, the region was an attractive market as it was heavily populated.  

Starbucks used three different mechanisms to facilitate its global expansion – joint ventures, licenses and company-owned operations.  As a policy, Starbucks did not franchise. It either had its own stores or had business agreements with individuals/ companies to develop and operate coffee houses in a specified region.

Table I

Licensed Retail stores
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Source: Annual Report 2003.

In most countries, Starbucks selected a local business partner to help it recruit talented individuals, build supplier relationships, and understand market conditions.  Choosing the right partner was important.  Starbucks looked for various attributes in its partners:

· Shared values and corporate culture

· Strong retail/restaurant experience

· Dedicated human resources

· Commitment to customer service

· Quality image

· Creativity, local knowledge and brand building skills 

· Financial resources.

In Singapore, Starbucks had tied up with Bonvests Holdings Ltd, a local company with interests in food services and real estate.   Starbucks considered Bonvests to be its ideal partner due to its good understanding of the local market and government regulations.  The first store was located on the plush Orchard Road. Starbucks considered Singapore to be an important market because of its westernized ideas and lifestyle.  Singaporeans drank more than 10,000 cups of gourmet coffee per day.  Singapore was also a beachhead market for Starbucks’ expansion plans in Asia.    

In Japan, Starbucks tied up with Sazaby Inc, a Japanese retailer and restaurant operator.  The flagship Tokyo store was located in the upscale Ginza shopping district. Starbucks’ second store was located in Ochanomizu, a student area cluttered with colleges, bookstores and fast food restaurants. 
Starbucks: Guiding principles

Six guiding principles were considered important by Starbucks:

1. Provide a great work environment and treat each other with respect and dignity.

2. Embrace diversity as an essential component of the way the company does business.

3. Apply the highest standards of excellence to the purchasing, roasting, and fresh delivery of our coffee.

4. Develop enthusiastically satisfied customers all the time.

5. Contribute positively to the community and environment.

6. Recognise that profitability is essential to future success.

Source: www.starbucks.com

Japan was the world’s third largest coffee consuming country in the world, after the US and Germany.  But coffee shops were showing a downtrend, when Starbucks entered Japan.  In 1992, there were 115,143 shops, nearly 30 percent less than the peak in 1982.  The Japanese also seemed to like instant and ready-to-drink coffee more.

Starbucks decided not to deviate too far from its US formula.  Its stores in Japan offered more or less the same menu as in the US though the portions were smaller.  The names of offerings such as tall and grande remained unchanged.  Not surprisingly, Starbucks found the operating costs in Japan to be very high.  Rentals in downtown Tokyo were twice those in Seattle. Starbucks also faced stiff competition from Doutor, Japan’s leading coffee bar chain and Pronto, the second largest chain. Starbucks did not expect to generate profits for quite sometime.  

Looking back at Starbucks’ overseas ventures, especially in Japan, Schultz once remarked
, “They (the consultants) said we would not succeed in Japan.  There were a number of things they told us to change.  They said we had to have smoking, but that was a non-starter for us.  They also said no Japanese would ever lose face by drinking from a cup in the street.  And third, they said given the high rent, stores couldn’t be larger than 500 square feet.  Well, our no-smoking policy made us an oasis in Japan...  You can’t walk down a street in Japan and not see some one holding a cup of Starbucks Coffee.  And our store size in Japan is identical to our store size in the US, about 1200 to 1500 square feet.  It just shows the power of believing in what you do.  And, also that Starbucks is as relevant in Tokyo, Madrid, or Berlin as it is in Seattle.”

In different parts of the world, Starbucks faced different challenges.  In France, labour regulations were arcane while labor benefits were generous.  In Italy, the heart of Europe’s coffee culture, the idea of an American coffee chain was not easy to sell. Italian coffee was also much cheaper.  In England, imitators snatched market share from Starbucks. In Japan’s depressed economy, demand did not pick up fast enough.  In China, Starbucks enjoyed unexpected success.  But the company hurt local sentiments when it opened a small outlet in a souvenir shop in Beijing’s Forbidden City, a symbol of Chinese pride.  The general public and the local media opposed the move.

