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Chocolate is tempting, but sugar-free chocolate hasn’t always
had the same attraction. Candy companies knew there was
a peni-up demand for better-tasting sugar-free chocolate and
asked Cargill to help create it. We combined our expertise in
sugar replacers with our knowledge and passion for making
chocolate to develop a sugar-free chocolate that was superior
to anything before. Now candy makers and other food
companies are using it to create new products that are winning
consumers and rapidly growing the market for sugar-free
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62 Innovation Versus Complexity: What Is
Too Much of a Good Thing?
Mark Gottfredson and Keith Aspinall

It's matural for businesses to add products or line exten-
sions to keep customers happy and boost revenues. But
the result is more complexity throughout a company’s
operations—and shrinking margins. To maximize profit
potential, a company neads to identify its innovation ful-
crum,the point at which an additional offering destroys
more value than it creates.

74 Leadership in Your Midst: Tapping the Hidden
Strengths of Minority Executives
Sylvia Ann Hewlett, Carelyn Buck Luce,
and Cornel west 100 Hiring for Smarts

Minority professionals—particularly women of color—are Justin Menkes

called upen inordinately to lend their skills and guidance Theugh it's long been deemed unfit for the corporate
to activities outside the workplace. These invisible lives anvirenment, the standard 10 test can be adapted for
can be a source of competitive strength if companies can business use—and can help hiring managers identify
learn to recognize and further cultivate the cultural capi- candidates who have the intellectual horsepower to
tal they represent. become true business stars.

84 You Have More Capital than You Think 112 The Perfect Message at the Perfect Moment
Robert C. Merton Kirthi Kalyanam and Monte Zweben
Much of your company's equity capital serves as a cush- Maost people dom’t want to hear from most companies
ion against the risks associated with assets and activities most of the time. That's why it's critical that marketers
that add no value. By using financial tools to hadge or pinpaint the occasions whan customars might truly want
eliminate these risks, you can focus all your equity on ta do business with thair firms. A new computar-basad
value creation. model called “dialogus marketing” can help take advan-

tage of those crucial moments.
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Can You Be Too Creative?
Companies can become overwhelmed
by too much choice, too much inven-
tory, too much hassle. To identify the
point where the costs of complexity ex-
ceed the benefits of innovation, go back
to the beginning and recreate events,
one by one, until you see where profits
take a dive.
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when quick CFO turnover is the norm...

A plea far linear thought...Boost per-
formance by having workers clean
house...It may be smarter to work
around a trade barrier than to fight it...
How investors and directors weathered
the storm at Shell...Cloak-and-dagger
types are after your valuables. . .Central-
ize travel and transportation to reduce
costs and stress...The benefits of execu-
tive blogging...The burgeoning market
for remote patient monitoring and
chronic disease care.

HBR CASE STUDY
Riding the Celtic Tiger
Eileen Roche

An executive in Dublin has been offered
a fantastic promotion at his company’s
headquarters—in California. Should he
take the job and uproot his family? Or
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DIFFERENT VOICE

Are You Working Too Hard?
A Conversation with Mind/Body
Researcher Herbert Benson
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team to a new level of performance.
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Its Position

John H. Roberts

Facing deregulation, the Australian
telephone company Telstra developed
a marketing strategy that blunted the
attack of a potentially powerful new
rival—and proved that marketing isn't
just a tool for growth.

LETTERS TO THE EDITOR

After-action reviews work because
soldiers act immediately on lessons
learned —which is impossible in busi-
ness. Also, a tribute to former HBR
editor Kenneth Andrews.

PANEL DISCUSSION

Different Strokes

Don Moyer

Managers forget that some employees

are motivated less by monay than by the
satisfaction of solving tough problems.

164

COMPANY INDEX

HBR now includes an index of
authors’ affiliations and organizations
mentioned in articles.

EXECUTIVE SUMMARIES

HARVARD BUSINESS REVIEW



We bridge the gap between performance and
energy savings for customers around the world.

As a world leader in automation technologies, we engineer performance and energy savings into
cvery product. Whether we're helping a lactory run more celliciently or extending the lile of a
[amous landmark, our goal is to cnable increased productivity—at lower cost. Bvery day, our
nexl-generalion control systems. motors and drives, instrumentation, and robotics help customers
realize this goal and achicve competitive advantage. Over 100,000 power and automation prolcessionals
around the world. Over one million selulions delivered every day. Welcome 1o the world of ARB.

www.ahb.us

. AL ED HD
Power and productivity
for a better world™ " l. l.

@ P005S ABR Inc.



COMPANY INDEX +» November 2005

Organizalions in his issoe are ingdexed To The Tirs] pags of The arliclz inowhich eqch is menlioned. Sobsidiarias are lisled ander Their own names.

Nrlims oo Al
Bkshava Patra BoUndation. ... 34
American Arlines . . s L

American Sneiely Im ||IF Prs—\rpnlmu [JIt rm—lly

hmimals. ... o L3h
American [eleCar .o 18
Amerilrade . oo RS
Anheuser Busch. ..o 13D

Alal - Clas
."lll\|[d|ld[l F||n~.||||wr~. J’M iali|||| B K1
Ayan Produets, e Lan
Bankmrlntcrnatlnnal Eacttlf‘mcnts e £ |
BelSoulh oo 150
Blue Cross Blue Shield Association ..., 100
BadwRledia oo 18
BOBing .o A4, 100
Booz Allen Hamilton ..o £
Bowater ..o 81
Burger Bing ..o 57
Cable & Wireless, oo 180
CardioNet, ..o 18
Care Produel Inslilule, ..o TR
Cedars sinai Health System ..o 100
Chevralet oo 62
Chiquila ..o 18
CRRSIEE 13
Codrs Brewing Company .. P

Drlta Sigma Ihota burunt',r ...................... Ikl
Mok . R
I)IJPunT PP K11
Lducat|--na| Ir‘st|n;, bcmcc PR 111
TIION 18
Fnron Federal Gredit Union ... ... ... . 13h
Enterprise Ireland . A P 1]
Tualualing Cenlur, "'E—-H|FIII Wi I||gan llnnﬂ-mly Lo 1an
Fereral Burean nt Imvestigation ... ... 18
Ford .o 62

Tilid-Gilail-lerring Academy of Gumpelilive
Intelligenre oo TR

L 18
G Heallheare, oo R
GF Medinal Systems ..o 18
Goneral Blectric oo A, 13k

General Motors . ... ... o oL TOD
Goldman Sachs. ... ..o e i T
H.J. Heinz . . . 2 v .62
iiar:alls[rcwiamrnpnt e 112
HIBBTGBIN: i v i i T O
Homie:Depot=: oo B2
Homda: ;i r s e s b2
iitme.vv,'t'lﬂianl?dod e 1B
L T o 111
1DA: Ielandicssmmasre e s 3l
In-N-Qut Burger ..o, B2
Inroads. .
Intel.....
In!erualiuids 'maps en[t Berwatlveb hssuuai ion.
TS0 8 GO [V s v sz s s wonem ez vz
Iohnson & Johnson ...
Kaiser Permanente . ................
Lehman Brothers ..................
Tngitech oo

Lusent 12ennologies., oo a0
MASE0 oo HE
r1dxlz-rl'imndt,ahms—lx PP - 1
Mattel lab
Medtionic. ..o 18

WMOA Tulerlaimmenl. o000 01D

BindfMuly Melival Inslilole 000000 00000050

R Bedialab oo 18
fatardla. . e LB
Mapslur oo 135
Mational buneral Lirectars Association ... ... ... lab
National Monoy Mart. ...t 67
Mawislar Inlernalional. ... LR7?
Mowell Kubbermaid. . ... palili]
New York limes Company . ... oev.. . 8
Oplus. oo 150
OFBANGT . e e L 1ab
Facific Brands . ... oo b2
Parmalal ... IR
I'ofrdlcos do Yonezuela 84, ..o lab
] 134

Philips Tleelomies oo TR
PIINEYBIWES oo
Polar Blectro, oo LB
Frocler & Gamble ..o oo oo 1D
Roval Bankoof Canada., ... 13
Roval Duteh Petraleum o000 1B
feal Onlelshell oo VTR TSR

Seawan LLC 1o
Shell Transporl and Traling .. ... o0 18
Smclewws! Rirlines oo 1D

Starbueks. . i
sun Wicrosystems, ... L LB
Sllerleallh oo 100
|elstra . C1hi

il
100
Lo

CEE

Ihcrn]--f;ardms.'stmns
Thurale: Corporalion ..o
limeMamer. ..o

| oot .

LS. Crnlral Infelligriee dgeney ... ... 136
T i
United AITlNeS ..o 3%

Wnigrrsily nl Sanliago de Compslela o000 100
WHISANAM o G
WorldCom. 14

AUTHOR AFFILIATIONS

feshricgr Business Schonl oo K
Aspen Institute. ...
Australian Gracduate Scha

Rain & Company. ..o
Blue Martini Software, ..o
Conter tor Work Lite Polizy .. .. ..
GO Ceveulive Board . o000

Columbia Unversity ..o i
Decision Strategies Interational ... ... 134
Frosl & Yig . P £
bancutive Intr‘lllgcncr‘ bruup R 1
Harvard Business Schaol ..o |
Harnaard Redical Szhoal .o b3
lanilion Venlures oo 18
Inlegraled Tinanes Limiled o000 4
Londan Business School ..o 150

Mack Cenler Tur Trelhnulogival Inmvealion
Managemenl, Wharlnn Selmol oo T

Mincl/Body Kedical Institute ..o b3
Nirvana Business Solulions. . S LM
(rganizatinn tr Security and [ - nnPraTlnn in I ||m|1P ]
Princcton University ... i

Relail Managemenl luslilule, Sanla Clara Universily, . 112
ltunzheimer International ... oL
seience boundation Ireland. ... ..
Seilkl. oo
SMRNCRCSTUATT oo

sun Rlicrosystems. ... oo .
Wnigrrsily nl Minis al Urbana-Champaign. ... 18
iphster University Yienna. ... B
Wharton School, University of Ponnsylvania, ... ..., . 13h

“s okay. These are my key people.”

TTARVARD BIISTNTSS RTVIRW

BTN



@2
2
;4
2
3
E
Z

G .*’-:1'.‘ Form o '__ t '-_'-,]"'-. ;K
o vk PN i T
3 Per Marsland

L ity | Radia Pertman Tin Mar
' * Networkingand  OpenSolaris

 Open Source/ . L : : . i N9l
oy BSDUNIX®. : y nibas - . Sectrity Protocols

X

Share ideas. That’s the philosophy that has guided Sun since our beginning. It’s what drew the scientists,
engineers and developers together. To share the challenge and the possibilities. That belief is shared today
by a large and growing community. From our more than 30,000 employees, to 1,000,000 Solaris™ users, to
4,500,000 Java™ developers. At Sun, we believe sharing is the way to create better ideas -ideas that can move
business, society and the world forward. The ideas are the inspiration. The network is the computer” Share.

sun.com/share Sun share

microsystems




FROM THE EDITOR

Can You

Be Too Creative?

A_FRED CHANDLER’S monumental
history of business, Scaie and Scape,
chronicles a century — roughly from
1870 to 1970 — during which industrial
enterprises learned and exploited the
benefits of being big. Those advan-
tages included, first, economies of
scale. Expansive corporations helped
to create national and international
markets, as opposed to local or re-
gional ones. Large markets justified
large factories. Those drove down
costs, which allowed markets to ex-
pand further which lowered costs more, in a virtuous cycle
almost tritely familiar now but downright miraculous to
those wheo first saw it.

Econamies of scope are lass visible but no less remark-
able. Thase occur when one resolree serves multiple uses.
Because Unilever sends many consumer products through
the same distribution system, it has an edge over a rival that
hastomaintain asimilarly large system for fewer products.
Sales and distribution, administration, research and davel-
opment —thess are among the functions wheare economiss
of scope are most pronounced.

Scale and scope have disadvantages, too, Companies
addictad to mass production and mass markests may ignore
new technologies, as integrated steel producers did with
respect to the minimills that destroyed them, or dismiss
small markets enly to see them become huge, as Xerox did
with personal computing. Nimble Lilliputians can tie them
in knots.

