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CHAPTER – VII

ARCHITECTING NEW BUSINESS MODELS

Introduction 
According to the famous management guru, Gary Hamel, (We mentioned briefly in Chapter I) the truly great innovations are built not around a product or a technology but a business concept.  A business model is simply a business concept that has been put into practice.  Business concept innovation is the capacity to imagine dramatically different business concepts or dramatically new ways of differentiating existing business concepts.  

Business model innovation starts from the premise that the only way to outsmart competition, is to build a business model very unlike what currently exists.  When it is most effective, business model innovation leaves competitors in a dilemma. If they embrace the new paradigm, they face the risk of cannibalizing their existing business model. Yet if they do not embrace the new model, they will find their competitive position getting rapidly weakened. Christensen refers to this phenomenon as the Innovator’s Dilemma. 

A business concept consists of four major components: 

· Core Strategy

· Strategic Resources

· Customer Interface

· Value Network.

A detailed analysis of each of these components will identify opportunities to innovate. We discussed these components in Chapter I.  We now examine how new business models evolve, the possible strategies for new entrants and the possible strategies for incumbent players. Again, the treatment is indicative rather than exhaustive. 

As a starting point in understanding how new business models can be constructed, the Deloitte consulting framework can be used.  According to this framework, new business models emerge by: 

· redefining customer segments, creating new segments or by targeting new segments.

· offering customers what they want, in some cases removing unnecessary features and cutting price and in other cases by offering new features.

· offering customers a new experience, for example through an innovative distribution channel.

· developing unique capabilities, structures, systems and processes to make the new offering possible.  These may include intellectual assets, brands, superior product development capabilities, distribution and manufacturing processes and strong vendor relationships.

The hubris of defenders

Established players cling to their existing business models and make several strategic blunders.

· They believe that a gradual process of technological improvement is good enough.

· They assume that there will be a warning sufficiently in advance, if they understand the present technology, customer needs and competition.

· They lull themselves into believing that they know what customers want.  But they underestimate the appeal of a new business model to these customers.

· They define the market wrongly.

· They think they have an excellent understanding of competitors.  But often, they watch the wrong competitors.

· They underestimate the reaction time involved.

Source:  Foster, Richard, “Innovation: The Attacker’s Advantage,” Summit Books, New York, 1986.

Evaluating a new business model
Before launching a new business model, its ability to deliver and capture value must be carefully assessed. There are various factors to consider in this context:

· the extent to which the business model can deliver benefits to customers efficiently.

· the extent to which the business model is unique;

· the degree of fit among the different elements of the business; 

· the extent to which the business model has the potential to be profitable.

· the extent to which the business model can be imitated by competitors 

The new business model must be unique. It should be internally consistent. All its parts must work together for the same end goal. Really slick business models lock competitors out by preempting the market and by locking in customers. Alternatively, the business model must help the company to stay ahead of competitors by increasing returns to scale, i.e., as volumes increase, cost must come down disproportionately. 

According to Hamel, a good business model must be able to generate strategic economies.  Strategic economies come in three varieties: scale, focus, and scope.

Scale: Scale can generate efficiencies in many ways: better plant utilization, greater purchasing power and the muscle to enforce industry wide price discipline.  Industry revolutionaries often consolidate fragmented industries to generate economies of scale.  

Focus: A company with a high degree of focus and specialization may reap economies compared with competitors, who have a more diffused business mission and a less coherent mix of services or products.  

Scope: A company that can leverage resources and management talent across a broad array of opportunities may have an efficiency advantage over firms that cannot.  Scope economies come from sharing resources such as: brands, facilities, best practices, scarce talent, IT infrastructure, and so on, across business units and geographic regions.

Strategic flexibility is also an important consideration while constructing a new business model. Flexibility is necessary to stay tuned to the market and avoid getting trapped in dead-end business models.  Strategic flexibility comes from portfolio breadth, operating agility, and a low breakeven point.

Portfolio Breadth: While focus is desirable, linking the fortunes of the company to the vagaries of a single market can be a high-risk gamble.

Operating Agility: A company that is able to refocus quickly its efforts, is better placed to respond to changes in demand and can thereby dampen profit swings.

Lower Breakeven point: A business model that carries a high breakeven point is inherently less flexible than one with a lower breakeven point.  Capital intensity, a heavy debt burden and high fixed costs tend to reduce the financial flexibility of a business model.

Adrian Slywotzsky uses the term business design in his book “Value Migration”.  For all practical purposes, Business Design is the same as Business Model, the term we use in this book.   According to Slywotzsky, business design evaluation requires answering the following questions:

· What are the assumptions on which the business design is built? Are those assumptions still valid? What might change them?

· What are the most important priorities of customers? How are they changing?

· What elements of the business design are matched to the customers’ most important priorities? How well are they served? What priorities are not well served?

· How does the business design compare with that of competitors? What differentiates it? Does the customer care about that differentiation?

· Are competitors’ business designs based on the same assumptions as the company’s?

· How internally consistent is the business design?  Are there elements that do not support the meeting of customer priorities?

· How cost effective is the business design?

· Can the business design capture value?  How sustainable and defensible is the value capture mechanism?

· How long will the business design be sustainable? What changes in customer priorities will require changes in it?

· What alternative designs are already being employed that meet the next cycle of customer priorities? 

Understanding substitution

Business Model Innovation is all about how one business model substitutes another.  The competition for an existing business model can come from seemingly nowhere. Established players must constantly evaluate competing business models and decide which ones really matter.  It is not enough to benchmark one’s strategy against those of similar firms.  Companies may be competing with rivals that have very different business models and which seem to be in other businesses.

Substitution is the process by which one product or service replaces another in performing a function or a group of functions for the buyer.  Understanding the process of substitution can help us understand how new business models emerge. The framework provided by Michael Porter is a useful way to understand this process.  

In a simple form of substitution, one product replaces another in performing the same function in the same value activity.  In a more complex form, the substitute can perform a different range of functions.  The range may be wider or narrower than the existing product.  Some substitutes may lower the usage rate of the product required to perform the function.  Others may come in the form of cycled, recycled or reconditioned products.  Finally, if an existing customer backward integrates, the market for the product can vanish overnight.

The threat of substitution is influenced by the following factors:

· the relative value/price of a substitute compared to an industry’s product.

· the switching costs involved

· the inclination of the buyer to switch.

A substitute may provide higher relative value by reducing the usage rate, lowering delivered and installed cost, reducing the financing cost, cutting the direct and indirect costs of use, improving buyer performance, providing greater user friendliness, etc.

Extending Porter’s framework, we can state that a firm coming up with a new business model must attempt to hasten the process of substitution in various ways.  It can target early switchers.  It can concentrate on the activities with the greatest value/price impact.  It can reduce switching costs.  It can invest in signaling, i.e., give customers a compelling logic to embrace the new offering.  It can selectively integrate forward to create a pull through demand.  

Sustainable competitive advantage usually comes from many sources.  So a business model innovation typically involves more than one innovation in the value chain.  A firm can look at different value chain activities to see the potential for reconfiguration.  The firm can also come up with a new business model by redefining the scope with respect to industry, vertical integration, geography and diversification.  Alternatively, the firm can   narrow the scope on one dimension while increasing the scope in another.  Thus, a firm can choose to operate in a narrow segment of the value chain but compete globally.

According to Slywotzsky, rather than defining competitors as those companies that do the same things the companies do, a company’s radar screen must define the competitive field of vision as those business designs that customers can choose from, in satisfying their priorities.

The new competitive business designs that trigger the migration of value are many and varied.  Sometimes they are new companies that satisfy a specific customer priority better than all incumbents. Other times, the new competitors are effective in reaching customers that are underserved by existing business designs.  In yet other cases, the new competitor may be a former supplier or a customer but is now participating in a different part of the value chain.   

To deal effectively with substitution, companies must keep asking some basic questions. 

· What are the customers’ most important priorities today? What will they be in future?

· How are changes in the customer base creating opportunities for new business designs?

· How did the last external shock alter the competitive field? Who is positioned to capitalize on the next one?

· Which minor competitors could become immediate threats when combined with another business design?

· Do any of the new business designs that have already forced their way into our market represent powerful new growth opportunities? Should we invest in them or copy them? What will happen if we decide not to?

Understanding sustainability

Sustainability, the key issue while architecting a new business model depends on two factors – the amount of advantage created by the business model and the ease of retaliation by competitors.  Advantage can result in many ways. Some business models have the superior ability to generate learning curve advantages and to lock in critical assets and resources.  Other business model innovators tailor their operations to meet the needs of finely targeted customer segments, leverage technology in ingenious ways and create distinctive corporate cultures that keep the machine fine-tuned all the time.  Incumbents may be handicapped, in their ability to deal with innovative business models because they may be afraid to disrupt the existing channels of distribution or to erode the existing brand.  The inability of incumbents to think beyond the current business norms gives the challenger, tremendous leverage.