Human Resources

As Starbucks grew bigger, Schultz set about identifying and correcting organizational weaknesses.  He realised that baristas and other employees who directly affected the quality of products and the consumer experience in stores, exerted tremendous influence on the company’s performance.  Committed, enthusiastic employees were necessary to deliver good service and to provide an appealing environment for coffee drinkers.  The success of the business depended significantly on motivating and sustaining the interest of employees in Starbucks’ offerings, including its products, working environment, and culture.

Schultz once proposed a health-care coverage to all employees who worked at least twenty hours a week.  Board members were initially critical of the plan, in view of the company’s mounting financial losses. But Schultz convinced them that this investment would lower employee turnover and reduce the company’s training costs.  In the late 1980s, Starbucks spent about $3,000 to train each new retail hire.  By contrast, providing each worker with full health benefits cost $1,500.  The board accepted this reasoning and approved Schultz’s plan. In late 1998, Starbucks began offering health benefits to employees who worked 20 hours a week or more. 

Schultz was in favour of a very flat organizational structure. He wanted employees from the CEO to a barista to be considered partners in the business.  Starbucks invited ideas and suggestions from its baristas, because they were in direct contact with customers.  To improve communication between the management and employees, Starbucks initiated open forums at which company news and regional issues were discussed.  At these meetings, which were typically held four times each year, employees were encouraged to ask questions, make suggestions, relay customer feedback, or air grievances. 

Starbucks expected baristas not only to be courteous and hospitable but also effective in making exactly the type of drink the customer requested. They also had to be capable of answering questions which customers asked about coffee. This demanded a great deal of effort on the part of the baristas. To prepare them for the challenge, all baristas underwent 24 hours of training before they were allowed to serve a cup of coffee to a customer.

Starbucks paid its partners a slightly higher wage than most food service companies.  Also, all employees received disability and life insurance, and a free pound of coffee each week.  All employees were also covered by “Bean Stock”, an employee stock option plan.  

But keeping employees motivated in a business where the working hours were odd, was a challenging task.  As one analyst
 put it, “For sure, employee discontent is far from the image Starbucks wants to project of relaxed workers cheerfully making cappuccinos.  But perhaps it is inevitable.  The business model calls for lots of low wage workers.  And the more people who are hired at Starbucks expands, the less they are apt to feel connected to the original mission of high service-bantering with customers and treating them like family.” 

Concluding Notes

Starbucks had come a long way since its inception.  Its business model had redefined the coffee restaurant business.  But as it spread across the world, the company faced unique challenges. Only time would tell whether Starbucks would emerge as a global corporation like McDonald’s. 
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Source: www.starbucks.com 

Table II

Income Statement
	Year
	Revenue ($ mil.)
	Net Income ($ mil.)
	Net Profit Margin
	Employees

	Sep 02
	3,288.9
	215.1
	6.5%
	62,000

	Sep 01
	2,649.0
	181.2
	6.8%
	54,000

	Sep 00
	2,169.2
	94.6
	4.4%
	47,000

	Sep 99
	1,680.1
	101.7
	6.1%
	37,000

	Sep 98
	1,308.7
	68.4
	5.2%
	26,000

	Sep 97
	966.9
	57.4
	5.9%
	25,000

	Sep 96
	696.5
	42.1
	6.0%
	16,600

	Sep 95
	465.2
	26.1
	5.6%
	11,500

	Sep 94
	284.9
	10.2
	3.6%
	6,128

	Sep 93
	163.5
	8.5
	5.2%
	4,585


Source:www.startbucks.com 

Table III

Stock History

	Year
	Stock Price ($)
	P/E
	Per Share ($)