When the problem is diseconomies of scope, companies
tie themselves up. They become overwhelmed by too much
choice, too much irventory, too much hassle. The costs of
this complexity may be impossible to trace back to their
cause—a new product that appears profitable might impose
expensive burdens far removad from the source.

Companies afflictad by this kind of scopa creep usually
handle it piecemeal, trimming product lines here, simplify-
ing processes there. That helps—but it is an attack on out-
puts, not inputs, and it can pour sand ina company's inno-
vation engine. There's a more effective way, described this
manth in “Innovation Yersus Complexity: What Is Too
Much of a Good Thing?” According to authors Mark Gott-
fredson and Keith Aspinall, partners at Bain & Company,
companies can identify the point at which product inno-
vation maximizes both profits and revenues. Theay call this

10

the innovation fulcrum. To find it, you
wipe the slate clean and re-create the
events that produced the problem.
Imagine that your company offers just
one product or service; then add an-
other,and a third, and more, till you see
where profit-killing complexity kicks
in. It's a technique like that of an aller-
gist who puts a patient on an innocu-
ous diet, then introduces foods one at
atime till the culprit allergen is found.
In March, we published “Cff-Ramps
and On-Ramps,” by Sylvia Ann Hewlett and Carelyn Buck
Luce, which described how the structure of work life makes
it difficult for talented women to maintain or reenter pro-
fessional careers. This month, Princeton’s Cornel West
joins Hewlett and Buck Luce with an article about another
hidden brain drain: Their research shows that many fe-
male and minority executives have second, almaost invisi-
blg, careers as community leaders, mentars to youngar col-
leagues, and matriarchs or patriarchs of extznded families.
The skills they develop and the value they pravide in thess
roles often go unrecognized, as do the demands the roles
impose, But smart companies are learning that this hidden
human capital is incredibly valuable,

An eye-opening article by Nobel Prize winner Robert
Merton looks at capital of another sort, showing how com-
panies can dramatically increase their ability to provide
resourees to value-adding activities —funding growth with
aquity they didn’t know they had. Three other strong arti-
cles look at the marketplace, showing how to read the com-
petitive landscape better, be in more constant contact with
customers, and use marketing to defend against new rivals.
Another, by consultant Justin Menkes, forcefully argues for
tha business value of sheer intelligence.

Ifitall seems too much,turn to Herbart Benson's "Ara You
Working Too Hard?" Benson, the founding president of
Harvard Medical School’s Mind/Body Medical Institute, has
studied stress and performance for more than 3¢ years.
Take a deep breath, and read his advice for businesspeople.

Ol

Thormas A, Stewart
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L’:‘ t09k us 125 years to use
e first trillion barrels of oil

We'll use the next trillion in 30.

So why should you care?

\ DAVID J. O'REILLY

CHAIRMAN & CED
CMEVRON CORPORATION ws?

Energy will pe one of the defining issues of this century. One thing is clear:
the era of easy oilis over. what we all do next will determine oW well we
meet the energy needs of the entire world in this century and beyond.

pemand is soaring like never before. As populations grow and economies
take off, millions inthe developing worldare enjoyingthe penefitsof a lifestyle
that requires increasing amounts of energy. In fact, some say that in 20 years
the world will consume 40% more oil than it does today. At the same time,
many of the world's oil and gas fields are maturing. And new energy discoveries
are mainly occurring in places where resources are difficult to extract,
physicall. economicaily and even ponticany‘ When growing demand meets
tighter supplies, the result is more competition for the same resources.

We can wait until a crisis forces us to do something. Or we can commit to
workinqtoqether, and start by asking the tough questions: How do we
meet the enerdy needs of the developing world and those of industrialized
nations? What role will renewables and alternative energies play? whatis
the best way to protect our em.rironment? How dowe accelerate our conservation
efforts? Whatever actions we take, we must look notjust to next year, but to
the next 50 years.

AL Chevron, We pelieve that innovation, collaborafion and conservation are
the cornerstones on which to build this new world. We cannot do this alone.
Corporations, gouernments and every citizen of this planet must be part of
the solution as surely as they are part of the problem. We call upon scientists
and educators, politicians and policy-makers. environmentalists. teaders of
industry and each one of you to pe part of reshaping the next era of energy.
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A survey of ideas, trends, people, and practices on the business horizon

GRIST

Get Aggresswe About PasSiVity ...uom o momscoms

I Caran i 2 St KUrt
E|chenwa|d |elates how Enron’s Ieade|s
engaged in massive bock-cocking with
little intarferance from the dozens of
rnanagars, lawyers, and advisers who had
a pretty good idea of what was going on.
Similarly, at Parmalat, employees net in-
volvad inthe Italian dairy giant’s fraud
apparently were aware of it because they
oftan jokaed about fictitious milk sales to
Cuba long before those bacame a public
scandal. Tolerance of organizational bad
behavior has become so expectad that,
inzooz, e magazing namad Enron's

Sharron Watkins, the FBI's Coleen Row-
ley, and WorldCor's Cynithia Cooper
“Persons of the Year™for going public
with stories of organizational failure.
Why should simply speaking out about
outrageous conduct be so difficult—and
so rare?

Psychologists have studiad the “by-
stander effect” and other theories of why
people who are aware of wrongdaing fail
to intervansa, Passivity, it seems, is epi-
demic, cutting off oxygen to corporate
consciences evarywhare, Managars and
exacltives generally have the right “val-

ues*—that is, they know what they should
dowhan circumstances call onthem to
take a stand or make a hard choice. If
managers acted on those values, and if
they applied the same skills they draw on
when making a tough sell or marshaling
resources for a new business venture,
then the misconduct might never esca-
late to the point where heroic whistle-
Blowing is requirad.

But people usually don't act on their
values, our research shows, because they
don’t consider such action to be part of
their jobs. Businesspeople view moral

¥
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and ethical dilemmas as exceptions—and
human beings don't deal with exceptions
tarribly well, In extansive interviews with
dozens of managers who had confronted
ethical qguandaries, we heard repeatedly
how they considered such questions—
even the classic ones case studies often
address—to be “extracrdinary™oran in-
trusion.” They talked about being de-
railed by these issues, not because they
felt morally ambivalent but because deal-
ing with these sorts of problems is simply
not what they do.

Confrenting such dilemmas, managers
feel as though thay are stepping out of
their competent, action-oriented work
identities to expose a more personal part
of themselves. So they try to swiftly put
the problem aside or behind them in
order to get back to their “real” work. As
a result, they choose paths that present
the least friction —the fewest channels to
gothrough and peeple to persuade, the
easiest case to present. One manager
described the experience of being forced
to choose between standing up to his
employer and taking advantage of a cli-
ent: “In retrospect, the problem | faced
really wastt that overwhalming—that is,
once | figured out what | wanted to do.
But atfirst | just triad to get out of it or
get beyond it as quickly as | could. In
fact, | lied. | instinctively lied to get out
of the situation, hoping it wouldn’t hap-
pen again.”

Such conflicts are greatest for employ-
ees whoe define their jobs narrowly: as
simply closing the next deal or making
the numbers. Managers who view their
professional purpose in bread terms—de-
livering customar value, say, or building
a sustainable enterprise—have an easier
time with ethical questions, our research
suggests. The broader scope encompasses
more kinds of decisions, more types of
congerns, and so ethical quastions can
become just another part of the land-
scape. As a result, those employzaes are
less likely to lay low or obfuscate or even
lie to avoid a tricky situation,

Most organizations want workers who
don’t just think the right thing but alse
doit. Managers have a responsibility to

help employees over their mental hurdles.

Leaders who act ethically themselves are
necessary but not sufficient—they must
also make clear that correctly resolving
ethical and moral questions is part of
everyong's job and that time spent doing
so does, infact, serve the business, And

thay should make it easier for employees
to seek mentors who will guide them
across difficult tarrain and to build coali-
tiens ameng like-minded colleaguas will-
ing to share the journey. Some companies
are having success with programs inwhich
people practice arguing ethical positions
in front of respected leaders and peers.
Luigi Zingales, an entreprensurship
and finance professor at the University

Th e Tro u bI e Wi th c FO S v KURT RLCISCNBLRG

I the CEO sils in Lhe hot seat, the CLO's chair is posilively smoking. According
to analvsis conducted by the CHEO Exccutive Board, annual CFO turnover at the
largest 162 global companies between 1995 and 2003 was 17%—oven higher than
for CEOs—and three out of four cLrrent Ferine SO0 finance officors have been
in their positions less than five years. And Sarbancs-Oxley i3 expected to accel-
crate that turnover, as more CHOs are dismissed for failing to prevent material
controls weaknesses or else throw in the towel out of frustration. {The full
stady, Inproving CFO Personaal Tifeciveness, is available al www.clo.execulive
board.com.)

Yel while CTOs have less and less Lime Lo learn Lhe ropes, boards and CCOs
are hoisting more and more responsibilily onlo their backs. In recent years,
many CTOs have been required o gssume control of such corporale cenler
Tonclions as lechnology, procurement, and Cacililies, As a resull, Lhey spend
much of Lheir time on adminisirative challenges, with few opportunities Lo
develop such skills as critiguing corporate strategy and improving operational
perfommance,

For the ambitious CEO, that’s a problem. Strategy and operational perform-
ance have a big impacl on lolal shareholder relurn (1ISR), which in lurn has 4
big impact on the CEYs carcer prospects. Conscquently, responsibilitics that di-
verL fimancial oflicers from TSR levers represenl huge opportunily costs. These
CHOCLEIVES are racking up those costs at the majority of large companics: Of the
CLOs we surveyed, only 244 rank spending Lime with general managers as one
of their top three priorities, and only 22% intcract with top operations execll-
lives every week.

So how can a CIO hold on W her job and improve her chances of winmning
Lhe top slot il she wants il? A reallocalion of lime is in order. She should work
closely wilh Lhe CEQ, of course, bul also spend as many hours as possible wilh
general managers and avoid new responsibililies that don't have a clear impact
on Lthe bollom line,

valpare oo} iy S monaging divector of the
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of Chicago Graduate School of Business,
has suggested making whistle-blowing
mora commoaon by offering monatary
incentives. But whistle-blowing isn't a
desirable end; itis a last resort, When
we reach that stage, it means we have
failed, both as erganizations and as peo-
ple. Rather than lionizing the excaption,
let us make the contemplation of moral
and ethical questions the stuff of every-
day work.

JUDITH SAMUELSOMN (10

gton, DC, that
is devoted to improving leadership. MARY
GENTILE {mcgentile@aol.com) is the re-
search director of the institute’s most recent
feadership development inftiative, Giving
Reprint FO511A
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“INFORMATION” GRAPHICS

Crap Circles

by GARDINER MORSE

The most dubious business plan can look
solid—even smart—if it's cast as a virtu-
ous circle. “See, we invest our profits in
innowvation to create delightful products
that customers buy—which generate
profits that we invast in innovation!™
Who could argue with that? Indeed, the
merit of self-reinforcing systems seems
so obwvious that businasspaopla insting-
tively describe their strategies as cyclical
activities that magically fuel themselves.
Meanwhile, audiznces demand snappy-
looking, easy-to-digest graphics that, al-
most by definition, strip away nuance. It's
no surprise, then, that business commu-
nications are lousy with circle-and-arrow
diagrams that range from the dumb to
the deceptive.

Theough you've sean a million of thase,
you've probably never thought much
about them. That's because, like optical
illusions, they play on your expectations
and trick you into seeing something that
ismt thare: Ifone arrow lzads to the next,
then o cosrse the steps follow, But once
you start examining thase ubiquitous di-
agrams, you'll be amazed by what you
dont see,

Consider these examples:

The circle below, from a global ac-
counting firm’'s Web site, is used to illus-
trate the company's consulting services
for owner-managed businassas. It shows
the business life cycle “maturity phase”
leading, inexplicably, into the “conception/
start-up phase” This company’s cliznts
should ask whether they really want to be
guided in circles. {To be fair, the short-
comings of this example and those that
follow are exaggerated by lack of narra-
tion; somecne with a laser peinter could
probably explain what the diagrams
sl show, even if they don't)

Maturity

Conception/
Phase,

Start-Up
Phase

Growth
Phase

With the next design, a Boston-based
software company helpfully illustrates
the stages of its application manage-
ment life cycle. Through some trick of
causality, termination leads to deploy-
ment. This may be a good modeal from
a consultancy’s standpoint—when a cli-
ent's projects end, they start again—but
if you're paying the tab, you probably
want the project to actually end whean
it's terminated.