The rise and fall of People Express

The story of People Express brings out the importance of sustainability while architecting a new   business model.  People Express was started by Donald Burr, who was earlier president of Texas International Airlines in Dallas. Burr was an entrepreneur who questioned the underlying assumptions that most managers took for granted.  He proposed an even more extreme version of Southwest’s no frills business model, which he would apply to the bustling East Coast, the most lucrative market in the nation. The new airline was called People Express.

Burr decided to focus on vacationers and price-sensitive business travelers, who looked at an airline trip as only a commodity, a way of getting from one place to another.  In setting airfares, Burr looked as closely at the cost of taking a bus or a train or driving as he did at fares of the other airlines.  

Burr believed there were no economies of scale in the airline business.  A small airline, if  properly designed, could have a lower cost position than the majors.  Employees were trained  cross functionally – to check baggage one day, to be flight attendant the next, thereby boosting productivity.  Tickets were paid for in-flight, eliminating expensive counter operations.  Since there was no first-class, more seats were available.  Tickets were not distributed through travel agents, cutting out expensive commissions.  No food was served on board.

By 1983, People Express had achieved an average load factor (the proportion of seats filled by paying customers) of 73.5 percent.  The load factors of major carriers ranged from 53 to 65 percent.  By 1985, People Express was one of the fastest growing companies in U.S. history, with revenues of $1 billion.  

But People Express made some strategic blunders.  The airline expanded much more rapidly than Southwest.  The dramatic growth  left the company with a computer system that was inadequate to handle the high traffic.  Flights were severely delayed.  The crowded terminals created huge hassles.  Customers wanted low prices, but they had a quality threshold.  

Blinded by his meteoric rise, however, Burr was convinced he could confront the majors on their own turf.  In the summer of 1984, he expanded into the primary markets of United and American, drawing the full wrath of the bigger competitors, who undercut People’s prices.  By the start of 1985, American Airlines developed a new schedule of low-priced fares.  American blitzed the public with ads saying its new fares were cheaper than People’s.  The strategy worked even though the lowest fares were available only to passengers who purchased tickets 30 days in advance. At the same time, American preserved its core market of business travelers who continued to pay full fare.

Burr hurt his own cost position by purchasing expensive Boeing planes without considering which routes would allow those investments to pay for themselves.  He also negotiated a leveraged buyout of Frontier Airlines, a very troubled carrier in Denver.  Later, Frontier went bankrupt.

Faced with competitive reality and burdened with debt, Burr realised it was becoming difficult to continue in the business. He merged his company with Texas Air. 

Retaliation is not easy when the business model is difficult to imitate. Hard-to-imitate business models often combine simultaneously, several advantages – unique value for a cleverly defined market segment, leveraging technology ingeniously and nurturing a distinctive corporate culture.  Wal-Mart for example has targeted customers in small towns.  It has mastered supply chain management and used information technology creatively.  The company’s unique and strong work culture, shaped by founder, Sam Walton, lives and breathes on cost cutting. 

By performing a range of value chain activities uniquely, sustainability increases.  For example, a superior product can also be backed by easier maintenance procedures.  A product innovation may be supported by an innovative advertising campaign to signal the value in the product. Wrapping the core product with information is another possibility.  Sustainability often implies investing in some value activities while cutting expenses associated with others that do not add value.  A point which Porter emphasizes is that if switching costs can be increased simultaneously while differentiating, the sustainability of the innovation will be higher.  

Understanding the potential for disruption

Existing business models get overtaken in many cases by new disruptive business models that change the rules of the game completely. Understanding the  process of disruption is important for both defenders and attackers. Farshad Rafi and Paul J Kampas
, have provided a useful framework for understanding the impact of disruptive technologies.  But the framework appears to be equally valid for disruptive business models.  A disruptive business model typically emerges in the following stages.

· The new entrant gets into an untapped or unserved market.

· If successful in the earlier phase, the business model is applied to a major market.

· The new entrant tries to attract customers by offering acceptable value at a much lower price.

· Customers start switching to the new business model.

· The established player’s business model gets eroded significantly or in a minor way, depending on the power of the new business model.

Rafi and Kampas ask the established players to address the following questions at each stage of the disruption cycle to assess the impact of the new business model.

· Foothold market entry – Can the insurgent gain a foothold?

· Main market entry – Does the insurgent face high barriers in the main market?

· Customer attraction – How much value can the insurgent offer relative to the incumbent?

· Customer switching – How easily can customers switch from the incumbent to the insurgent?

· Incumbent retaliation – Does the incumbent have high barriers to retaliating against the insurgent?

· Incumbent displacement – Does the innovation expand the market or displace the incumbent?

Managers must ask a series of questions to understand the potential to disrupt.  Are there a large number of people who do not have the money or skill to fulfill a certain need? Do customers find it difficult or inconvenient to get their job done?  Are there customers who will be happy with a cheaper, simpler product?  Is it possible to create a business model with a low break even point so that even if prices and volumes are low, profits can still be made?  Will the innovation create a dilemma for the established players, i.e., will they find it difficult to react, as they are afraid of disturbing the status quo in favour of something whose success is still in considerable doubt?

Managing the Business Model lifecycle 

According to Adrian Slywotzky, companies have to manage skillfully the process of value migration, if they want to be good at business model innovation.  

Companies must first construct a business design that will create and capture value. They must maximize the ability of that design to perform during the initial phase, adjust investment intensity as the design moves to the next phase and optimize the profitability and sustainability during the stability phase. Companies must identify the requirements of the next generation design before competitors do and manage creatively the transition to the new business design as value begins to flow out of the obsolete one.

Slywotzsky recommends various steps to enable companies to manage the business model lifecycle.

Bring the customer directly into the design process. The customer can be a great source of value in the initial development of the business design.  Conventional market research and focus groups are standard vehicles for testing the viability of a new business concept.  But only by investigating decision-making processes and changing priorities can we gain a complete strategic understanding of the customer.  The process is uncomfortable and ego-bruising.

Use models and precedents from other industries. Designing a new business model is both a rigorous and creative process.  Companies can save significant time and other resources by borrowing elements from companies within and outside their industry.  A business design’s economic power depends on how it functions as a total system.  Familiar, borrowed, or seemingly unremarkable business design elements can generate tremendous value when combined in an original way.

Capture Value: A critical element in most business designs is value capture.  It is the mechanism that allows the provider to create utility while making a profit.  This issue has become especially important because traditional value capture mechanisms are losing their effectiveness as the bargaining power of customers increases.

Acquire the relevant new core competencies. The art of business design is more than building on existing core competencies.  When developing fundamental assumptions and bringing the customers into the business design process, a company may learn that its core competencies are simply not valued by the customer. 

Protect the new business design from the traditional organization. Many successful organizations are averse to new business designs that look different, reflect different norms and values, and succeed in different ways.  If a new business design is imposed on the existing structure, it will be throttled by the old ways of doing business and get crushed. 

We now examine some of the tools and techniques at a firm’s disposal to construct new business models. The treatment is neither exhaustive nor prescriptive.  What we intend to do is to provide clues about how opportunities to innovate can be exploited systematically, instead of leaving them to chance. 

How companies architect new business models

Paychex: Business model innovation by targeting an untapped  segment 
Paychex, a payroll outsourcing services company has succeeded by targeting a segment considered unattractive by other players in the industry.  Set up in 1970, Paychex decided to concentrate on small businesses.  Paychex slashed payroll service costs by creating highly standardized services.  Traditionally, payroll outsourcing had made sense only to large corporations.  But Paychex challenged conventional wisdom.  It realised that there was a segment, totally ignored by the then leading player, Automated Data Processing (ADP).  Not only did Paychex reduce payroll service costs but it also started offering customized solutions for small businesses.  Paychex also used information technology to integrate with customers’ systems. By being the first mover in a largely ignored segment, Paychex created a new, profitable, sustainable business model.  Paychex succeeded by identifying a new segment, reengineering its processes, and reconfiguring the existing service to meet customer needs efficiently and effectively.

Columbia Sportswear: Business model innovation by understanding customer priorities
Founded in 1938, Columbia sportswear has transformed itself from a regional distributor of hats into one of the largest distributors of clothes and shoes for outdoor activities such as finishing, hiking, hunting and golf. In the early 1990s, the outdoor gear industry was dominated by brands that served a niche market consisting of hardcore outdoors enthusiasts. The mass-market outdoors clothing industry on the other hand was dominated by companies that offered low prices, with little branding.  Columbia created a mass-market segment for branded outdoor wear at affordable prices.  Columbia succeeded by understanding and serving customer needs in a way, which rivals could not think of.

Harley-Davidson: Business model innovation by redefining the product

About 20 years back, Harley-Davidson (Harley), the famous US motor cycle manufacturer, looked in danger of getting wiped out by Japanese rivals, who grabbed market share through a combination of technology, operational efficiency, lower prices and heavy advertising.  Harley realised the need for redefining its business.  It broadened its market segment to target not only its core bike loving customers but also leisure and weekend riders.  Harley also positioned its product as a lifestyle offering.  The new positioning was driven by the sound, look and feel of the bikes as well as accessories like clothing.  Harley strengthened its relationship with dealers by co-sponsoring community events.  It created the Harley Davidson Owners Group.  Harley leveraged its strong brand image by selling non-motorcycle products.  By changing the value proposition from technology and performance to lifestyle, Harley successfully architected a new business model.