	
	FY
High
	FY
Low
	FY
Close
	High
	Low
	Earns.
	Div.
	Book
Value

	Sep 02
	25.71
	14.16
	20.68
	48
	26
	0.54
	0.00
	4.45

	Sep 01
	25.66
	13.46
	14.84
	56
	29
	0.46
	0.00
	3.62

	Sep 00
	22.63
	10.69
	20.03
	91
	43
	0.25
	0.00
	3.05

	Sep 99
	20.50
	7.88
	12.39
	76
	29
	0.27
	0.00
	2.62

	Sep 98
	14.98
	7.19
	9.05
	79
	38
	0.19
	0.00
	2.22

	Sep 97
	11.19
	6.53
	10.45
	66
	38
	0.17
	0.00
	1.68

	Sep 96
	8.97
	3.63
	8.25
	64
	26
	0.14
	0.00
	1.46

	Sep 95
	5.53
	2.69
	4.73
	61
	30
	0.09
	0.00
	1.10

	Sep 94
	4.06
	2.38
	2.88
	81
	48
	0.05
	0.00
	0.47

	Sep 93
	3.53
	1.69
	3.42
	88
	42
	0.04
	0.00
	0.40


Source:www.starbucks.com 

Table IV
Financial Data
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Source: Annual Report 2003.

Figure IV

Net Revenues (in billions)
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Source: Annual Report 2003.

Figure V

Net Earnings (in billions)
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Source: Annual Report 2003.

References: 

1. Yang, Dori Jones, “The Starbucks enterprise shifts into warp speed,” BusinessWeek, October 24, 1994, pp 76-78.
2. Browder, Seanna, “Starbuck does not live by coffee alone,” BusinessWeek, August 5, 1996, p76.
3. Reese, Jennifer, “Starbucks,” Fortune, September 12, 1996, pp 190-196.
4. Holland, Kelley and Coy, Peter, “Starbucks' use of the old bean,” BusinessWeek, March 31, 1997, p48.
5. Symonds, William C., “Dunkin' Donuts is on a coffee rush,” BusinessWeek, March 16, 1998, pp 107-108.
6. Browder, Seanna and Thornton, Emily, “Reheating Starbucks,” BusinessWeek, September 28, 1998, pp 66-67.
7. Schwartz, Nelson D., “Still Perking After All These Years,” Fortune, May 24, 1999, pp 203-206.
8. Lee, Louise, “Now, Starbucks Uses its Bean,” BusinessWeek, February 14, 2000, pp.92-93. 

9. Gimein, Mark, “Starbucks’ Net Play,” Fortune (Asia), March 6, 2000, p.27. 

10. Vishwanath, Vijay and Harding, David, “The Starbucks Effect,” Harvard Business Review, March -April 2000, pp.17-18. 

11. Gimein, Mark, “Behind Starbucks’ New Venture: Beans, Beatniks, and Booze,” Fortune, May 15, 2000, p.80.

12. Pell, Dave, “Getting Clicks from Bricks,” Fortune Small Business, May-June 2000, p.136.

13. Gimein, Mark; “Starbucks' Net Play,” Fortune (Europe), June 3, 2000, p.27.

14. Fulford, Benjamin, “Smell the Beans,” Forbes, September 4, 2000, pp.56-57.

15. Armstrong, David, “Mixed Drinks,” Forbes, December 25, 2000, pp. 62-63.

16. “A LAN line,” The Economist, January 13, 2001, pp.59-60.

17. Fitch, Stephane, “Latte Grande, Extra Froth,” Forbes, March 19, 2001, p.58.

18. “Abuzz,” The Economist, May 19, 2001, pp.58-59.

19. “Coffee with your tea?” The Economist, October 6, 2001, p.62.

20. “Howard Schultz,” BusinessWeek, January 14, 2002, p.55.