Ceploy

Terminate Update

Support

The frigndly-looking sunburst that fol-
lows, captured from the Web site of a
solar energy advocacy group, shows how
to create an unlimitad market for your
product. Here, as the supply of solar en-
ergy increases, so does the demand-in

an apparently endless cycle. If thase folks
are right, we're all in the wrong businass.

DEMAND GES UP-

More people and rities
start produring their pwn
solar power

SUPPLY GOES UP

Economies of stale make
solar power more affordahble
far everyang

And this ong, frem a Canadian
enterprise-content-management com-
pany, is notable for its sleight of hand.
Circles rotating in opposite directions
{in which, among other cddities, “pub-
lish” gives rise to “search”) link through
arrows whose origins and destinations,
on close inspection, are obscure or com-
pletely hidden. Maybe the intent of this
diagram is to make prospects too dizzy
to ask questions.

Kudos, though, to the author of the dis-
armingly honest graphic below, from a
LIS, safety engineers group—a refreshing
kit of out-of-the-circle thinking. He seams
to have had an epiphany as he created
the diagram, realizing that the develop-
ment of safety processes doesn't always
chase its tail —that “management re-
view” neadn’t slavishly fead into “strategy
and policy™ in the service of “continual
improvemeant.”

Continual
improvemcnt

Strateoy and
Policy
Managcement
Raovicw \

\ Planning
Meonitering and /

Ilcasurement
\-..__ Implementation
and Operation

By fighting the impulse to think in
circles, he's set an example for averyone

continued on page 2z
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We don’t get you over oceans, mountains
and deserts only to be delayed by Chapter 3,
Part 319, Regulation 40-2 of CFR Title 7.

When you're trading internationally, your entire
investment could be hanging on a single clause.
Whether it's a rule overlooked out of hundreds of
laws and trade agreements or a misinterpretation
by one of dozens of third parties, mistakes like
these can cause costly delays.

Fortunately, there’s a simple solution. Leave the
burden of global compliance to UPS® With aver
80 years of experience in international trade, we
have the resources and network of people all over

the world to head off problems and facilitate the
movement of your goods. And since we deal with
the thorniest compliance issues every day, we're
up on the very latest, most accurate information.

As your single source for customs brokerage and
international trade management solutions’, we'll
help make sure nothing stands in the way of your
global transactions. Including that mountain of paper.
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who has uncritically acceptad or, worse,
actually constructed a crap circle—and
that’s most of us. The next time you find
yoursalf preparing a circle for a presenta-
tian, ask yourself if tha procass you're de-
scribing really works the way you say it
does. And the next time a presenter trots
out a circle to make a point, find the
begus links and put him on the spot. We
could all benefit from a little more lingar
thinking.

GARDINER MORSE

OPERATIONS

Leading from the
Factory Floor

i+ JOERG GNAMM AND KLAUS NEUHAUS
For all the talk about lean manufactur-
ing, it still seems to be the exception: Fac-
tory floors are cluttered, bottlenacks
delay proeduction, and the wrong prod-
ucts pile up in inventory while the right
ones cant be found. Fixing a dysfune-
tional factory isn't easy, but consider this
surprising case from Germany, where re-
sistance to managerial innavations on
the factery floor has traditionally been
strongeast.

Rathar than closz a poorly parforming
plant, materials manufacturer Isola
Group gave workers a chance to start
over, literally and symbaolically. Inspirad
by the Japanesa tool known as the five
S's—far “sort,” “store” “shine, “standard-
ize” and “sustain®—plant managers asked
the workers to clean out the factory and
suggest ways to make it more efficient.
First, out came 70 tons of excess “stuff”-
6o empty inventory racks, 100 cubic me-
ters of unneeded packaging material, 150
pallets of ernpty drums—hauled away
in 4z truckloads. Next, the workers came
up with 80¢ ideas for improvemant, most
of which were ultimately implemeantad.
Then employees used moere than 150 cans
of paint to give the place a face-lift.

Than managars took off their ties,
Evaryone donnad the same uniform: fac-
tory coats and protaction glasses. The
head of site, production planner, and site
contreller turned their work space on the
shop floor into a “project office” and con-
tinued to invite informal feedback; soon
waorkers were dropping by to offer sug-
qestions or report problems. The project
office team also sponscred maore formal
sessions with workers on all shifts to dis-
cuss problems, analyze root causes, and
rapidly identify solutions. Daily meetings
on yield losses provided quick feedback
on the workers' initiatives; every day, the

project office tzam watchad for glitches
inthe previous day's yield and devised
countermeasureas.

Finally, the team asked: “What is the
current true performance lavel of the
plant? And what is an achievable leveal?”
Central contrellers had inthe past set ar-
bitrary performance benchmarks, none
of which made sense to the workforee. So
the team selected new targets for produc-
tivity and yields—targets based cnem-
ployees” own assessment of their capabil-
ities—and developed and posted charts
incommaon areas so everyone could track
the plant’s progress. The fact that man-
agemeant was listening to workers’ ideas—
and was quickly trying them out—helped
boost morale and directly improved pro-
cesses, reducing cyecla times and virtually
zliminating work-in-progress invantory.
As the initiative gathered momentum,
employess began voluntzering to work
overtime an improvemants.

The results? After three months, the
plant achieved a yield boost of 4%, from
91 to 95%, with each percentage point of
improvement repraesenting about
5850,000 in annual material-cost savings.
Additicnally, EBITDA improved from
roughly a 15% deficit to break-even. The
plantis ontrack to deliver a 10% to 15%
positivie EBITDA by the year's end.

JOERG GNAMM i\ (
bised 7 KLAUS
NEUHAUS (kiaus.neuhaus@bain.comn),
based in Disseldorf, Germany, are partners
at Bain & Company. Both are leaders in the
firnr’s European Industrial practice.
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HOW THEY DID IT

Banana War Maneuvers

by MARCELO BUCHELI

Companies often resort to lobbyists and
lawyers to fight unfair trade policies. But
sometimes there are easier alternatives.
Consider the case of Chiquita and Dole,
organizations that faced restrictive new
trade policies in the early 1990s that lim-
ited banana exports into Europe.
Following World War 11, Chiquita be-
came Europe’s main banana provider, ex-
porting to Germany (its principal Euro-

continted on page 24
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pean market), as well as to Great Britain
and other countries. While Cermany
permitted free inflow of Latin American
bananas, Great Britain and France gave
praferance to bananas from thair former
colonies in Africa, the Caribbean, and the
Pacific (the ACP countrias).

Chiquita provided bananas from bath
places. But in 1986, confident of its domi-
nance in the European banana market,
the company sold its British subsidiary
Fyffes, its main marketer of ACP ba-
nanas. Chiguita saw the fall of Commu-
nism inthe latz 1980s and the creation of
the Europaan Union in the early 19908
as great opportunities to increase sales.
Anticipating & growing market, the com-
pany invested, with debt, in more pro-
duction facilities in Latin America. By
1992, Chiguita's Europsan market share
was more than double Dolg’s (30% versus
12%), and Chiquita had 40% of the Ger-
rnan market.

Then, in 1993, the newly formed ELU
unified its banana policy, restricting
Latin American bananas—Chiquita’s
rnain export—in favor of ACP providers.
This new pelicy didm't sit well with Chi-
quita, of course. The company launched
an aggressive and costly lobbying cam-
paign in Washington denouncing the EU
policy. Under pressure frem the United
States, the World Trade Crganization
ruled that the policy was discriminatory
and ordered that it be dismantled. But
the Europeans were slow to comply, and
50 began the “banana war”—the worst
transatlantic economic dispute since
World War |1

With a limited ability to export ACP
bananas, Chiquita lost a third of its Euro-
pean market share between 1992 and
1995. Determined to regain its position,
Chiquita continued to fight the EU policy,
increasing its debt as its hold in Europe
kept slipping.

Dole, meanwhile, quietly executed an
end run around the policy. By capitaliz-
ing on its existing ACP relationships and
increasing its investments in ACP pro-
duction facilities, Dole gained rapidly on
Chiguita, expanding its European market
share from 12% to 16% by 1995. The EU
did eventually agree to reopen its mar-
kets to Latin American bananas, but too

slowly, and with too many constraints,
to be of much help to Chiquita. In 201,
stretched by its legal battles and dwin-
dling market share, Chiquita filad for
Chapter 11 protection. (The company
reemergad from bankruptcy in 2002

Given the unpredictable politics that
drive trade disputes, and the uncartain
influence of arbitration institutions like
the WTC, betting on a legal battle can
be highly risky. It may be smarter to ma-
neuver around a barrier thanto try to
tearit down.

MARCELC BUCHELI |

Reprint ros11c

GOVERNANCE

Oil and Troubled Waters

ﬁ_f.-" NICHOLAS BEALE

When a crisis forces outside directors to
navigate major changes, investors and di-
rectors must adopt new roles. The largest
such case to date provides some useful
lessons.

VAW
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The Rayal Dutch/Shall Group was a
#0/40 joint venture between Royal Dutch
Petroleum and Shell Transport and Trad-
ing. It was run by a five-person commit-
tee of managing directors (CMD) report-
ingtoa group called Conference, which
consisted of all 21 board members and
was headed up by the CMD's chairman.
When Conference realized that the com-
mittee had been overstating oil reserves
in SEC filings, it asked the CMD chair-
man and a managing director to resign,
and the venture’s 18 outside directors
found themsalves driving through major
changes under intense prassure from in-
vastors and the press. Investors and di-
rectors worked together and separately
to resolve organizational and governance
issLEs,

| can offer six lessons, based on inter-
views with directors and investors in-
volved in this process:

Organize for effective engagement.
In April 2e04, Royval Dutch/Shell formed
a carefully balanced steering group that
met 21 times over the next six months to
address concerns about governance. The
aroup comprised CEQ Jeroen van der
Yeer and two Dutch and twe British out-
side directors; it was chaired by John
Kerr, a consummate diplomat. In parallel,
investors created two committees to co-
ordinate their views. The stearing group
met often with the investor committess
and with other investors. Group mem-
bers listened, took careful notes, and
were as open as possible. The frequent
constructive contact helped nurture rela-
tionships and build investor support.

Build agreement on the easier
questions first. The most contentious
issue was whether and how to unify the
companies. The steering group deferred
that question and focused instead on
defining what the roles of the chairman,
the CEO, and the other board members
should be. As directors and investors
worked through their concerns, they fos-
tered trust and achieved greater clarity
about each other’s positions. That new
collegiality laid the groundwork for a
unanimous decision to unify.

Recognize the subtle dynamics of
persuasion. Investors initially thought
that they had to convince Shell. But they

continued on page 28
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What? Me, Worry?

ost executives think they’re security con-

sciols —they change their passwords and

shred important documents and so forLh.

But what rarcly crosses their minds, says

espionage expert H. Reilh Mellon, is that
cloak-and-dagger types really are after their valuables.
Tust because you're nol paranoid, he observes, doesn’l
mean they're nol following yvou. Mellon, the aulhor of
[Hiinuie Sp advises TLS, intelligence agencies on espi-
onage equipment and consulls on security (or privale
companies, HBR asked Mellon how execulives can best
guard Lheir secrets.

Who's spying on companies?