Air Products: Business model innovation in a commodity industry

The success of Air Products illustrates how innovative business models can rewrite the rules of the game even in traditional industries, where there does not seem to be much scope to innovate.  Leonard Pool, who established Air Products decided to produce industrial gases, not in large centralized plants, as was the then practice.  He set up small plants close to the sites of steel mills, who were his main customers. As these plants did not enjoy economies of scale, manufacturing costs were higher.  But Pool more than made up for this cost disadvantage through savings in transportation costs.  Moreover, he succeeded in getting long-term supply contracts from his customers.  Pool also built an additional capacity of 20% in his plants to serve smaller customers in each region. In short, Air Products succeeded by challenging conventional wisdom, industry norms and by looking at new ways of serving customers.
Architecting business models by identifying new customer segments

Companies can be creative in the way they identify their target segment.  According to Markides, companies should ask the question, “What customer need is our product satisfying?” and then try to think of customers they are not serving now, who have similar needs. Sometimes, competitors may have identified the needs of a segment but may not have responded, say because the segment is too small.  Sometimes, customer needs may remain same but priorities may change, say from functionality to style.  In other cases, existing segments may be recombined to create a new need and grow the segment.  Identifying new customer segments involves a deep understanding of one’s own assets and competencies.  As Markides puts it, “At the end of the day, a good customer is one that values what your company can uniquely provide.  If the customer values what you have to offer, and if no other competitor can offer that customer such a  good deal, that customer will be loyal, willing to pay a premium, willing to pay on time, and so on.  The key is to find customers whose needs fit the company’s unique capabilities.” Thus Canon targeted a new customer segment,  USA Today creatively segmented the existing markets and  Wal-Mart and Southwest targeted segments that other players were ignoring.   

According to Rosenblum, Tomlinson and Scott
, to cater to seemingly unattractive segments, companies need to make various adjustments to their business models.  Often, the trick is to cut costs by offering a simplified offering by stripping out unwanted features.  Many business model innovators keep marketing expenses under control.  Companies like Wal-Mart, Paychex and our own HDFC depend a lot on word-of-mouth publicity which is far more cost effective than mass media advertising.    

The business model innovators also use technology judiciously.  They may use software to collect more customer data that facilitate better market segmentation.  Similarly, they may use the Internet to deliver value more efficiently. But Business Model innovators do not invest in technology just for the sake of investment.  They decide on a level of sophistication that will enable them to serve customers efficiently.  Business Model innovators also have realistic financial targets and are prepared to nurture and develop their markets till they become profitable.  According to Rosenblum, Tomlinson and Scott, often, the trick is to organize the business as a portfolio of business models, each focused on a distinct segment and each with its own processes and systems.  While this may undermine economies of scale to some extent, it is needed to provide the right level of customer satisfaction. 

Wrong segmentation of the market is often the main cause of the decline of successful companies.  The mistake which companies make is to segment markets based on product attributes.  Instead, as Christensen and Raynor put it, they must ask the question: “What is the job the customer is trying to get done?” Then they must define the market segments, based on the circumstances in which customers find themselves.  Having a good idea of what job, the product will be used to do, is the starting point of innovation. An important point which Christensen and Raynor make is that what people want to accomplish does not change much with time.  If a job has been unimportant till yesterday, it is unlikely to become important overnight.  New jobs do not emerge just because a product is available.  A new product only helps to get the existing job done more efficiently.

Companies should look for customers who find the current products to be too sophisticated or expensive.  They may be looking for something which is simpler and cheaper.  Similarly, there could be people who are trying to get a job done but a solution may not be currently available.  If such people are targeted, one can get a foothold.  Then, the trick is to stay connected with the customer, obtain feedback, improve the product performance and gain acceptance in the mainstream market.

In general, it makes sense to target people who are looking for a product which is currently not available.  These people can be more easily satisfied, compared to those who are happy with the current offering and are likely to find fault with the new product.  The segment should look unattractive to the current market leaders.  Only then can a company have customers all to itself, protected from the advances of competitors.  Unfortunately, managers in successful companies tend to focus more on existing customers who have become accustomed to the product they are currently using.

Architecting new business models by moving downstream

According to Richard Wise and Peter Baumgartner
, economic value has moved downstream in many industries, from manufacturing to the services required to operate and maintain products. In such industries, the potential to capture value lies in downstream activities.

In many manufacturing oriented industries, revenues from downstream activities are several times those of the underlying product sales. Not only do such activities offer large, new sources of revenue but they also provide higher margins. Downstream activities are typically less asset intensive. So they create greater financial flexibility.  They also tend to provide steady revenue streams.  

Manufacturers with their intimate knowledge of their products and markets, are often well positioned to perform many downstream activities, from providing financing and maintenance to supplying spare parts and consumables. But often, they do not take these activities seriously. To capture downstream value, manufacturers need to expand their definition of the value chain. They must examine all the activities the customer performs in using and maintaining a product through its life cycle, from sale to disposal. The scope of downstream opportunities is often much broader than providing financing, replacement parts and after sales service.  

Distribution is increasingly, the most profitable activity in many industries. Successful manufacturers should identify and exploit new channels, and be willing to risk channel conflict, if necessary. Publishers for example can make use of book clubs and the Internet to sell directly and more profitably to customers, by avoiding the hefty commissions that distributors collect.  Another industry where value has moved towards retailers is apparel.  In this industry, the quality of clothing has improved significantly in the last two decades so that the value proposition has shifted from the product itself to the ease of purchase.  Not surprisingly, much of the value has moved to the channels.  When one buys a garment at Kid’s Kemp in Bangalore, one is not really concerned with who has manufactured it.  What is happening in the apparel industry is also happening in case of groceries.  It is quite conceivable that if leading retailing chains like Food world start offering items like butter and pre-cooked foods (They are already offering basic staples like rice, wheat, pulses and spices under their own name), in their own name, they may give brands like Annapurna and Amul a run for their money.  Here, a point which Christensen and Raynor make is that the power of brands must not be overestimated: “When customers aren’t yet certain whether a product’s performance will be satisfactory, a well-crafted brand can step in to close some of the gap between what customers need and what they fear they might get if they buy the product from a supplier of unknown reputation.  However, the ability of brands to command premium prices tends to atrophy when the performance of a class of products from multiple suppliers is manifestly more than adequate.” Under such circumstances, brand power may have to be backed by control over the distribution network to ensure that customers do not switch to a rival product.

Redefining the value chain also means redefining the way profit is measured.  The product’s profit margin can no longer be the primary yardstick. After all, a product’s profitability does not determine the profitability of the services associated with maintaining and operating it.

Successful downstream business models tend to take one of four basic forms.

Embedded Services.  New digital technologies often allow traditional downstream services to be, in effect, built into a product.  By freeing the customer of the need to perform those services, the newly configured “smart” product can save considerable labor costs. The customer is usually willing to share the cost savings with the manufacturer. 

Comprehensive Services: There are many downstream services that cannot be built into products. Manufacturers must seriously examine the possibility of providing such services.  IBM’s strong comeback since the late 1990s under the leadership of Lou Gerstner was driven by services. One of the important reasons for GE’s resurgence under Jack Welch was the greater emphasis on services. The conglomerate’s financing arm, GE Capital, often works in tandem with GE’s product businesses.  In the locomotive market, for instance, GE Locomotive and GE Capital handle many aspects of locomotive ownership and operations besides financing.  GE has not only captured more value but also gained insight into customer needs, enabling the company to further refine its products and services.  

Integrated Solutions: Another possibility is to combine products and services into a seamless offering that addresses a pressing customer need.  The Finnish company Nokia has used this model to great effect.  Nokia has looked beyond its traditional products and addressed many of the equipment and service needs of the cellular carriers that are its customers. 

Distribution Control: Moving forward in the value chain to gain control over lucrative distribution activities often makes sense. Coca Cola is a good example. Under the leadership of Roberto Goizueta, Coca Cola moved downstream to consolidate its independent bottlers into a large, tightly integrated distribution network.  Coke bought controlling positions in the majority of its independent bottlers and amalgamated many of them into a separate, Coke-controlled entity called Coca-Cola Enterprises.  It rationalized bottling plants and distribution networks and invested in plant upgrades.  Channel control enabled Coke to grab shelf space and halt price erosion in the high-volume, low-profit supermarket segment. This was facilitated by regional coordination of deliveries and services, consistent pricing and nationwide account management.

If the ability to differentiate the products is declining, or if the customers are gaining power through consolidation, a downstream move may provide the only way to escape a profit squeeze in the manufacturing business.  IBM’s move into services was driven by the increasing commoditisation of the PC assembly business.  Dell’s direct selling approach can also be seen in this context.

But downstream moves should not be made in reckless fashion.  The attractiveness of the downstream market must be carefully assessed.  In case of equipment for example, companies should look at such indicators as the ratio of installed units to annual new-unit sales, the customer’s usage costs over the product life cycle relative to the product’s price, and the profitability of downstream activities relative to that of the core product.  Taken together, these measures will provide an estimate of the size of the downstream profit opportunity.