21. Shook, David, “Chewing Over Starbucks and Krispy Kreme,” BusinessWeek Online, February 28, 2002.

22. Holmes, Stanley and Prasso, Sheridan, “Starbucks’ Card Smarts,” BusinessWeek, March 18, 2002, p.14.

23. Theodore, Sarah, “Expanding the Coffee Experience,” Beverage Industry, October 2002, p.56.

24. Holmes, Stanley; Bennett, Drake; Carlisle, Kate and Dawson, Chester, “Planet Starbucks,” BusinessWeek, September 9, 2002, pp. 100-106.

25. Homes, Stanley and Smith, Geri, “For Coffee Growers, Not Even a Whiff of Profits,” BusinessWeek, September 9, 2002, p.110.

26. Dawson, Chester and Prasso, Sheridan, “Starbucks’ Asian Tea Party,” BusinessWeek, September 23, 2002, p.14.

27. Daniels, Cora, “Mr. Coffee,” Fortune (Europe), April 14, 2003, pp. 75-76.
28. Adler, Carly, “Copied coffee?” Fortune, September 29, 2003, p.48.
29. Bonamici, Kate and Serwer, Andy, “Hot Starbucks To Go,” Fortune (Europe), January 26, 2004, pp.58-65.
30. “Latte developer,” The Economist, July 10, 2004, p. 58.
31. Roth, Daniel, “Seeing The World On Ten Coffees A Day,” Fortune, July 12, 2004, pp. 46-47.
32. Starbucks Annual Reports. 

33. www.hoovers.com
34. www.starbucks.com


















� EMBED Word.Picture.8  ���








� Christensen, Clayton M. and Raynor, Michael E.,  “The Innovator’s Solution: Creating and Sustaining Successful Growth”, Harvard Business School Press, September 2003.





� Womack P. and Jones, Daniel T., “Lean Thinking: Banish Waste and Create Wealth in Your Corporation,” Simon and Schuster, 1996.


� Slywotzsky, Adrian J., “Value Migration: How to Think Several Moves Ahead of the Competition,” Harvard Business School Press, 1995. 





� A system for deploying aircraft that enables a carrier to increase service options. It uses a strategically located airport (the hub) as a passenger exchange point for flights to and from outlying towns and cities (the spokes).


� Gawer, Annabelle and Cusumano, Michael A., “Platform Leadership: How Intel, Microsoft, and Cisco Drive Industry Innovation,” Harvard Business School Press, 2002.





� 	BusinessWeek Online, August 6, 2001.


� BusinessWeek Online, September 9, 2002.


� BusinessWeek, September 9, 2002.





_1148735706.doc
[image: image1.png]






_1148735981.doc
[image: image1.png]SELLCTED FINANCIAL DATA

I honsands, except eansings pes shar and stoe opraing
The Bllowing sclected fnancil data bave been derived from the consalidted £

e "Company”). The dats sct forch below shond be read in companction with “Manig
Financul Conditon and Resuk of Operations,

sninal report o Formn 10-K aa the Compay’s conselufated el atemerts and notes therete

il statcments of Stabucks Corporition
nenrs Discusion and Anahya of
the section "Certin Additioral [iske and Unccrtatied” in the Company's

Rl S sama s 2 s s
Sy T Sesm
ot et e Tz amea  Temow
Mttt el s o i - -
P e— - e z i -
Net i s oo s mas s oz s
N g e conmmen s~ it 0 Hrr N A N
ol kot e e N 5 N N
frr— S oames s s s s s
ol aaisamnm s
Lo b G o et S0 Py B
St ey Sumie s e s uwon s s
Pacenage dhans: i companale s a4
Uied S v 5 ” o
o ™ ' » e P
ol I o E ” P
St o diog e e
Coted S
[Ee—— s o o s »
e s ) ko =
e
[R—— o n B
et e By} By I
T [ET] Tae Toar e
S
Coted
[ m sam 200 s L
riin e Ton e
o
[r—— o s n s
et e s o 3 Y
T E T i Py