Businesses still spy on businesses, of course—they always
have, It's not uncommon for companics to plant cmploy-
ces for intelligence gathering. But intelligence services
around the world are also spying on companies, on & vast
scale. Intelligence services, after all, exist to advance the
national inlerest—and for many nalions, that job includes
spying on other countrices’ ndustrics. So companics’ se-
crels aren’t just threatened by direct compelitors, I your
sceret is worth cnough, yoLL can expect foreign govern-
menls 1o use all the wols al their disposal Lo gel atil,

Aren’t companies pretty attuned to security threats
these days?
Oh, Lhey have gates, video cameras, and guards in the
Tobbhy. But you'd be astonished by how casy companics
sometimes make the spy's job. | lerds a good one: | was
doing a seclrity evaluation for a 1.5, company in the Mid-
dle Fast. | asked how people there disposced of classificd
documents. Well, | was told, the documents were pLt into
blue plastic bags, separate from the regular trash, so they
could be burned. So,1go o the office late one night 1o
survey the place. T get off the clevator, and there, sitting in
Lhe hallway, are & bunch of blue and white plastic bags
iling for disposal. T were a spy —sdy, an employee on
Lhe ¢leaning stall—hall my work would already be done
lor me! By the way, when I asked who burns Lhe stull'in
Lhe blue bags, no one knew.

26

But let’s say | do burn my classified trash.

Imagine you're competing for an oil contract in another
country, Tr you're up againsl 4 local natonal company and
Fow're carrying proprictary information for your company
and staying in a local holel, you can expreci that there will
b aggressive efforts to gather your information. If you
leave your laptop in your holel room, expect that the hard
drive will be copied.

In one [oreign holel, execulives [Tom & visiling com-
pany [ound g pinhole camera n Lhe ceiling, directly over
Lhe table where ome of them put his laptop. Inlellizence
dgents were capluring his keysirokes as he logged on (o
hiz company networl. ‘The executives also found that the
conventional-looking personal shredder provided in the
business-class suite had a hidden scanner built into it. Be-
fore it shredded a document, it scanned it and then trans-
mitted the signal along the roon’s AC wiring to a receiver
in the hotel.

‘Then there are cell phones: Obviously, cell signals can
be inlercepted, But i T can get hold of your phone (or
30 seconds, | can swap in a loolzalike battery with a chip
that will record your calls and transmit them o me. IL can
also clandestinely turn the phone on and act as a room
microphone, Those batleries are illegal, incidentally,
but not hard to get for most phones, from companies in
LCurope.

Short of hiring counterintelligence agents, what can
executives do?
Don't leave your laptop or cell phone unattended.
Period. [2an't use the high-speed Internet service at
your hotel. (o to your Tocal company office if there s
one. If there isn't, youw'd be better off going to a random
Wik hot spot than using the service in a hotel that i3
[requenled by major business (ravelers, And il you're
headed overseas for 4 big negotiation and the company
you're doing business with oflers Lo arrange a nice suile
for you al a specilic hotel, don’t even consider iL Tsook
YOUr OWIL.

— GARDINER MORSE
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I learned a loeng time age that it takes a
thick skin to make world-class wines.
A5 far back as [ can remsmbear. my
parents and grandparents taught me
the importance of tenacity, honasty
and commitmeant. Thess ars the same
values | have passed along to my
children. Thils ploneearing herltage
Inspired me to be mventlve and to

challenge comventional thinking. A=

Jess fackson — Alexander Mountain Esfate, Alexandsr Valley

a result, my famlly was among the
first to explore and davelop many of
California’s world-class wine growing
reglons, My family's tTenaclous spirlt
has driven us to saak out high-risk
lecations that bring high rewards In
grape excellence as well as a few
occasional disastars when Maothar
Nature loses her patlence with us. Most

of our vineyards are located in hilgh

K|.comstrith
R S [ — LI I

elevyations along the coolest reglons
of the Califernia coast. We have
learnad that thasa regicns yield smallar
grapas with more intansa flavers due
to thelr thicker skins. Because the

fact Is. mast of the flavor of the graps
comes from 1ts skin. Many of you
snioy the taste of my wines. but you'rs
noet surs why, My goal 15 te help yon

understand with & Taste of the Truth.
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realized it was more a queastion of influ-
encing a process in which some decision
makers wera rather more on baard than
others. The investor meetings with steer-
ing group members helped develop their
views and also helpad them persuade
other colleagues.

Pay attention to the balance of
investor noise. Most investors worked
quigtly behind the scenes with the steer-
ing group. But one committee’s activities
were often reported inthe press, and ane
investor ran his own publicity campaign.
Although any more noise might have
bean counterproductive, those voices,
combinad with a stormy annual general
meeting in which major investors spoke
adamantly, probably helped convince
everyones that governance changes ware
assential.

Establish effective, defined checks
and balances. When one person usad
to chair both the CMD and Conference,
he was able to dominate the agenda and
suppress real serutiny That changed
once the chairman, the board, the chief
axecutive, and the variocus committees
were given clearly defined roles. Shell
also concluded that 16 cutside directors
were too many—individuals didn’t feel
accountable enough, and meaningful
debate was difficult—so it reduced the
numkber to ten,

Don’t ignore governance or relation-
ship problems. Investors knaw about
soma of these governance issues before
the crisis occurred; they could have
pushed for changes earlier. Even if they'd
been unsuccessful, they could have fac-
tored those concerns into their invest-
ment decisions. Board members, for their
part, must have been aware that rela-
tions between the two managing direc-
tors involved were strained, as were
their relations with certain investors and
analysts. Had these concerns been ad-
dressed, Shell might have been spared
considerable embarrassment.

The storm has passed. Today, Royal
Dutch Shell is a unified company valued
at over $200 billion, with a modern board
and proper checks and balances. Inves-
tors who worked with Van der Veer, Kerr
{now deputy chairman), and their col-
leagues during the governance reform

process say that the directors and the
investars built up a healthy respect for
each other and that the channals of com-
munication remain open. "It was a good
engagement and outcome,” remarked
ong investor Said another, "Sometimeas
you o get what you want?”

; O + Con-
structive Engagement: Directors and In-
vestors in Action ¢ e

Reprint FO51F

BUSINESS TRAVEL

The Department
of Mobility

E.‘}' REX RUNZHEIMER

Employess are constantly in motion—
making sales calls or taking service trips;
visiting an international office for a few
days or relocating there for a few years;
SOArNg across cceans in the corporate jet
or heading across town in the company
car. Typically, these activities are adminis-
tered by an assortment of departments
and vendors. But we believe companies
can improve efficiency, raise employae
satisfaction, and potentially reduce costs
by centralizing management of all as-
pacts of employee mability—the process
of getting people from here to there.
Several client surveys—each of which
tracks a discrete aspect of corpo-
rate mobility and includes a
sample of between 70 and 120
corporations—and proprietary
research show that the typical
company spends $25,500 annu-
ally on vehicles, travel, and tech-
nology per mobile employee.
Business travel represents the
largest component, with com-
panies spending, on average,
$12,500 per traveler per year
for airfare, meals, lodging, and
other miscellaneous expendi-
tures. The cost of providing a
company vehicle or reimbursing
an employee for driving his own
vehicle for business is approxi-
mately $7,100. Meanwhile, com-

munication toals and othertechnology
for mobile workers, such as PDAs, lap-
tops, cell phones, and Internet access,
raise the bill anothar 45,900, Addition-
ally, the employee who relocates costs
companies an average of 551,700 for a do-
mestic move and 5500,000 or more for a
five-yzar intarnational assignment.
Transpertation, travel and entertain-
ment, and technology costs are compara-
ble tothose of a typical benefits package,
which accounts for about 25% of em-
ployee compensation. In most organiza-
tions, all aspects of benefits management
are consolidated inthe HR department,
resulting in consistent administration
and economies of scale. By contrast,
travel and telecommuting arrangements
are dispersed among numeraus functions,
lzading to lessthan-optimal procasses
and reduced opportunities for savings.
For example, companies’ meetings man-
agement and travel departments often
negotiate separate contracts with the
same airlines and hotels. In many cases,
these two functions report to people in
different parts of the crganization, and
opportunities to leverage purchasing
power are lost. We have also seen many
companies give local managers discre-
tiontoarrange equipment and connec
tivity purchases for their telecommuters
rather than negotiating a discountad rate
on Internet access, cell phone plans, and
other services. Such fragmentation is
increasingly complicatad by outsourcing

coftinued of page 32
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NETWORK EXPERTISE . APPLICATIONS SERVICE

The largest and fastsst Cur people and partners The broadest and deepest  24/7 enterprise-grade

national wireless data netwark.  make wirsless work for portfelic of wireless support. And a service
The largest LS, provider on mare businesses than any business solutions, staff dedicated solely

the glokal standard, other wireless carrier, ® to business people.

gets Corporate
Express there in no time.

With its 24/7 dedicated business
service team, Cingular gave |
Corporate Express the support,
training, and technology needed
to migrate from a paper-based
delivery system to a real-time
wireless solution. From system

installation and operation to |
employee training, the Cingular

service team ensured a seamless .
transition to the ALLOVER' network, the largest digital voice and
data network in America. For the leader in office supplies, Cingular

increased driver productivity while reducing administrative costs.

CINGULAR MAKES BUSINESS RUN BETTER

X cingular

raising the bar.all’

Find out how Cingular can make your business run better:
CALL your account representative -or- CLICK cingular.com/businessleader
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by JONATHAN SCHWARTZ

Many senior cxecutives at sun, including me, have blogs
that can be read by anyong, anywhere in the world. We
discuss everything from business strategy to product de-
velopmaent to company values. We host open letters from
the outside, and we openly respond to them. We talk
about our successes—and our mistakes. (If you don’t be-
lieve me, go to www.blogs.sun.comy/roller/page/jonathan
Pentry=dear_john.)

That may seem risky. But it’s riskier not to have a blog.
Remember when, not long ago, CEOs would ask their
assistants to print out their e-mails for them, and they'd
dictate responses to be typewritten and sent via snail
mail? Where are those leaders now? (The last of my con-
tacts of that breed just retired.) In ten years, most of us
will communicate directly with customers, employees, and
the broader business community through blogs. For exec-
utives, having a blog is not going to be a matter of choice,
any more than using e-mail is today. If you’re not part of
the conversation, others will speak on your behalf-and
T'm not talking about your employees.

Blogging lets you participate in communitics you want
Lo cullivale - whelher iCs your employecs, potential em-
ployees, cuslomers, or anyone else —and leverage your cor-
porale culture compelilively. Here's a good example: Sun,
like every organization, receives e-mails [rom happy cus-
tomers lauding one employege or another (or good work.
The idea came up that we should post these e-mails on
a“wall of fame”™ on our intranct. But we realized that this
venue would prolfoundly limil Lhe number of readers, so
someond siggested putting the wall of fame wp on my ¢x-
ternal blog, Immedialely, people raised Lhe concern that
by identifying our Dest employees, we'd malke them re-
cruitment targets, Well, of course that could happen. But
it cuts both ways. ‘The wpside is the positive ripple offect
on workers’ morale and on the public’s perception of the
company. What's more, my competitors” employees could
see what I'm saying aboul my leam and could decide
whether ’'m more compelling than their own leaders.

So rather Lhan being a threal Lo Sun, blogeing aboul my
besl emplovees can build loyalty and be a recruitment
ool Lo hoot,

How do you get slarled on a blog? [ suggesl clearly

delining ¢ blogging slralegy and guidelines. (Or go ahead

If You Want to Lead, Blog

and use ours at www.sLin.com/aboutsun/media/Mogs/
policy.html. Just make sure to change the company name, )
Then find your volce. Be honest and open. Be respectful
of your audicnces. Don’t treat blogging 1ike advertising—
it’s not. Use humor. 1ink to those who interest and influ-

€nce you.

Once you goet going, don't micromanage the process.
Your legal and corporate commiuLnications teams do not
have to be involved in cvery post—after all, they're not
involved in cvery e-mail you send or Lelephone call you
make. Once in g while, you may need Lo add some clarily-
ing language. (For example, a 144 (iling was required lor
my blog posling aboul acquisilion ntentions, jusl &s it
would be [or many olher forms of communicalion.)

But the rule of Lhumb is simple: Enow Lhe guidelines,
then Tet Toose. If yow're wnclear about your company’s pol-
iy on something, ask around. Maybe il needs Lo be more
carefully defined.