Even if the prospects are bright, actually making a move downstream will often not be easy.  It involves acquiring new skills and new people. Coca Cola had to learn how to run a distribution business. Nokia had to develop new skills in software development.  GE had to learn how to manage relationships with customers.  IBM’s move into services also marked a major paradigm shift. 

When a company makes a downstream move, new metrics will have to be devised to measure performance.  The old metrics-market share, cycle time, and quality levels-tend to focus solely on the product.  Managing downstream businesses requires looking at new variables such as profit per installed unit, share of customer’s total downstream-activity spending, and total customer return over the product life cycle.

Architecting new business models through strategic outsourcing

Many of today’s successful companies have grown through extensive outsourcing.  Examples include Nike, Reebok and Dell.  For these hollow corporations, the brand is often the most valuable asset.  By focusing on their core activity, these companies have been highly successful.  Their philosophy is to add value by occupying a small portion of the value chain they understand best and by letting partners handle other activities. But it is wrong to argue that outsourcing is a panacea for all problems.  Christensen
 has offered an excellent framework to resolve this dilemma. When product performance is unsatisfactory and can be improved, better products can often be made through proprietary, vertically integrated business models, using parts manufactured in-house.  If the basis for competition is making better products, there is a big advantage in being integrated.  When information is not easily available, an integrated business model makes sense. Outsourcing is effective when the company knows what to specify, can measure it, and there are no unpredictable interdependencies between what the supplier does and what the company must do in response.  When the product performance has improved to the point, where it is good enough for most customers and the expertise needed to make that product has diffused sufficiently, outsourcing becomes imperative.  Where standard components assembled in standard ways can yield acceptable performance, outsourcing makes sense.  

Architecting new business models using technology 

Technological change can have a disruptive impact and consequently affect a firm’s competitive position. A new technology can facilitate both cost leadership and differentiation.  In extreme cases, a new technology can overnight change the structure of an industry. Indeed, the power of technology is often underestimated or misunderstood.

Technological evolution in an industry is influenced by factors like minimum size requirements, learning curve effects, emergence of standards, diffusion of new knowledge and limits to the improvement of an existing technology.  Innovation is driven by the incentives created by the existing industry structure and in some cases, by the desire to shape the industry structure. In general, product innovation precedes process innovation. But the pattern of evolution of technology may vary from industry to industry.  In commodity type industries, a dominant design may not evolve and process innovations may be more important. On the other hand, in some industries, automated mass production is inherently difficult.  So, the business model must be able to offer customized products, making process innovations less important.

Any firm performs a bundle of value adding activities. Technology is involved in the performance of virtually all these activities, even though managers often do not realise it.  Porter makes this point in his book “Competitive Advantage.” A firm must take a broader view while analyzing its technology strategy. Technology is associated with transportation, materials handling, communications and office automation. The interdependencies among different technologies must be fully appreciated.

Disruptive technologies often spur business model innovations, typically a newcomer successfully challenging the established players.  According to Porter
, “technological discontinuity tends to nullify many first mover advantages and mobility barriers built on the old technology.  Discontinuity often demands wholesale changes in the value chain rather than changes in one activity.  Hence a period of technological discontinuity makes market positions more fluid, and is a time during which market shares can fluctuate greatly.” Porter’s observation that disruptive technologies are likely to be pioneered by newcomers rather than established players has been corroborated by the work of people like Richard Foster of McKinsey and Clayton Christensen of Harvard Business School. 

Foster
 has provided an excellent framework to understand and anticipate technological discontinuities. By viewing technology in broad enough terms, as the way a company does or attempts a task, the framework can be used to anticipate business model innovations.  Foster uses the S Curve to put forward his point.  For most people, the S Curve shows the progress of a technology over time. Foster’s S Curve shows the relationship between the effort that goes into improving a product or process and the performance. In the initial stages of the business model lifecycle, the progress is slow and the curve is flat.  Later, the S Curve becomes steep and performance increases by leaps and bounds.  Finally, the S Curve tapers off as the limits of the existing business model are reached.  As Foster puts it, “Management’s ability to recognize limits is crucial to determining whether they succeed or fail, because limits are the best clue they have for recognizing when they will need to develop a new technology.” Most companies are aware of limits.  But the successful ones actually act on them, in time.

Figure I

S- Curve

Source: Foster, Richard, “Innovation: The Attacker’s Advantage,” Summit Books, New York, 1986.

When limits are reached, money spent on improving the existing business model simply goes down the drain.  It is then that a challenger appears from seemingly nowhere with an alternative business model that redefines the rules of the game.  The leader ignores the challenger as the existing business model has been delivering results for a long time. By the time, the leader reacts, it is often too late. So, the key to business model innovation for established players is to understand the S Curve, and anticipate the limits.  Many new technology initiatives focus on efficiency. While efficiency has much to do with the position on the S Curve, effectiveness is all about deciding which S Curve to ride.  Disruptive business models create new S Curves. In the initial stages of a new technology, efficiencies tend to be low.  Established companies, used to the conventional methods of financial appraisal, have a natural tendency to ignore them as they have no practical way of taking into account the opportunity cost of not pursuing a new technology.

An important point which Foster makes is that the defender and the challenger view productivity from different angles.  For the challenger, productivity is the improvement in performance in relation to the effort put in.  Since the effort put in by the challenger in terms of money is often small, the productivity is typically high.  On the other hand, due to the slow market acceptance for the product,  the defender thinks the performance of the new product is highly unsatisfactory.  Under these circumstances, it becomes very difficult for established companies to give up a tried-and-trusted model and go after a new one whose returns are by no means guaranteed and whose risks seem to be high.

A good example of technology reaching limits is the Pthalic anhydride (PA) industry.  PA, an important chemical, was earlier manufactured from naphthalene. A manufacturer could produce only 1.2 pounds of PA from a pound of naphthalene but as much as 1.4 pounds from a pound of orthoxylene, using an alternative process. But PA manufacturers used naphthalene till the early 1960s as orthoxylene prices were much higher.  Then due to advances in oil refining, orthoxylene availability increased, leading to a fall in prices.  The leader in naphthalene technology, Allied chemical, stuck to the old technology. But Monsanto licensed the orthoxylene technology from the German company, BASF, which strangely enough did not understand the full potential of its own technology.  According to Foster, scientists working on the old technology spent 100 man-years in trying to make improvements, between 1940 and 1958.  But the 70 man-years of effort between 1958 and 1972 led to only a marginal improvement in performance.  Had this effort gone into orthoxylene technology, the results would have been really dramatic.  As the new technology rapidly gained in popularity, PA producers using naphthalene as input, found themselves at a severe disadvantage.

Concluding Notes 

Business model innovation must be approached systematically.  Deloitte Consulting has listed the steps involved in architecting new business models. This framework is a good way of ending this chapter.

· Identify opportunities for the emergence of new business models and map the opportunities with the internal capabilities of the company.

· What is the current context?

· Where are the major trends?

· What are the customer segments that are considered undesirable?

· What are the core needs of currently attractive customers?

· Challenge conventional wisdom and existing norms.

· Why are some segments considered undesirable? How can these segments be made more attractive?

· Can a new customer segment be created or can an existing segment be redefined?

· How can the value experience be delivered more efficiently to generate competitive advantage? What are the disadvantages competitors have in responding to the opportunity identified?

· Redefine the design of the new business model and plan the rollout.  A road map must be developed.  Major tasks, milestones, key success factors and the risks involved must be carefully evaluated.  Risks may include technology immaturity, organizational resistance, and possible disruption of existing business operations.

While there is no ready recipe available, developing a new business model requires a systematic approach that must redefine industry norms and identify underserved customer segments.  It involves taking calculated risks and becoming disciplined about what to do and what not to do.  But the remarkable success of companies like Wal-Mart, Southwest, and Dell indicates that these risks are worth taking. 
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Case Illustration 7.1 - Wal-Mart

“The world has never known a company with such ambition, capability and momentum”.

Introduction

In 2003, Wal-Mart, the largest retail chain in the world was also the world’s largest company with a turnover of $245 billion. Each year, roughly 80% of American households made at least one purchase at Wal-Mart.  Starting off in a small way, under the leadership of the legendary Sam Walton, Wal-Mart had emerged as a global player with operations in North America, Asia, Europe and South America. Wal-Mart symbolised operational excellence and cost leadership. According to rough estimates, Wal-Mart had saved an estimated $20 billion of costs for US customers in 2002 alone
.  Some economists even argued that the ‘Wal-Mart effect’ had reduced inflation and improved productivity in the US economy year after year!  

About Wal-Mart’s Business Model

The Wal-Mart formula emphasized selling good quality branded, modestly priced merchandise in a clean, no frills setting that offered one-stop family shopping. Rather than enticing shoppers with various discounts and schemes, Wal-Mart believed in an every day low price philosophy. This pricing stability cut advertising costs and contributed to the kind of lean overhead that lent itself to competitive prices. It also created an image of dependability and fair play in the minds of customers.