Be sure Lo lislen o feedback and respond (o legitimale
idcas—from inside and outside. And, most important,
write the blog vourself, Authenticity is paramount. Some
scnior execlitives hire people to write their Mogs. o't
bother. TU's like hiring someone Lo write your e-mail TUs
not going to work.

Trusl me, vour market and your employees are clamaor-
ing for cxecutive engagement and insight. They will value
and remember your candor, And youw'll be surprised by
how much you leam [rom them.

JONATIIAN SCITWARTZ { foni s

e president ard OO Sun Microsyslents. His Blog i5 au

¥ T
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arrangsmants, which maks accountabil-
ity and management oversight even
more difficult.

But what if companies treatad em-
ployee mobility as a single integratad
area—ideally under the purview of human
resourcas or finance? Such an appreach
creates several advantages.

Employees benefit from a single point
of contact and standard policies and pro-
cedures. Forexample, an employee can
approach the same department whether
she plans to travel by company car, pri-
vate vehicle, or rental car, and can also
arrange for a cell phone or PDA at the
sametime. If a sales rep drives a fleet ve-
hicle to an airport and then heps ona
commercial plang, she can report both
portions of the trip on tha same form. Gr-
ganizations can use the same mator vehi-
cle record-checking process, regardless of
whether an employee travels extensively
by company car, private vehicle, or rental
car And a single department can admin-
ister airline tickets, work papers and doc-
umentation, and even cultural orienta-
tion services for employees traveling or
relocating abroad.

Managers benefit from the cpportu-
nity to share expertise and responsibili-
ties. For example, both corporate travel
and international relocation managers
must keep up with legal requirements for
visas and other documents related to liv-
ing abroad. And when a mobile employee
is hired ortaerminated, the process is sim-
plified it all corporate property (the cor-
porate credit card, the company vehicle,
the call phong) is seamlassly dispensad
and retrieved.

Companies benefit becausz redun-
dant processes are eliminated and man-
agement controls improved, Most im-
portant, companies will discover best
practices and achieve economies of scale.

The notion of a centralized mobility
department is very new, and only a few
companies have begun taking steps in
that direction. For those that do so, we
conservatively project a savings of 15% to
2o in administrative costs and 5% in
total program costs. (These assumptions
are based, in part, onthe results of com-
panies that outsource HR benefits ad-
ministration to a shared service canter.)

For employzes, the rewards are also sub-
stantial, as centralization takes some of
the stress out of being onthe go.

Reprint FO511H
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Is There a Patient
in the House?

by AMY SALZHAUER

Tha 1.5, health care crisis is about man-
power as well as monay. Within the next
15 years, experts pradict a shortfall of
Bo0,000 nurses and 200,000 doctors, and
the American education system isinade-
quate to take up the slack. As caregiver
supply declines, demand for it will rise,
For one thing, there are 8o million baby
boomers who will be senior citizens by
2015, and senior citizens suffer a higher
incidence of chrenic disease. Thanks to
improvements in acute care, more of
these seniors will survive if they have
heart attacks, for example, but those sur-
vivors will continue to suffer from chrenic
heart disease. At the samea time, obesity
and hypertension are epidemic. “We're
really looking at three different issues
that are converging into a perfect storm,”
says GE Healthcare Transformation Proj-
ect Manager Robert Ludlow. “This is an
issuz that keeps GE’s senior lzadership
up at night?

To date, the media have focused
chiefly on the short-term problem of how
we pay for health care. But large buyers
and providers of health care—and a few
canny start-ups—are also working on the
longar-term problem of how we deliver
it. For chronic disease, the best answer
may be to take health care out of hospi-
tals and doctors’ offices and move it into
people’s homes.

Tech Talk: Alot of the most exciting
research in home health care is focusad
on remote patient menitoring—tachnolo-
gies that track physiological changes
while the patients go about thair daily

livas, The concept is neatly summead up
inthe slogan of Pittsburgh-based Body-
Media: “Health. Care. Anywhere” Started
by a group of engineers from Carnagie
Mellon, BodyhMedia makas noninvasive
body-maenitoring systems and has cre-
ated complex predictive algorithms that
can interprat the volumeas of madical-
arade data generated by its monitors.
The patient wears a small armband that
can capture such information as her
heart rate, blood pressure, and glucose
level. And body status isn't the enly thing
that new monitoring technologies are
qeared toward tracking. For instance,
IBM has developad an electronic pillbox
that sends a signal to the patient’s cell
phone evary time a tablet is removed and
alerts the patient if he has skipped a dose
of is taking too many pills.

People Talle: While technology can do
much, patients at home still need human
help. Some experts feel that thosa hu-
mans should, when possible, be friends
and family. Kaiser Fermanente, the MIT
Media Lab, and a few other crganizations
recently supported the formation of the
Care Product Institute (CPI), a nonprofit
qroup pioneering ways to combine “tech-
nelogy with social support,” according to
CPI's Brent Lowensohn, an authority on
health care technelogy. In the CPI model,
a diabetic's glucose reading might be
transmitted to a designated relative who
is trainad to know what that number
means and what to do abeut it. The fam-
ily membear then can "nudge” the patient
totake appropriate actions.

In the Game: Tha LS. Departmant of
Health and Human Services attributes
75% of the country’s $1.4 trillion in med-
ical care costs to chronic disease. With so
much money on the line, companias of
all sizes are entering the market. Among
the most notable: American TeleCare,
BodyMedia, CardioNet, Folar Electro,
Honeywell HomMed, GE Madical Sys-
tems, Philips, Medtronic, and Moterola.

Reprint 10511
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shouldn’t stock ratings
be based on facts?
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Schwab Equity Ratings. Stock ratings shouldn’t be grounded in conjecture, intuition and guesswork.
That’s why we’ve taken a disciplined, objective approach 1o raling stocks — with a rigorous 12-step
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Beyond Reason

Using Emotions as You Negotiate

Roger Fisher and Daniel Shapiro

(Viking, z00s)

Sherlock Tolmes was a brilliant detective, but he would have made a lousy

negotiator, That paragon of rational thought embodied all the traits negotia-

tors noed cxeept onc: emotion.

We know Lhe advantages ol a cool head and logical mind, but rationality

alone won't triumph at the bargaining table, assert Roger Fisher and Danicl

Shapiro of the Harvard Negotiation Project. Ne-

gotiators must also be adept at managing their
emotions, because emotions—defined as “felt ex-

beyond
reason

perience”- influence everything humans do. If we
ignore anger, guilt, and panic, they can sabotage
us. By contrast, excitement, cheerfulness, pride,
and relief can improve our performance in negoti-
ations ranging from the casual to the high-stakes.
Roger Fisher, The qulhors suggesl a model for managing emo-
FRTTING To Y tions built on five “concerns” that influence how
Daniel Shapiro ; :
the negotiator feels and thus performs: apprecia-

tion, affiliation, autonomy, status, and role. Nego-
tiators who arc aware of those concerns can redirect tham onto a positive
path. Fecling helpless in the face of a big decision? Reduce the pressure by
recalling your attonomy to accept or reject an agreement. Expericncing self-
doubl? Boosl your confidence by saving somelhing —perhaps 4 relerence Lo
some aspect of your expertise —that Taises your status in your opponent’s cyes.

Allhough Lhe model makes sense, it appears, 4l limes, simplislic, Most trou-
blesome is Lhe conflation of feeling an emotion with acting on iL and the over-
emphasis on posilive emolions, In fact, Bewred Raaart is most. nlrigning when
it dieseribes the implications of our darker moods. “Positive emotions are more
likely. ..o [osler rapport and collaboralion,” wrile Tisher and Shapiro in a
short footnote. “Yet, tactically, cven the negative emotion of anger can cnable
two people Lo clear the air and gel back wogelher” Thal is provocalive slull,
as is the single chapter devoted to negative emotions, prosaically titled *On
Strong Negalive Emotions: They Happen. Be Ready” This reader wondered
whaether negative emotions are even more constructive than the authors
suggest.

Whaether or not they arg, readers will expect Fisher and Shapiro to deliver
some uselul Lools lfor understanding and mastering them. Unfortunately, the
hoolk falls back on clichds: Listen to calming music. vent to a disinterested
third party, Wrile a poisonous message that you don't send (a risky sugges-
tion, given Lhe impulsiveness of human nature and irrelrievability of e-mail).

Bevorndd Reasont may be, in the end, loo simplistic for an sudience made
savvy by earlier books—ncluding Fisher’s own seminal i2eiifng (3 ¥es Bul
even sophisticated readers won'l wanl Lo miss the excellent amnotated bibli-
ography. This tantalizing lour of past and present thinking on emaolions and
negotiation makes clear just what a rich and nuanced subject it is.

- D1ant Locoutu O

End of the Line: The Rise and Coming
Fall of the Global Corporation

Barry C. Lynn

fhhnibleday, 2oog)

Inthis informed if overwrought critique,
Journalist Barry Lynn finds that companies
are mishandling their offshoring arrange-
ments—especially by relying on ene or twe
suppliers for key compenents. If corpora-
tiens den't better manage their risk by
building greater flexibility into thair out-
soUrcing arrangements, Lynn warns, qov-
ernments may have to act.

Grapevine: The New Art of
Word-of-Mouth Marketing

Dave Balter and John Butman

(Portfolio, 2005)

Money can't buy you love, but in the early
days of buzz marketing, it bought protesta-
tions of love as paid shills talked up prod-
ucts while posing as ordinary Joes. Today,
marketing is all about authenticity, so a
better approach is to enlist the evangelical
skills of actual ordinary Joes with a passion
for your product, the authors say. (Balter’s
firm, BzzAgent, does that very thing.l In
this consumption-obsessed society, there
are plenty of people whe enjoy chatting
about products almost as much as using
them. Much of e reads like an ex-
tended testimaonial and sois a fing intro-
duction to this technigue.

The Ten Faces of Innovation: IDEQ’s
Strategies for Beating the Devil’s
Advocate and Driving Creativity
Throughout Your Organization

Tom Kelley with Jonathan Littman

A Thhleday, 2ios)

IR

If your innovation efforts still rely on focus
greups, brainstorming, and other cld
tricks, this second book from design firm
IDEC will introduce you to some new
thinking on new thinking. Anyone who has
studied the progress of consumer product
innavation, however, is probably already
familiar with the Anthropelogist, who
watches how people behave; the Experi-
ence Architect, who considers the con-
sumear’s overall interaction with a product;
and many of IDEQ's other archetypes. And
the self-congratulatory tone can be grating.
still, the book’s detailed, often quirky ex-
amples will inspire some of thosa looking
to expand their innovation horizons.

JOUN 1 LANDRY
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Engineered for men.
O 1111 T

SCHAFFHAUSEN

CHRONOGRAPH
AUTOMATIC

O)

SCHAFFHAUSEN
SINCE 1868

He'll have to walt.
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., Portuguese Chrono-Automatic. Ref. 3714: In 1868, watchmaker F. A, Jones
founded the International Watch Company in Schaffhausen. Since then, cur
enginears have developed many of today's legendary timepieces -
tha Ingenigur family, the Pilot's Watches, the Da Vinci and the Agua-
timer series. It's good to know that our watches aren't just packed
with technical advances, But also with the passion of our engineers.
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WWZ Schaffhausen, Switzerland, www. iwe. ch
Far an authorized retailer nearest you, please call (800} 432-2330, or visit our website.
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“Novartis drove my cancer
into remission in 35 days.
Now I’'m going for my PhD.”

Suzan was fighting a losing battle against a deadly form of cancer.
She dropped out of school. She lost weight, her hair, and at times, her will
to live. Then, a Novartis medicine put her cancer into remission in just
35 days. No one can promise what the future holds for any cancer patient,
but today Suzan is back—into life and into a PhD in biclogy.

Think what'’s possible

NOVARTIS

www.us.novartis.com
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HBR CASE STUDY

NOVIMBLER 2005

Ireland’s booming
economy lured
John Dooley home
six years ago. Is it
strong enough

to keep him there?

Riding the
Celtic Tiger

by Eileen Roche

S HE WALKED INTQ WORK 0N a rainy
A'I'hursday momning, John Dooley
[l cheerful despile the bleak weather,
Biosol, Lhe global hiolechnology cor-
poration he worked for, had recentLly
made significant progress in ils Lhera-
peulic anlibody lor Lhe trealmenl off
adult and juvenile asthma. I Lhe mo-
menlum continued, il would mean
great things not only for the company
bul alse for Lhe thousands of people
who suffered from the illness. On a per-
sonal level, John's own carcer could get
arcal boost aswiell, Hadn't hisboss, Niall
Doyle, said as much yesterday, when
he told John that corporate headgquar-
Lers was impressed and suggested they
meet today to talk about future plans?

Last might, alter Lhe children had
gone to bed, John and his wife, iona,

had conjecturcd what that might mcan
for their family. John was the vice pres-
idenit of stralegic rescarch now; maybe
he'd be promoted Lo direcLor of his divi-
sien? Or perhaps Lhe company wanled
Lo Lap him lor a new project allogelher?
John had always loved the starltup
phase of aprojecl—Lhe feeling ol endless
possibilily, Lhe challenge of assembling
the right team, the excitement of dis-
covering somelhing enlirely new.

Hc was finishing off his cup of tca
when Doyle knocked on his open office
door, “Morning, John, Thought I'd find
vou in here carly”

“Nially” he smiled, “What can I do for
you?”

Duoyle sat down and came right to the
poinL#Good news, John. As | mentioned
vostorday, the people in California arc
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impressed. ad Lo wait until Lhis mom-
ing to tallk to you officially, though,
The eight-hour ime difference can be
a hassle, all right, but Lhat’s nol your
problem—at least, nol yel,” he grinned.
#l Lalked Lo Carl last nightl, and he
thinks, and | agree, thal you're Lhe
Tighl man for Lhe job—Lhe direclor of
strategy job, thal is, over al headquar-
ters. It's a big jump, [ kKnow, but T've got
full confidence in you. Youw're more
than up for the challenge, I've always
cxpected great things from you.” He
beamaed. “So, what do you think?”

Truthfully, John didi't know what to
think. He hadn't even considered apro-
muotion of that magnitude. He was feel-
ing honored, excited, and overwhelmed,
all at once. He cleared his throat, then
said, “Niall, 'm floored. I'm not sure
what to say”

“Quite right. This is big news to di-
gest. Take some time to think about it.
I just want you to know you've got my
full backing.”

“Thanks, I appreciate that. And I'm
honored to be offered such a tremen-
dous opportunity. It would mean big
changes, though, and not just for me.
I'll have to talk it over with Fiona-"

“Of course, of course. It’s a big deci-
sion, you can’t go rushing in. But I hope
you realize just what this could mean
for your career. Not everyone gets a
chance like this. Besides, you and Fiona
have lived in the States before, so it
won't be a massive culture shock....
Well, I won’t keep you any longer. If
there’s anything you want to talk about,
though, the door’s always open.” And,
with a backward wave, he walked out.

Follow the Rainbow

“What an opportunity,” John thought.
“But America?” He hadn’t been pre-
pared for that.

It’s true that he and his wife had lived
there before—but on the other coast, in
Boston. He had met Fiona at university
in Dublin 20 years ago. After gradua-
tion, they’d taken a year off to travel.
They’d backpacked through Europe and

FEileen Roche (eroche@hbsp.harvard.edu)
is an associate editor at HBR.
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worked Lheir way across Ausiralia, tend-
ing bar and doing other odd jobs, but
maosLly just enjoying themselves. When
they'd retumed home o Lreland, John
had gone back Lo school, earning amas-
let’s degree in belogy. 1le and Fiona
married, and, when John wiags accepled
to the doctoral program at MIT, they
moved o Massachusets.

The truth was, it had been difficult to
make a goodliving inTreland then. Jobs
wore scarce, uhemployment was high,
and it scemad the natural choice to sct
out for grocnar pastures, A lot of Johi's
and Tiona’s fricnds and siblings had
moved abroad around that time, too.

John had 4 brother in Canada and a sis-
ter in Trance, and two of Tiona's broth-
ers lived in Imgland.

The couple had had a good life in
BBoston. John had worked al Lwo leading-
cdge firms in the arca over the course
of gix yeary, and Flona had eslablished
a namge for hersclf as a children’s book
NMustrator. They had become involved
with a large Irish cxpatriate community
and started their family,

But by 1999, things wcre turning
around al home: 'T'he Celtic ' liger was in
full force, John and Tona had attendaed
Lhree going-away parlies in the past
year for fricnds moving back to lreland,

HARVARD BUSINESS REVIEW
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and they began o wonder seriously
if they should follow suit, Why not?
They'd lelt Lo make 4 helter life Tor
themselves, bul now il scemed ey
could make aline living in Ireland. Busi-
ness wis booming, and Lhe whole coun-
try seemed Lo be bursting with possibil-
ily. 'I'he ITish govermmenl was investing
heavily in the economy; the counlry’s
low corporate tax rate and large pool
of cducated workers were attracting
companics from all over the globe.
And there was oven a burgeoning bio-
technology industry, so John's carcer
wouldn't suffor, Ultimately, the decid-
ing factor had been their young somn,

|

-
=
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Conor. They wanled him o grow up
knowing his grandparcnts and other rel-
alives, Lo learn Irish history, and Lo play
Iurling and Gaclic football rather than
braseball—a sporL neither ol them under-
stood. So,when John was offered a job at.
Biosols Iublin subsidiary, he and Fiona
decided to pull up stalkes and go home.

They had sellled in the Ballsbridge
neighborhood of Dubling which was
convenient to the office and only a short
drive away from Tiona’s parcnts in
Wicklow, John's parcnts, on the north
side of Dublin, were even closcr, The fol-
lowing year, Lheir daughter, Nicola,
had been borng now she was starting

school. In all, Johm lelt himsell" a lucky
man. e loved this cily—loved the smell
ol barley by Lhe (ruinness factory, the
bustle of Temple Bar, the hits of history
around every corner. Bul what Lo do
about this promotion?

lle picked up Lhe Lelephone and
tappced in his wifc’s mobile phonc num-
ber. When she didn’ pick up, he lell a
bricf message: “T, I've just gotten some
big news at work—higger than we imag-
ined. Give me a call when you get this?
Thanlks”

Seeing Green

At 6:00 PM, John left the office and
headed over to O'Neill’s. The pub had
been their local since university days,
and John and his friends still met up
there at least once a month. He found
Dave and Fergal already settled in a
booth when he arrived. He ordered
three pints of Guinness and walked
over to join them.

“Cheers, John,” said Fergal as he
picked up his glass. “What’s the story?”

John updated them on the day’s
events,

“That’s brilliant! You're taking it,
right?!” urged Dave, in a voice that
sounded more like a command than a
question.

“What? And move to Californiar”
Fergal interrupted. “You tried life in
the States before, remember? And you
came back home, I’'m assuming, for
good reasons—"

“John, if you say no, you can kiss any
hopes of advancing in your company
good-bye,” Dave jumped in again. “Be-
sides, it's a deadly offer,” he grinned.
“You’'ll be running the whole show in
no time.”

“There are loads of biotech compa-
nies here,” retorted Fergal. “Couldn’t you
do just as well in one of them?”

John felt a bit like he was watching
a tennis match. “Actually,” he spoke be-
fore Dave could make his next point,
“I’'ve had a few conversations with a re-
cruiter for a local company. GeneSys is
looking to hire an executive vice pres-
ident of R&D. It’s much smaller than
BioSol, though, and it doesn’t have
nearly the reputation”
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“Are you mad?” asked Dave. *You're
seriously considering turning down
an offer at one of the world’s maost re-
specled companics in Americd —‘Lhe
land of opportunity’—for a small opera-
tion in Ireland, best known as ‘a terrible
beauty’? Think of the life you could
give your children there. Think of your
career. Hell, think of the sunshine.”

Fergal countered,“Think of the earth-
quakes!”

moving Lhem Lo Poland. Who's Lo say
that’s not a sign of things to come? Re-
member what happened in lsrael a few
years ago? 'The cconomy ook ofl in
the 19908, jusl like here. Bul Lhen il
crashed — hard. What if we're next, and
I've already turned down my big chance
at BioSol?”

“Ah, go on then,” mocked Fergal, in
an over-the-top accent. “Sure, you're just
like all the rest—happy enough to pull

He loved this city-loved the smell of barley

by the Guinness factory, the bustle of Temple Bar,
the bits of history around every corner. But what
to do about this promotion?

“Whatcver [ decide, it will not be duc
to the weather or tectonic plates,” John
said, slightly frustrated. “I was hoping
for some good advice from you two.”

“Well, I spent a year in New York, and
two things stick out in my mind,” said Fer-
gal. “One, the money there is terrible -
all the same color and size. Can’t tell
you how many times [ lost track of what
I had.” At John's expression, he rushed
on. “And two, Americans don’t know
how to buy rounds—though some Irish,
I'm ashamed to say;” he looked point-
edly al Dave, *can be just as ignoranl”

“I'm going, yo muppet, But first | am
Lrying Lo save my (riend here [rom your
ludicrous waffling. Money ‘all the same
color,” Dave muttered as he walked to
the bar. A few minutes later, they were
each sipping a fresh pint.

“The Guinness isn't the same over
there, I'll give you that,” said John, look-
ing at Fergal. “But I did take to their
Thanksgiving holiday. So that’s a point
in their favor,” he sighed. “The thing is,
I know how it feels to be an expat.
You're always a bit of an outsider, you
miss the cultural references, you're far
from family. That's part of the reason
we came home in the first place.

“Bul I've gol Lo be realistic. [ low long
is Ircland’s cconomy going to keep up
like Lhis? | read in Lhe paper last week
aboul another company hat's culling
hundreds of accounling jobs here and

your chair up Lo the Lable when Lhe leasl
is on, but not willing to roll up your
sleeves and cook the meal” He winked.
“What kind of an Irishman are you?”
Even though Fergal’s tone was light,
John sensed he wasn't entirely joking.

“Relax, Fergal, I'm not turning my
back on Ireland?”

Fergal raised an eyebrow question-
ingly, then spoke. “All right, all messing
aside, | see what you're saying. But let
me ask you this: Aren’t the reasons you
came home still true? Aren’t you happy
your children are leaming Irish in
school and Conor's going to be a cracker
of a hurler? Arer’l you glad they’ve
grown so close to their grandparents,
and you can drop the kids off with them
for an hour or two with no worries?
I’'m not telling you to sacrifice your kids’
futures; 'm saying we've got one of the
strongest economies in the world right
now. Isn’t that enough?”

Without giving John a chance to
reply, Dave spoke up. “Look, I'm all for
Ireland-1 live here myself, you might've
noticed. But a chance like this doesn’t
come along very often. This is a big step
in your career — more money, more re-
sponsibility, more everything. I don’t
want you Lo Lhrow iL away because ber-
gal hore starts singing “The Ticlds of
Athenry’ and you gel all sentimentLal.
What does Fiona have to say about all
ol Lhis?”

HAEVARD BUSINESS REVIEW



“We only talked briefly on the phone
today; she was happy for me, of course,
but she definitely haat'L started packing,
We're going Lo have g serious conversa-
tion when | gel home.” John checked his
watch. “Right, 1 should be off. Talk to
you later” He stood, put on his coat, and
waved as he left the pub.

Opportunity Rings

John was stifling a yawn when the
phone rang in his office Friday morning.
He and Fiona had been up half the night
talking about the pros and cons of relo-
cating. As an illustrator, she wasn’t tied
to an office, but she did have definite
attachments to their community. She
was reluctant to give them up and was
concerned about how Conor and Nicola
would adjust to a new culture. John was
concerned, too, but they agreed that
exposing their children to a new country
wouldn't be all bad. They'd widen their
horizons, and some of the best schools
in the world were located in the States.

He picked up the receiver, “Yes? John
Dooley here”

“T'm glad T found you in, John. TUs
Suzanne White. 1 was wondering if
you've given any more thought to the
executive position at GeneSys we talked
about last week?”