Wal-Mart had also leveraged its business model to extend its market leadership to new categories.  Wal-Mart entered the food business only in the mid-1990s.  But by 2001, by extending its tried and trusted business practices, it had become the largest grocery retailer in the US.  A survey conducted by UBS in early 2002 found that prices of grocery items at rival stores were as much as 27-39% higher than at Wal-Mart.  In 2002, the retailer had an estimated market share of 32% in disposable diapers, 30% in hair care, 26% in toothpaste, 20% in pet food, 13% in home textiles, 15% in CDs, Videos and DVDs and 15% in magazines.  Wal-Mart was also emerging as a major force in books. 

The success of Wal-Mart’s business model was reflected in the company’s operational and financial performance. In 1955, when Fortune began to publish its list of top 500 companies, Wal-Mart did not even exist.  By 2002, it had moved to the top of the list.  From May 1997 to May 2002, the stock jumped roughly 400%. Wal-Mart had close to 1.2 million employees. In mid-2003, it had about 4750
 stores worldwide.   During the period 1992-2002, Wal-Mart’s sales grew at a rate of 17%. Wal-Mart’s satellite network did more broadcasting than any other network
. Wal-Mart had the world’s second most powerful computer in the world after the Pentagon.

	Sam Walton's Rules For Building A Business
People often ask, "What is Wal-Mart's secret to success?"

In response to this ever-present question, in his 1992 book Made in America, Sam Walton compiled a list of ten key factors that unlock the mystery.

These factors are known as "Sam's Rules for Building a Business."

Rule1 
Commit to your business. Believe in it more than anybody else. I think I overcame every single one of my personal shortcomings by the sheer passion I brought to my work. I don't know if you're born with this kind of passion, or if you can learn it. But I do know you need it. If you love your work, you'll be out there every day trying to do it the best you possibly can, and pretty soon everybody around will catch the passion from you - like a fever. 

Rule 2

Share your profits with all your Associates, and treat them as partners. In turn, they will treat you as a partner, and together you will all perform beyond your wildest expectations. Remain a corporation and retain control if you like, but behave as a servant leader in a partnership. Encourage your Associates to hold a stake in the company. Offer discounted stock, and grant them stock for their retirement. It's the single best thing we ever did. 

Rule 3
Motivate your partners. Money and ownership alone aren't enough. Constantly, day-by-day, think of new and more interesting ways to motivate and challenge your partners. Set high goals, encourage competition, and then keep score. Make bets with outrageous payoffs. If things get stale, cross-pollinate; have managers switch jobs with one another to stay challenged. Keep everybody guessing as to what your next trick is going to be. Don't become too predictable. 

Rule 4

Communicate everything you possibly can to your partners. The more they know, the more they'll understand. The more they understand, the more they'll care. Once they care, there's no stopping them. If you don't trust your Associates to know what's going on, they'll know you don't really consider them partners. Information is power, and the gain you get from empowering your Associates more than offsets the risk of informing your competitors. 

Rule 5

Appreciate everything your Associates do for the business. A paycheck and a stock option will buy one kind of loyalty. But all of us like to be told how much somebody appreciates what we do for them. We like to hear it often, and especially when we have done something we're really proud of. Nothing else can quite substitute for a few well-chosen, well-timed, sincere words of praise. They're absolutely free - and worth a fortune. 

Rule 6

Celebrate your successes. Find some humor in your failures. Don't take yourself so seriously. Loosen up, and everybody around you will loosen up. Have fun. Show enthusiasm - always. When all else fails, put on a costume and sing a silly song. Then make everybody else sing with you. Don't do a hula on Wall Street. It's been done. Think up your own stunt. All of this is more important, and more fun, than you think, and it really fools the competition. "Why should we take those cornballs at Wal-Mart seriously?" 

Rule 7

Listen to everyone in your company. And figure out ways to get them talking. The folks on the front lines - the ones who actually talk to the customer - are the only ones who really know what's going on out there. You'd better find out what they know. This really is what total quality is all about. To push responsibility down in your organization, and to force good ideas to bubble up within it, you must listen to what your Associates are trying to tell you. 

Rule 8

Exceed your customers' expectations. If you do, they'll come back over and over. Give them what they want - and a little more. Let them know you appreciate them. Make good on all your mistakes, and don't make excuses - apologize. Stand behind everything you do. The two most important words I ever wrote were on that first Wal-Mart sign, "Satisfaction Guaranteed." They're still up there, and they have made all the difference. 

Rule 9

Control your expenses better than your competition. This is where you can always find the competitive advantage. For 25 years running - long before Wal-Mart was known as the nation's largest retailer - we ranked No. 1 in our industry for the lowest ratio of expenses to sales. You can make a lot of different mistakes and still recover if you run an efficient operation. Or you can be brilliant and still go out of business if you're too inefficient. 

Rule 10

Swim upstream. Go the other way. Ignore the conventional wisdom. If everybody else is doing it one way, there's a good chance you can find your niche by going in exactly the opposite direction. But be prepared for a lot of folks to wave you down and tell you you're headed the wrong way. I guess in all my years, what I heard more often than anything was: a town of less than 50,000 population cannot support a discount store for very long. 



	


Source: www. walmart.com
Background Note

Sam Walton, a small town merchant, was convinced that customers would flock to discount stores which offered a wide array of low priced merchandise backed by friendly service. He set up the first Wal-Mart store in 1962. Growth was slow at first, but later picked up.  Wal-Mart went public in 1970, having grown to 18 stores and sales of $44 million.  Wal-Mart continued to open stores in small and mid-size towns in the 1970s. By  1980, Wal-Mart's 276 stores were generating sales of $1.2 billion. 

Walton recalled
, “Our growth strategy was born out of necessity, but at least we recognized it as a strategy pretty early on.  We figured we had to build our stores so that our distribution centers, or warehouses, could take care of them, but also so those stores could be controlled.  We wanted them within reach of our district managers, and of ourselves here in Bentonville, so we could get out there and look after them. Each store had to be within a day’s drive of a distribution center.  So we could go as far as we could from a warehouse and put in a store.  Then we would fill in the map of that territory, state by state, county seat by county seat, until we had saturated that market area.” 

Encouraged by its early success, Wal-Mart decided to introduce new retail formats. In 1983, Wal-Mart established Sam's Wholesale Club, a cash-and-carry, membership-only warehouse format. Wal-Mart started Hypermart USA in 1987, originally as a joint venture with Dallas-based supermarket chain Cullum Companies (which later became Randall's Food Markets). The Hypermarket, a huge 200,000-sq.-ft. discount store and supermarket hybrid, later came to be known as Wal-Mart Supercenter. Wal-Mart bought out Cullum in 1989 and wholesale distributor McLane Company in 1990. 

In the 1990s, Wal-Mart began to look at overseas markets. In 1992, Wal-Mart moved into Mexico, establishing Sam’s clubs through a joint venture with Cifra (In 2000, it was renamed Wal-Mart deMexico), the country's largest retailer. Wal-Mart also acquired 122 former Woolco stores in Canada in 1994 and the German Hypermarket chain Wertkauf in 1995.  Later, Wal-Mart entered Britain, acquiring the British retailer, ASDA  (in July 1999).  Wal-Mart also established a presence in Korea and China.  But in Indonesia and Japan
, Wal-Mart’s operations found it difficult to take off.

As online retailing gained in popularity, Wal-Mart began to look seriously at e-business. In July 1996, Wal-Mart established two online shopping sites, Wal-Mart online and Sam’s club online. Wal-Mart offered a mix of best selling products from its physical stores and also new items exclusively meant for Internet shoppers. 

In the mid-1990s, Wal-Mart went through a rough patch.  The business slumped while the stock price fell below $10 a share.  In the last quarter of 1995, Wal-Mart’s Earnings Per Share declined, marking the worst point in the company’s history.  A number of factors contributed to  this state of affairs.  The company had taken up too many activities simultaneously – supercentres, warehouse clubs, major acquisitions in Canada and expansion of operations in Mexico.  Responding to the situation, Wal-Mart introduced major management changes at the senior level.  Inventory management was streamlined and employees were asked to make better use of information technology.  Buyers were made more accountable.  During the period 1996-99, performance improved significantly as sales rose by 78% but inventory climbed by only 24%.  

In 2000, H Lee Scott took over as Wal-Mart’s new CEO.  During the year, the company was voted as the leading corporate citizen in the US based on a national survey on philanthropy and corporate citizenship conducted by Cone/Roper.  A year later, Fortune named Wal-Mart the third most admired company in the US. On the day after Thanksgiving in 2001, Wal-Mart achieved the biggest ever one-day sales of $1.25 billion in history.  

In the early 2000s, as many reputed companies in the US struggled, Wal-Mart moved to the top of the Fortune 500 list.  At a time when other retailers were cutting back, Scott announced a capital spending of $10 billion in 2002, up $1 billion from 2001.  The retailer dominated several categories. 

Despite its huge size, Wal-Mart also remained confident about maintaining double-digit growth.  As the company’s 2003 annual report mentioned, “Our growth comes from thinking like a small company, not like a large one… In the end, Wal-Mart will continue to grow by responding to customers on a store-by-store basis, stocking the merchandise they want and providing unmatched value. And that’s what comes from forgetting about big numbers and thinking small.”