“Suzanne, hello. Thanks for calling. [
have been considering it, yes. I have to
be honest, though, my circumstances
have changed since last we spoke. I was
offered a new position here at BioSol,
which rather complicates things”

“Oh, 1 see. Of course, | understand,
but before you make a final decision,
could I persuade you to meet with Tim
Clarke, the CEO? He's eager to speak
with you. Talking with him about his vi-
sion for the company, and how you fit
into it, might help you decide.”

John agreed and arranged for a lunch
meeting the following week. “It can’t
hurt to listen,” he thought. “And I would
like to stay in Ireland.” But was that a
good enough reason to turn down the
promotion at BioSol?

Should John choose country or
company? s Five commentators offer
expert advice.

NOVEMBER 2015
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First make the macro decision: Where is my life
headed, and what do | want it to mean? Then make
the micro decision: Where will | work?

Afew decades age, many people emi-
grated from India tothe United States
to pursue economic opportunity. These “pro-
fessional refugees” may have adjusted well
to their new lives, but most maintained
strong emotional and familial ties to their
homeland and harbered a desire to return
somaday. Because there was such disparity
between the opportunities available in India
and those available in the United States and
Great Britain, however, the head had to over-
rule the heart, and few €migrés actually
moved back home.

Today, thaugh, it's possible to make deci-
sions with your head and yourheart in agree-
ment. Many nations—such as India, China,
and lreland — are solidly on the path of
arowth. You are as likely to be designing
next-generation chips for Intel in Bangalore
as you are in Silicon Valley. We can expect
to see the occasional blip, but there's no gues
ticn that the fundamentals for long-term
growth are in place.

Turning to the case study, John Dooley
should think about his choice in terms of
growth, relative positioning, and impact.
Given the state of their development com-
pared with the United States, countries like
Irzland and India are more likely to sustain
high cverall growth rates of 8% or 9%. The ris-
ing tide in these countries will result in much
wider and more attractive opportunities.

Next, relative positioning. Feople who
have studied and worked in the United
States, like me and like John, are typically at
an advantage in their home countries. The
exparience and perspective gained by hav-
ing worked in what is viewed as the most
commercially advanced environment opans
many doors. But, in the United States, the
fact that John is an Irish expatriate would be
neutral—it would not give him an edge.

Finally, many returning €migrés find satis-
faction intheir ability to have real impact in
thair home countrias, One can, of course,

make a centribution anywhere, but here in
India the impact canbe dramatic. In 2000, for
instance, | was involved in starting the Ak-
shaya Patra Foundation, an organization that
feeds children in government-run schoaols.
Today, we feed 253,000 kids a day. In many
schools, the program has increased atten-
dance from less than sow to more than gos.
The program costs only about 522 per child
for a whole yzar, and it has set an example
that the federal and many state governments
are beginning to follow,

To me, John's decision is a no-brainer. |
left India at age 17. | was educatad in the
United States, had a very good lifethere, and
found terrific epportunities as a manage-
ment consultant, invastmeant bankar, and
private equity investor before returning
home in 1999 to start the first independent
venture capital fund in India. At that time, it
wasn't clear that India was going to take off
economically, and very few professionals
were making their way back inthis direction.
In the past six years, however, the combina-
tion of economic opportunity, closeznass to
family, and the ability to make a difference
has been unbeatable. There are, of course,
tha frustrations that come with poor infra-
structura and visible poverty, but they oftan
provide me with the energy to work even
harder in the hope that my businass will
mean somathing.

When facing a professional crossroads,
first you have to make the macro decision:
Where is my life headed, and what do | want
it to mean? Then you make the micre deci-
sion: Where will | work, and which job will
I hold? In matters this impertant, you can't
let the micro concerns drive the macro. Jehn
doesn’t nead to leave Ireland to have a suc
cessful career; the country is doing well eco-
nomically. But should things go sideways
there, then maybe itwould be time, as Fergal
suggests, for John to roll up his sleeves and
help move his country forward.
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ohn appreaches his opportunity in the
_Jclassic way, by making a list of pros and
cons. It ism’t surprising, therefore, that by
the following day he is no further ahead in
his thinking. A more productive approach is
to create scenarios to see how the decision
might play out. For example, assume Jehn
accepts the job, then looks back at this me-
ment three years later. He should ask him-
self, “What will have had to fall in place for
this to be the best decision of my life?” He
should alsoforce himself to unfold the events
that would have made this the worst deci-
sion of his career. The process of creating
those scenarios and evaluating the assump-
tions that would make them come to pass
will not only guide his decision but will also
suggest aspects of the offer he should take
care to negotiate,

Inoutlining the two scenarios, John should
address three separate perspectives along
what | call the“carear triangle”—profassional
development/impact, lifestyleffamily, and
compensation/financial —and focus on what
really matters ineach. So, for instance, John's
good scenario might include family suc-
cesses such as finding a terrific new heme,
first-rate schools for the kids, and interasting
illustration projects for his wife, Fiona. Cn
the professional development front, John
could discover a real love for higher-level
strategy work and his ability to add more

far their funny accents. John rzalizes that he
is embroiled in shallow MBA-type work that
he scorned as a scientist and that he's far
from the real action at Biosol, which is all
about discovering new cures. California
proves to be so incredibly expensive that
Jehn is not really ahead of where he was fi-
nancially, and, to make things worse, the fam-
ily is stranded - the only way to get back to
Ireland is for John personally to incur the
cost of quitting and relocating. If this tale of
woe were to become manifest, John would
curse his decision.

The valug of drawing these two scenarios
is that now John can approach the decision
systematically by assessing the likelihood of
these various outcomes and actually manag-
ing some of the issues. To dothat, John can
reflect on what he already knows from visits
to California and interactions with collzagues
there. Another trip, with Fiona, might make
sanse to get the feel of the place. He can
schedule a phone call to the executive who
would be his boss and get a better idea of
the real substance of the job: What is the day-
to-day routine liker What constitutes suc-
cess? Scenario planning can also help mini-
mize risk. For example, John might ask for
aformal checkpoint in, say, two years and an
agreement that, it either side feels it's time
for a change, the family can move back at
company expense, without angst.

Scenario planning can help minimize risk. John
might ask for a formal checkpoint in two years and
an agreement that the family can move back at

company expense.

value than the typical American executive.
As an Irishman with a doctorate frem MIT,
he might even enjoy some celebrity at head-
quarters. Success onthe financial dimension
might simply mean deing better after ac-
counting for the difference in cost of living.
Put it all tegether and accepting the prome-
tion looks like a very good decision.

In the bad scenario, however, Ficna cant
break intolocal professional networks or the
social scene, and the children are ridiculed

Is it important to go through the same
kind of process with the opportunity offered
by the Ireland-based start-up? In my opin-
ion, no. John should politely decline it and
stay focused on his future with BioSol. My
guass is that Jehn is not an entrepraneur at
heart; ctherwise he wouldn't be so happy
and successful in a big multinational. But,
even if heisthe start-tp type, he'll have other
opportunities—and they'll only get better as
he rises through the ranks at Biosal.

TTARVARD BIISTNTSS RTVIRW
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?ﬂ%q‘ can sympathize with John, because there  tribute more directly to the growing bio-
Ty . . e
f [ 4 are many parallels between his career  technology industry. By June 2005, SFI's
1?... - §:: and my own. My wife and | are both scien-  biotech division had invested <170 million
I““‘ = & tists, and we movad to San Diego in 1988  in 84 principal investigators and their re-
\ T _,,' for our pestdoctoral studies. At the time,  search teams. These experts represent a crit-

N S . . L .
Wia ) staying in lreland wasn't a real choice —we  ical mass within the academic research com-

o

simply couldn't dothe cutting-edge research
we wanted to there. In California, we were
able to rub shoulders with the pionsers of
the bigtechnology industry, Four years later,
we moved to Boston, where | worked for a
campany headquarterad in Switzerland,
where we also spent two years.

Those were all positive experiences, but
the factis, it's easierto be inyour home coun-
try; you've got a support structure there, you
have family, you know how things work. In
the late 19908, we began to see that opportu-
nities ware emarging for us in Ireland. 3o,
we moved back home and found a sense of
optimism and possibility that hadn’t existed
3 decade before.

By now, everyone has heard of the con-
tributing factors of the Celtic Tiger—low cor-
porate tax rates; a strong education systam;
a skilled, English-speaking workforce; a com-
mitment to investment, In zeog, for instance,

Ireland has made a long-term commitment
to growing the biotech sector, and John
can be just as successful here as he would
be in the United States.

Science Foundation Ireland was establishad
tohelp ensure the nation’s long-term compet-
itiveness. SFI has received €640 million in
government funding, and that's just one
agency. It works in conjunction with other
government agencies, like Enterprise Ire-
land and IDA Ireland, to foster collaboration
between universities and the private sector
to strengthen the knowledge-based economy
that is Ireland today.

When | returned te Ireland, | set up Hiber-
Gen, the first genemics-based drug-discovery
company in the country. Several years later,
I jeined SFI sothat | could participate more
fully in shaping academic research and con-

munity and serve as a huge attractant to
companies of all sizes to parform researchin
Ireland.

John need not be overly concernad about
Ireland’s econemic stability. By all accounts,
the republic is thriving. Twenty-five parcent
of all foreign domestic investment into Eu-
rope comes to lreland, and its per capita
CDP is higher than Germany, France, and
Great Britain. Moreover, Ireland’s participa-
tion in the Lisbon Agenda, which states that
3% of GDP will be spent on R&D by 2010,
will creata more opportunitias for growth.

That's not to say there isn't room for im-
provemeant. Setting up a business here isn't
as cost-effective as it once was because labor
isn't cheap. To stay competitive, we need
othar incentives, like skilled workers and a
strong infrastructure. We need to better ad-
vertise the fact that revenue generated
from intellectual property created in Ireland
is 100" tax exempt. That's a powerful incen-
tiveto do research here. The government also
neads to consider giving deeper tax breaks
to individual researchers who relocate to
Ireland. And there should be constant invest-
ments in improving reads and other infra-
structure. Finally, Ireland’s key priority should
be to broaden the activities conductad by
the huge embedded multinationals from
manufacturing to research and knowledge-
based work.

My advice to Johnisto stay in Ireland. His
roots are here, and he appears to long to
remain in his home country. He'll probably
travel to numarous countries with his new
company to collaborate with experts, and that
will kezp him abreast of the constantly evaly-
ing biotech sector Of course, there’s always
geing to be an element of risk—that’s the na-
ture of the industry. But Ireland has made a
long-term commitment to growing this sec-
ton and John can be just as successful here
as he would be inthe United States.

TTARVARD BIISTNTSS RTVIRW
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For reservations or mare information, please call your local travel agent
of Thai Airways at 1-800-426-5204,
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COMMENTARY - Should John Choose Country or Company?
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Although BioSol's market is high-tech, its expatriate
management is old school and paternalistic.

—l_ he real problem here is that BioSol is at
risk of losing avaluable employee, and it
doesn't even know it. Although BioSol’s mar-
ket is high-tech, its expatriate management is
old schoel and paternalistic. To properly
manage talant, Biosol will need to abandon
its backroom pelitics, cpen up communica-
tions with its key employees, and recognize
the importance of involving family and offer-
ing support during major transitions.

Baclcroom Politics. There sure seems to
be a lot of smoke in the back room as Niall
Doylein Ireland and the executives in Califor-
nia decide that John is the right man forthe
job. They assume he will see the opportunity
as too good to pass up, but they haven't
chacked to see whether he would even con-
template leaving Ireland. This gap in think-
ing might be generational — members of
Cenarations X and ¥ tend to strike a different
workflife balance than earlier generations —
but smart leaders would have taken that dif-
ference into account.

It's also clear that the headquarters staff
don't recognize the challenga of cross-cultural
adjustments. Perhaps they assume that “inpa-
triation” is easier than expatriation because,
farthem, HQ is home. Whataver the reason,
they nesd to broaden their perspactive, ap-
preciate that international assignments in-
eyitably cause upheaval in anemployeg’s lite,
and act accordingly.

One way to head off potential problems
from the start is to announce the availability
of certain key jobs to a select group of eligi-
ble employees, with an invitation to consider
applying. This would attract interested em-
ployees instead of forcing anyene into an
unwantad position.