Pricing Philosophy

Sam Walton always knew he wanted to be in the retailing business. He started his career by running a Ben Franklin franchise store and learned about buying, pricing and passing good deals on to customers. 

He credited a manufacturer's agent from New York, Harry Weiner, with his first real lesson about pricing: 

"Harry was selling ladies' panties for $2 a dozen. We'd been buying similar panties from Ben Franklin for $2.50 a dozen and selling them at three pair for $1. Well, at Harry's price of $2, we could put them out at four for $1 and make a great promotion for our store. 

"Here's the simple lesson we learned ... say I bought an item for 80 cents. I found that by pricing it at $1.00, I could sell three times more of it than by pricing it at $1.20. I might make only half the profit per item, but because I was selling three times as many, the overall profit was much greater. Simple enough. But this is really the essence of discounting: by cutting your price, you can boost your sales to a point where you earn far more at the cheaper retail than you would have by selling the item at the higher price. In retailer language, you can lower your markup but earn more because of the increased volume." 

Sam's adherence to this pricing philosophy was unshakable, as one of Wal-Mart's first store managers recalled: 

"Sam wouldn't let us hedge on a price at all. Say the list price was $1.98, but we had paid only 50 cents. Initially, I would say, 'Well, it's originally $1.98, so why don't we sell it for $1.25?' And, he'd say, 'No. We paid 50 cents for it. Mark it up 30 percent, and that's it. No matter what you pay for it, if we get a great deal, pass it on to the customer.' And of course that's what we did." 

And that's what we continue to do - work diligently to find great deals to pass on to our customers. Thanks to the legacy of Sam Walton, Wal-Mart is a store you can count on every day to bring you value for your dollar. And that's why at Wal-Mart, you never have to wait for a sale to get your money's worth! 

Here are three of our pricing philosophies we follow at Wal-Mart: 

Every Day Low Price (EDLP)

Because you work hard for every dollar, you deserve the lowest price we can offer every time you make a purchase. You deserve our Every Day Low Price. It's not a sale; it's a great price you can count on every day to make your dollar go further at Wal-Mart. 

Rollback
This is our ongoing commitment to pass even more savings on to you by lowering our Every Day Low Prices whenever we can. When our costs get rolled back, it allows us to lower our prices for you. Just look for the Rollback smiley face throughout the store. You'll smile too. 

Special Buy

When you see items with the Special Buy logo, you'll know you're getting an exceptional value. It may be an item we carry every day that includes an additional amount of the same product or another product for a limited time. Or, it could be an item we carry while supplies last, at a very special price.
Source: www. walmart.com
Store Format

In March 2004, Wal-Mart operated 3938 Discount stores, 3199 Supercenters, 1156 SAM’s clubs and 164 Neighborhood markets.

Discount Stores 

Wal-Mart’s traditional discount store was on an average about 94,000 square feet (but ranging from 40,000 square feet to 125,000 square feet) located located normally in small towns or in the suburbs, with plenty of parking space.  It was typically organized into 36 departments stocked with a wide variety of merchandise for the home and business, as well as with family apparel and footwear.  Each store carried an average of 80,000 stock keeping units (SKUs) including house wares, hardware, electronics, home furnishings, small appliances, automotive accessories, garden accessories, sporting goods, toys, pet goods, cameras and camera supplies, health and beauty aids, pharmaceuticals, jewellery, fabrics, stationery, books, and shoes.    

Supercenters 

Essentially, Supercenters combined a discount store, a supermarket, a specialty retail store and kiosks under one roof.  Supercenters ranged from 109,000 to 230,000 square feet of retail space and were generally located in suburban areas. In mid-2003, Wal-Mart operated 1,386 Supercenters in USA.  Wal-Mart had plans to open another 1,000 supercenters in the country during the next five years.  

Wal-Mart believed that the smaller Supercenters could be profitable in communities with populations as low as 7,500.  A new Supercenter averaged about $65 million in sales in its first year (compared with about $28 million for a new discount store). The largest Supercenters generated over $100 million of revenue annually.

The general merchandise section of the Supercenter was typical of a discount store.  Indeed, many of Wal-Mart’s new Supercenters resulted from enlarging existing discount stores to include food items.  The concessions and specialty retail kiosks included florists, barbers and beauty salons, vision centers, pharmacies, shoe stores, tire and lube expresses, restaurants, portrait studios and one-hour photo centers and banks.  The grocery assortment at a Supercenter included meat, produce, deli, bakery, dairy, dry grocery, and frozen foods.  Wal-Mart attempted to generate traffic through the sale of groceries and consumables and then cross-sell higher-margin general merchandise once the customer came into the store.  

Because of their suburban locations, each store carried 100,000 different items, roughly 30,000 of which were grocery products.  Customers shopped at Supercenters not only because of the substantial savings but also because of the wide selection of products and services. An average family could usually fulfill all its shopping needs by visiting a Supercenter.  Customer surveys suggested that regular shoppers visited a Supercenter about eight times per month, compared with six visits in case of discount stores.

Neighbourhood Market

The Wal-Mart Neighbourhood Market was introduced in 1998 to provide grocery in areas too small to be served by a Supercenter, to serve areas between Supercenters, and in some cases to provide a more convenient alternative to the Supercenter.  Neighbourhood Markets ranged from 42,000 to 55,000 square feet of retail space.  The merchandise mix was similar to that of a traditional grocery store.  A wide variety of products, including fresh produce, deli foods, fresh meats and dairy items, baked goods, health and beauty aids, one-hour photo and traditional photo-developing services, drive-through pharmacies, stationery and paper goods, pet supplies, and household chemicals were offered.  A typical Neighbourhood Market carried 24,000 SKUs consisting of nonfood (12,000), food (10,000) and specialty items (2,000).  About 65% of sales were generated by food items, while the remaining came from health and beauty aids and specialty items.  First-year sales at Neighbourhood Markets varied by location but were in the range of $14 - $20 million. 

Wal-Mart leased many of its stores, which were usually constructed or redeveloped to its specifications by independent contractors.  Almost all the store leases could be renewed at the end of their terms.  Some of the leases provided for contingent additional rentals based on sales levels.  Wal-Mart generally stayed out of locations where future expansion would be difficult.

Wal-Mart had attempted to create a unique identity for its stores.  Its logo was simple but distinctive. In a typical Wal-Mart store, employees wore blue vests to identify themselves, aisles were wide and apparel departments were carpeted in attractive colors. 

While Wal-Mart emphasized no frills operations, it believed in maintaining a good, customer friendly ambience. The spaces were large so that customers could move around freely. Customers were welcomed at the door by ‘people greeters’, who gave directions and picked up conversations. Store employees followed customers to their cars to pick up their shopping carts. 

Vendor Management

Since procurement was a key activity, Wal-Mart spent a significant amount of time meeting vendors and understanding their cost structure. Making the process transparent facilitated cost cutting. Once satisfied that the vendor could deliver, Wal-Mart’s policy was to develop a long-term relationship.

Walton once remarked
, “We are obsessed with quality as well as price, and, as big as we are, the only way we can possibly get that combination is to sit down with our vendors and work out the costs and margins and plan everything together.  By doing that, we give the manufacturer the advantage of knowing what our needs are going to be a year out, or six months out, or even two years out. Then, as long as they are honest with us and try to lower their costs as much as they can and keep turning out a product that the customers want, we can stay with them.  We both win, and most important, the customer wins too.” 

Many leading consumer products companies generated bulk of their sales through Wal-Mart. This gave the retailer, tremendous bargaining power. Indeed, Wal-Mart was known to bargain very hard with suppliers.  The retailer’s buyers finalized a purchase deal only after being doubly certain that goods were not available elsewhere at a lower price. Wal-Mart firmly dictated delivery schedules and had a strong say in product specification. But unlike many other retailers, Wal-Mart did not charge any fee from vendors for providing access to its shelves.  Wal-Mart also shared data generously with vendors.  

The top management realized that the effectiveness of procurement depended on Wal-Mart’s buyers. Claude Harris
, one of the earliest employees explained how the company motivated its buyers, “I always told the buyers: ‘You’re not negotiating for Wal-Mart, you’re negotiating for your customer. And your customer deserves the best price you can get. Don’t ever feel sorry for a vendor. He knows what he can sell for, and we want his bottom price… ‘We would tell the vendors,’ Don’t leave in any room for a kickback because we don’t do that here. And we don’t want your advertising program or delivery program. Our truck will pick it up at your warehouse. Now what is your best price?’  A recent report
 mentioned: “In its relentless drive for lower prices, Wal-Mart homes in on every aspect of a supplier’s operation – which products get developed, what they’re  made of, how to price them.  It demands that every savings be passed on to consumers. No wonder one consultant says the second worst thing a manufacturer can do is to sign a contract with Wal-Mart.  The worst? Not sign one.” 

As Wal-Mart’s operations grew in size and scope and spread across the country, supply chain management became more complex. Wal-Mart networked with its suppliers through computers. By sharing information that other retailers were hesitant to disclose, Wal-Mart allowed suppliers to plan their production runs better and consequently offer lower prices. As Lou Pritchett, former vice-president of P&G once commented
 on his company’s partnership, with Wal-Mart “…We broke new ground by using information technology to manage our business together, instead of just to audit it.” The business had become so important for P&G that the FMCG giant maintained a large office at Bentonville. The partnership with P&G served as a role model for developing and maintaining relationship with other vendors.  

International sourcing had become important for Wal-Mart since the late 1990s.  China had become an important source for a wide range of goods.  But this policy had become controversial. Many industry leaders and politicians blamed Wal-Mart for the decline of the manufacturing sector in the US.

Logistics

Only a fraction of Wal-Mart’s inbound merchandise was shipped directly from the vendors to the stores.  The rest passed through Wal-Mart’s two-step hub-and-spoke distribution network.  Wal-Mart’s truck-tractors brought the merchandise into a distribution centre, where it could be sorted automatically on to another truck and delivered to the store.  This logistics technique known as ‘cross-docking’ enabled the company to achieve the economies that came with purchasing full truckloads of goods while avoiding the usual piling up of inventory and unnecessary handling costs. Since Wal-Mart stores were packed together, one truck could resupply two or three stores on a single trip.  Any merchandise that had to be returned was carried back to the distribution center for consolidation.  Since many vendors operated warehouses or factories within Wal-Mart’s territory, trucks also picked up new shipments on the return trip.  Quite a few of Wal-Mart’s trucks carried return loads.

To gain the maximum out of ‘cross-docking’, Wal-Mart had made fundamental changes in its approach to managerial control over the years. Earlier, decisions about merchandising, pricing and promotions were highly centralized. The cross-docking system, however, had changed this approach. Instead of the retailer pushing products into the system, customers pulled products based on their needs. This approach placed a premium on frequent, informal cooperation among stores, distribution centers and suppliers-with far less centralized control than earlier.

Wal-Mart opened its first distribution center – a 72,000-square-foot facility – at its headquarters in Bentonville, Arkansas, in 1970.  The initial cost of that distribution center was $5 million. It was meant to serve 80 to 100 Wal-Mart stores within a 250-mile radius. The centre was enlarged as Wal-Mart’s store network grew.  In 1978, Wal-Mart opened a distribution center at Searcy, Arkansas, to serve eastern Arkansas and the growing store networks in Louisiana, Mississippi, and Tennessee. Distribution centers were later added in Palestine, Texas (1979), Cullman, Alabama (1983), and the Carolinas; and Mt. Pleasant, Iowa (1985), to serve Illinois, Iowa, and Indiana.  By the end of 1985, Wal-Mart operated 3.9 million square feet of distribution space in five locations.  Ultimately, each center was meant to serve up to 175 stores within a 150 to 300-mile radius.  

Wal-Mart’s logistics infrastructure continued to grow as the retailer’s operations expanded. By the end of 2001, Wal-Mart had over 78 distribution centers located across the US. In the late 1990s, Wal-Mart’s own warehouses directly supplied 85 percent of inventory, compared to 50-65 percent for competitors. According to rough estimates, Wal-Mart was able to provide replenishments within two days, on an average, against at least five days for competitors. Shipping costs worked out to roughly 3 percent, compared to 5 percent for competitors. 

An important feature of Wal-Mart’s logistics infrastructure was its fast and responsive transportation system. The company’s dedicated truck fleet permitted the company to ship goods from warehouses to stores within two days and to replenish its store shelves twice a week. Wal-Mart believed in hiring committed, dedicated and experienced drivers most of whom had driven hundreds of thousands of accident-free miles with no major traffic violation.

Information technology

Wal-Mart made extensive use of information technology (IT). Associates typically had a hand-held computer linked by radio frequency network to in-store terminals. The associates could track upto-the-minute levels of inventory on hand, deliveries and back up merchandise in stock at the distribution centers. Wal-Mart had a substantial annual budget of $500 mn for IT and communication infrastructure. In 1998, ‘Computer World’ recognized Wal-Mart as one of the top five innovators in IT.

Wal-Mart’s satellite network network had been set up in the late 1980s to ease real-time communications between all stores and head quarters and to cap telephone costs. Sam Walton explained the benefits of the system
: “I can walk in the satellite room, where our technicians sit in front of their computer screens talking on the phone to any stores that might be having a problem with the system, and just looking over their shoulder for a minute or two will tell me a lot about how a particular day is going. Up on the screen, I can see the total of the day’s bank credit card sales adding up as they occur... If we have something really important or urgent to communicate to the stores and distribution centers.” Wal-Mart executives could go to the TV studio, watch the satellite transmission and have a firm grip on store operations.

Wal-Mart’s relationship with P&G was a good example of how the retailer used information technology.  Lou Pritchett, a former P&G vice president recalled
, “P&G could monitor Wal-Mart’s sales and inventory data, and then use that information to make its own production and shipping plans with a great deal more efficiency. We broke new ground by using information technology to manage our business together, instead of just to audit it.

Marketing

Walton believed that
 the secret of successful retailing was to give customers what they wanted. “And really, if you think about it from your point of view as a customer, you want everything – a wide assortment of good quality merchandise, the lowest possible prices, guaranteed satisfaction with what you buy, friendly, knowledgeable service, convenient hours, free parking, and a pleasant shopping experience. You love it when you visit a store that somehow exceeds your expectations, and you hate it when a store inconveniences you, or gives you a hard time, or just pretends you’re invisible.”

Wal-Mart realised early on that the key to providing customer value, lay in gaining total control over costs. Wal-Mart had cut costs aggressively in various ways to make goods available to consumers at the lowest possible prices. Wal-Mart focused on small towns and rural markets, generally ignored by other discount stores. Real estate was cheaper and wages were lower. By keeping the stores in clusters, Wal-Mart minimized advertising and distribution costs.

Wal-Mart believed in everyday low prices (EDLP). Many discounters, such as Caldor, Target, and K mart, cut prices 20%-30% on selected items nearly every week in order to build traffic, highlight seasonal trends, and control their sales mix.  There were numerous costs resulting from such an approach - advertising in local newspapers, catalog mailings to prospective customers, anticipatory buildup of inventories, extra payroll costs, and additional markdowns on residual merchandise.  

Wal-Mart did not have a large advertising budget. Its advertising was distributed over radio, TV, newspapers and circulars. As local advertising was cheaper than national advertising, and its stores were located in clusters, advertising costs were relatively low. TV advertising was used to emphasise Wal-Mart’s policy of EDLP and quality merchandise. Newspapers and monthly circulars were used to promote sales of deeply discounted items.

As Walton once remarked: “From the very beginning, we never believed in spending much money on advertising, and saturation helped us to save a fortune in that department.  When you move like we did from town to town in these mostly rural areas, word of mouth gets your message out to customers pretty quickly without much advertising.”

To attract customers, Wal-Mart attempted to create a carnival like atmosphere in the stores: This approach had its roots in Wal-Mart’s small town beginnings.  As Walton recalled
, “We were only in small towns then, and often there wasn’t a whole lot else to do for entertainment that could beat going to the Wal-Mart… We’d have these huge sidewalk sales, and we’d have bands and little circuses in our parking lots to get folks to those sales. We’d have plate drops, where we’d write the names of prizes on paper plates and sail them off the roofs of the stores.  We’d have balloon drops.  We’d have Moonlight Madness sales, which usually would begin after normal closing hours and may be last until midnight, with some new bargain or promotion being announced every few minutes.”

While Wal-Mart was famous for its low prices, it realized the need to build a certain basic level of quality and service into its value proposition. A ‘Satisfaction Guaranteed’ refunds and exchange policy was employed to build customer confidence in the quality of the company’s merchandise.  

Branded merchandise, most of it nationally advertised, accounted for bulk of Wal-Mart’s non-clothing sales.  Most of the clothing sold, in contrast, was private label. Few stores could match Wal-Mart’s apparel prices.  In 2003, private label goods accounted for about 20% of total sales.

Human Resources 

Wal-Mart was the largest employer in the U.S.  Company spokesmen repeatedly emphasized the importance of people to the company.  Almost all Wal-Mart managers wore buttons that said, “We Care About Our People.” At Wal-Mart’s headquarters, a striking banner read “Our people make the difference.” In spite of its modest pay, Wal-Mart had been named one of the 100 best companies to work for in the United States.  

None of Wal-Mart’s employees were unionized.  Walton once remarked
, “I have always believed strongly that we don’t need unions at Wal-Mart.  Theoretically, I understood the argument that unions try to make, that the associates need someone to represent them and so on.  But historically, as unions have developed in this country, they have mostly just been divisive.  They have put management on one side of the fence, employees on the other, and themselves in the middle as almost a separate business, one that depends on division between the other two camps.  And divisiveness, by breaking down direct communication, makes it harder to take care of customers, to be competitive, and to gain market share.

The Wal-Mart Culture

As Wal-Mart continues to grow into new areas and new mediums, our success will always be attributed to our culture. Whether you walk into a Wal-Mart store in your hometown or one across the country while you're on vacation, you can always be assured you're getting low prices and that genuine customer service you've come to expect from us. You'll feel at home in any department of any store...that's our culture.

3 Basic Beliefs

· Respect for the individual 

· Service to our customers

· Strive for excellence

Exceeding Customer Expectations
As Wal-Mart associates we know it is not good enough to simply be grateful to our customers for shopping our stores - we want to demonstrate our gratitude in every way we can!

Helping People Make A Difference

Sam Walton believed that each Wal-Mart store should reflect the values of its customers and support the vision they hold for their community.

Sundown Rule

The Sundown Rule was Sam Walton's twist on that old adage, "why put off until tomorrow what you can do today".

Ten Foot Rule

I want you to promise that whenever you come within 10 feet of a customer, you will look him in the eye, greet him and ask him if you can help him.

Pricing Philosophy

Thanks to the legacy of Sam Walton, Wal-Mart is a store you can count on every day to bring you value for your dollar.

The Wal-Mart Cheer

We do have fun, we do work hard, and we always remember whom we're doing it for - the customer.

Source: www. walmart.com
I think anytime the employees at a company say they need a union, it’s because management has done a lousy job of managing and working with their people.  Usually, it’s directly traceable to what’s going on at the line supervisor level – something stupid that some supervisor does, or something good he or she doesn’t do.”  

In 1971, Wal-Mart started a profit sharing plan for all associates.  Based on a formula linked to profit growth, Wal-Mart contributed a percentage of the wages of each eligible associate to the plan.  The associates could take this amount when they left the company either in the form of cash or stock.  Many employees preferred to keep the amount in stock.

Wal-Mart’s management style had been strongly influenced by Sam Walton, who had played a very active role in managing the company’s operations. His days typically began at 6:00 and stretched into the evening.  He would spend three or four days a week on the road, visiting stores, and meeting new suppliers.  Walton also doubled as chief cheerleader. At store openings, he delivered pep talks from atop a table. In 1984, he kept a pledge to put on a grass skirt and do a dance on Wall Street to celebrate the achievement of the company’s profit targets for 1983.  Walton believed outlandish behaviour among employees stimulated creativity. 

Walton’s simple lifestyle had shaped Wal-Mart’s frugal work culture.  He was known to drive pick up trucks and travel second class. Walton once mentioned
, “A lot of folks in our company have made an awful lot of money.  We’ve had lots and lots of millionaires in our ranks.  And it just drives me crazy when they flaunt it.  Maybe it’s none of my business, but I’ve done everything I can do discourage our folks from getting too extravagant with their homes and their automobiles and their lifestyles… Every now and then somebody will do something particularly showy, and I don’t hesitate to rant and rave about it at the Saturday morning meeting.  And a lot of times, folks who just can’t hold back will go ahead and leave the company… It goes back to what I said about learning to value a dollar as a kid.  I don’t think that big mansions and flashy cars are what the Wal-Mart culture is supposed to be about.  It’s great to have the money to fall back on, and I’m glad some of these folks have been able to take off and go fishing at a fairly early age.  That’s fine with me.  But if you get too caught up in that good life, it’s probably time to move on, simply because you lose touch with what your mind is supposed to be concentrating on: serving the customer.” 

Senior executives followed Walton’s example when it came to cost cutting.  CEO, Lee Scott was known to share hotel rooms with fellow colleagues while traveling.  Executives themselves threw away rubbish, paid for their coffee and brought back pens after attending conferences. Scott preferred to drive a Volkswagen Beetle.    

Wal-Mart’s associates seemed to work with a sense of purpose, in what was by was by most accounts a paternalistic work culture. Most employees owned shares and took part in a profit sharing arrangement.  A feeling prevailed among employees that they were working for a benign uncle.  Employees also enjoyed a lot of operational autonomy.  Store workers could lower the price on any Wal-Mart product if they found it cheaper elsewhere.

Wal-Mart’s policy was to share information freely with employees.  Walton once explained
, “Sharing information and responsibility is a key to any partnership.  It makes people feel responsible and involved, and as we’ve gotten bigger we’ve really had to accept sharing a lot of our numbers with the rest of the world as a consequence of sticking by our philosophy.  Everything about us gets to the outside. In our individual stores, we show them their store’s profits, their store’s purchases, their store’s sales, and their store’s markdowns.  We show them all that on a regular basis, and I’m not talking about just the managers and the assistant managers.  We share that information with every associate, every hourly, every part-time employee in the stores.  Obviously, some of that information flows to the street.  But I just believe the value of sharing it with our associates is much greater than any downside there may be to sharing it with folks on the outside.  It doesn’t seem to have hurt as much so far.” 

The Wal-Mart Cheer

Give me a W! 
Give me an A! 
Give me an L!
Give me a Squiggly! 
Give me an M! 
Give me an A! 
Give me an R! 
Give me a T! 
What's that spell? 
Wal-Mart! 
Who's number one? 
The Customer! Always! 

Don't be alarmed if you hear these enthusiastic shouts from our associates as you're shopping at your favorite Wal-Mart store. All the noise is our Wal-Mart cheer. Some people may think it's corny, but we're proud of it. It's the way we show pride in our company - in fact, we hope you'll join right in. Over the years, our company has grown to include stores, associates and customers in many parts of the world, so now our cheer can be heard in many different languages. 

What is the origin of the Wal-Mart cheer? Our founder, Sam Walton was visiting a tennis ball factory in Korea, where the workers did a company cheer and calisthenics together every morning. He liked the idea and couldn't wait to get back home to try it with his associates. He said, "My feeling is that just because we work so hard, we don't have to go around with long faces all the time - while we're doing all of this work, we like to have a good time. It's sort of a 'whistle while you work' philosophy, and we not only have a heck of a good time with it, we work better because of it." We do have fun, we do work hard, and we always remember whom we're doing it for - the customer.
Source: www. walmart.com

As 2003 drew to a close, Wal-Mart found itself facing a manpower shortage of major proportions.  About 44% of its 1.4 million
 employees were expected to leave in 2003.  The company would need to hire about 616,000 workers just to maintain the status quo.  But with a massive expansion plan on the anvil, (that might lead to a sales turnover of $600 billion by 2011) Wal-Mart would presumably need another 800,000 people by 2008.

Wal-Mart’s low wages remained a controversial issue.  On an average, Wal-Mart associates earned $8.23 an hour or $13,861 a year in 2001.  Wal-Mart faced lawsuits accusing it of making employees work overtime without pay.  But Wal-Mart’s management maintained that the retailer’s pay was more than that of many rivals.

Meanwhile, one of the leading unions in the US, The United Food & Commercial Workers (UFCW) was stepping up efforts to organize Wal-Mart’s labour. UFCW’s research revealed that unionized stores paid 30% more than Wal-Mart stores.  The union was also concerned that the rapid expansion of Wal-Mart though its Supercenters had led to the closure of many smaller supermarket stores, an estimated 13,000 during the period 1992-2002.  UFCW was alarmed by some projections that for every supercenter, Wal-Mart opened, two supermarkets would close.

Thinking Small

As Wal-Mart grew, its challenge was to retain the entrepreneurial spirit and nimbleness of a small company.  Wal-Mart had identified ways to do this. 

· Think one store at a time

· Communicate, communicate, communicate

· Keep your ear to the ground

· Push responsibility and authority down

· Force ideas to bubble up

· Stay lean.  Fight bureaucracy 

Concluding Notes

Many large companies in the US and indeed across the world, had lost their growth momentum and were resigned to single digit sales growth.  But Wal-Mart had been an exception.  It had relentlessly focused on tweaking and improving its business model.  Wal-Mart’s work culture seemed to have combined two diametrically opposite ingredients – a quiet sense of confidence and a fear that things could go wrong.  Wal-Mart believed in boosting the confidence of people by making them feel important.  At the same time, it really believed in the saying “Retail is detail” and went to extraordinary lengths to remove inefficiencies.  Problems identified in Friday-morning management meetings were attended to, on an urgent basis.  Wal-Mart also believed that there was always something to learn from other retailers.  Analysts felt the combination of discipline, values and learning had contributed to Wal-Mart’s success.

Like many successful corporations, Wal-Mart had its share of controversies.  Some analysts believed Wal-Mart was getting too powerful.  They also felt Wal-Mart was largely responsible for driving down retail wages in the US virtually to the official poverty line (about $15,000 for a family of three).  Wal-Mart’s policy of sourcing goods from China had also drawn a lot of flak.  In 2002, Wal-Mart imported Chinese goods worth $12 billion, almost 10% of US imports from China.  Critics argued Wal-Mart was accelerating the slide of the US manufacturing sector.  One analyst
 summed up the situation, “What’s new about Wal-Mart is the flak it’s drawn from outside the world of its competition.  It’s become a social phenomenon that people resent and fear.”  

Despite these concerns, the possibility of antitrust action being taken against Wal-Mart looked remote. As another observer put it
, “When Wal-Mart comes in and people desert downtown because they like the selection and the low prices, it’s hard for people in the antitrust community to say we should not let them do that.”   
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