Active Communication. On the surface,
Biosol seems to have avoided a commontrap
in managing foreign assignments: poor cul-
tural adjustment. BioSal knows that John
adapted succassfully to life in the United
States several years ago-—at least in Boston,
with its strong Irish community and tradi-
tions—so, no problem, right?

Wrong. Does the company know whether
John has encugh experience to run the
glebal strategy team in California? More im-
portant, has the firm offered him what he
neads to make an informed decision? Niall
gives John "some time to think," but what
Jehn really needs is mere infermation about
the job,the package, and his prospacts. Could
John return to lreland in a more senior rele
in afew years? If heturnsthe position down,
does he have othar options at Biosol?

Companies interested in holding on to
their talent should have regular conversa-
tions with key employees about thair jobs,
careers, and outlock. If Niall and Jehn had
had such a conversation, for example, Niall
would probably have learned about the head-
hunting a leng time age.

Transition Support. It is imperative to
involve an employee’s family in life-altering
decisions. Spousal satisfaction and adjust-
ment are crucial for successful expatriate as-
signments. And given that few women today
are willing to sacrifice their professional lives
for their husbands’ ambition, BioSol should
acknowlaedge Fiena's indepandent carser
The company should prepare a package and
a plan and involve her in the discussions.

Also, it's likely that executive management
has been considering who would fill the top-
team position for some time, and they are
probably ready for Jehn to move into his new
position pronto. This is aftentrue for intarna-
tienal assignments; unfortunately, it means
they rarely come with enough lead time to
arrange a smoeoth transfer at both ends. This
puts an added strain on the employes and
results in a sloewer read te top performance.

Finally, BioSol should provide coaching.
Jehrs friends may offer their advice, but thair
own aspirations and ideas compromise their
judgment. Werking things cut with an objec-
tive professional is more likely to result in
making the right decision. V)
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Interesting things happen when voice, video, web and chat
are all in the same place. A merchant in Kyoto can replenish a shortage
of genmai tea before a stere in Berkeley runs out. And everything from
inventory 1o shipments to the price of tea in China or Japan can be made visible.
Centuries-old tradition, mest IP Communications.
Learn how Cisco is helping change business at
cisco.com/poweredby.
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What if everyone settled for average? What if nobody raised the

bar? What if everyone decided to let someone else figure it out?
At ConocoPhillips, we're not only finding new sources of natural
gas, we're developing new technologies to solve the demanding
increase in global energy needs. By investing in Russia’s oil and
natural gas reserves, the world’s second largest, we're helping
ensure global energy production for decades fo come. Turning “what ifs”

info “what’s next” is just another way we elevate.
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DIFFERENT VOICE

Are You Working Too Hard?

A Conversation with Mind/Body Researcher Herbert Benson

|s stress good or bad for
you? The answer is both.
New research demonstrates
that managers who learn
to regulate stress can be
more productive and
happy at work—and do

the same for their teams.

NOVIMBLER 2005

MANAGERS APPLY pressure tothom-
selves and theirteams in the belicf
Lhat it will make them more produc-
Livie, Alter all, slress is aninlrinsic part
of work and a critical element ol achieve-
menl; withoul a certain amount of {L,
we would never perform al all.

Yel Lhe dangers ol burnoul are real.
Sludies ciled by the Nalional Inslilule
for Occupational Salety and lealth
{(NTOSH) indicate that somac qow of all
workers today leel overworked, pres-
surcd, and squeczed to the point of
anxiety, depression, and disease. And
the problem is gotting worse, thanks
to ntensified competition, rapid mar-
ket changes, and an unending strcam
of lerrible news aboul natural disas-
ters, torrorism, and the state of the econ-
omy.'I'he cost Lo employers is appalling:
Corporate health insurance premiums
in Lhe Uniled Stales shot up by 11.2% in
2004 —quadruple the rate of inflation—
according Lo survey ligures (rom Lhe

Henry . Kalser Tamily Doundation.
Today, the American Institute of Stress
reporly, roughly 60w of doclor visits
stemmn [rom stress-related complaints and
llnesses: In Lolal, American businesses
lose $300 biliom anmually Lo lowered
produclivily, absenteeism, health-care,
and related costy slemming rom stress.

50 Lhe question is: When does stresy
help and when does iL hurt? 'lo iind
out, HBR scnior editor Bronwyn Tryer
talked wilh Ilerbert Benson, M.1).,
founder of the Mind/Body Medical In-
stitute in Chestnud |, Massachuselts.
Also an associate profossor of medicine
at Harvard Medical School, Benson has
spent more than 35 years conducting
research in Lhe fields of neuroscience
and strass, He 1s best known for his 1975
bestseller, The Relaxation Response. 1le
first deseribed a technique to bring
forth the complex physiologic dance
belween stress and relaxalion, and the
benelits Lo managers of practices such
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aemedilation,in these pages in“Your In-
nate Asset for Combating Stress” (July—
Augusl 1974). 1is most recent book is
The Breakout Principle (Scribner, 2003)
wilh William Proclor.

Benson and Proclor have lfound thal
managers can learn o use slress pro-
duclively by applying Lhe *hreakoul
principle” a paradoxical aclive-passive

(nley compliance, Lhe impactl of China
on their companics” markets, the state
of Lhe economy, Lhe world oil supply,
and so on. Additdonally, people bring
Lo work Lhe stress aroused by dealing
with family problems, Laxes, and tralTic
jams, ag wel| ag anxieties stemming rom
a conlinuous diet of bad news Lhal up-
sels them and makes them leel helpless—

The relaxation response is a physical state of deep
rest that counteracts the harmful effects of the

fight-or-flight response.

dynamic, By using simple techniques
Lo regulale Lhe amounts of stress one
feels, @ manager can increasce perfor-
mance and productivity and avoid bum-
out, In this edited conversation, Ben-
son describes how managers can Lap
into their own creative insights, hoost
their productivily al work, and assist
their teams to do the same, He is quick
Lo acknowledge the large part Proctlor's
thinking has played in the ideas he dis-
cusses here.

We all know that unmanaged stress
can be destructive, But are there
positive sides to stress as well?

Yos, but Lot’s define what stress s first,
Ytressis aphysiological response Lo any
change, whether good or bad, thal
alerts Lhe adaplive light-or-flight Te-
sponse in Lhe brain and the body. Goed
slress, alvo called “eustress)” gives ug en-
ergy and motivales us L strive and pro-
duce. We see eustress in elite athleles,
crealive arlisty, and all kinds of high
achicvers. Anyonc who's clinched an
important deal or had a good perfor-
mance revicw, for cxample, cnjoys the
benctits of custress, such as clear think-
ing, focus, and creative insight.

But when most people talk about
stross, they are referring to the bad kind.
Al work, negalive stressors are usually
the perccived actions of customars,
clienLs, bosses, colleagues, and employ-
ces, combined with demanding dead-
lines. AL the Mind/Body Medical Imsti-
Lute, we also cncounler excoutives
who worry incessantly aboul Sarbanes-
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hurricancs, politics, child abductions,
wars, Lerrorist allacks, environmental
devastation, you name it.

Many companies offer various kinds
of stress-reduction programs, from
on-site yoga classes and massage

to fancy gyms to workshops. What's
wrong with these?

I critical Lhat companies do somelhing
1o address the rampant nogative cffects
of workplace siress il they wanl Lo com-
pete eftectively, but often the Kinds of
programs they institute arc stopgaps.
HR may bring in a lecturer once or twice
ayear or setup Lai chi sesstons and urge
cveryone to go, but fow people show up
hecause Lhey leel they can’L lake Lhe
Ume Lo cal their lunch, much less spend
an hour doing somelhing perceived as
bolh unrelated Lo work and relaxing Lo
hool. Unless the leadership and cullure

explicitly encourage people Lo join in,
cmployees will continue to fecl guilty or
worry Lhal Lhey’ll be seen as slackers ir
Lthey go.

‘I'his slale of allairs is inexcusable iMnyou
look at Lhe billioms lost Lo absenleeism,
Lurmewver, digabilily, insurance costs, work-
place accidents, violonce, workers com-
pensalion, and lawsuils, nol Lo menLion
the cxpense of replacing valuable cm-
ployees Tost to stress-related problems,
Lortunately, cach of us holds the key for
managing stross, and leaders who lcarn
t0 do this and help their cmployees to
do likewise can tap into cnormaoeus pro-
ductivity and potential while mitigat-
ing these costs,

What is the science behind your
latest research, and what does it
reveal?

Hirsl, leLme say thal we al Lhe Mind/Body
Medical Tnstitute didn't discover any-
Lhing new. 'I'ne American philosopher
William James identificd the breakout
principle in his Varieties of Refigious
Experience in 1902, What we sct about
Lo do was explore Lhe science hehind
what Jamas had identificd.

Over Lhe pasl 35 years, our leams have
collected data on thousands of subjocts
rom population studies, physiologic
measuremants, brain imaging, molccu-
lar biology, biochemistry, and other ap-
proaches W measuring bodily reactions
Lo stress. From Lhese we identlilied the
relaxalion response and could see how
powerlul it wag. 1L {s a physical stale of

The Yerkes-Dodson Curve

Stress is an essential response in highly competitive environments. Before a race,

before an exam, before an important meeting, your heart rate goes up and so

dees your bloed pressure. You become more focused, alert, and efficient. But past

perforrnancs
ot el

X »
STFCSS O AMHIeTy

# certain level, stress compromises
your performance, efficiency, and
eventually your heath. Two Harvard
resaarchers, Rebert M. Yerkes and
John D. Dodson, first calibrated the
relaticnship between stress and per-
farmance in 1908, which has been
dubbad the Yerkes-Dodson law.
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deep resl thal counteracts Lhe harmiul
cffects of the fight-orflight responsc,
such asincreased hearl rale, blood pres-
sure, and muscle wension,

Neurologically, whal happens is Lhis:
When we encounler a sLressor al work—
2 difficult employee, a Lough negolia-
tion, a tight deadline, or worse —we can
deal with iL for a litle while helore Lhe
negalive elTecls setin. Bul il we are ex-
poscd for cxeessively long paeriods to
the fight-or-flight response, the pres-
sure on us will become too great, and
our system will be flooded with the
hormones epinephrine, norcpineph-
ring, and cortisol. These cause blood
pressure to rise and the heart rate and
brain activily Lo increase, elTecls Lhal
are vory deleterious over time, But our
latest findings indicale Lhat by com-
pletely letting go of a problem at that
puint by applying certain triggers, Lhe
brain actually rearranges itself so that
the hemispheres commmunicale better.
Then the brain is better able to solve
the problem.

‘The best way Loumderstand thismech-
anism is to go back nearly 100 years to
Lhe work of lwo | larvard researchers,
Robert Yerkes and John Dodson, In
1908, Lhese Lwo demonsirated thal efTi-
clency increases when slress increases,

Anyone who's clinched
an important deal or

had a good performance
review enjoys the
benefits of good stress.

but only up to a point; after that, per-
formance (alls of 7 dramatically {see Lhe
cxhibit “The Yorkes-Dodson Curve™).
We found thal by Laking Lhe sLress level
up o the Lop of the bell curve and then
effectively pulling the rug oul from
undaer it by turning to a quicting, reju-
vendling activity, subjecls could evoke
the relaxation response, which offec-
Lively counleracts the negalive elTects

ol Lhe stress hormones. Molecular
studics have shown that the calming
Tesponse reledses Hille “pulls” of nitric
oxide, which hgs been linked to Lhe pro-
duction of such neurolransmillers as
endorphing and dopamine. These chem-
jcals enhance general leelings of well-
being. As the brain quiets down, anoLher
phenomenon that we cdll “calm com-
motion”—or a focused increase I activ-
ity—takcs place in the arcas of the brain
associated with attention, space-time
concepts, and decision making,

In cliciting the relaxation responsc,
individuals cxpericnce a sudden cre-
ative ingight, in which the solution to
the problem becomes apparcnt, This is
4 momentary phenomenon. There-
after, the subjects entor a state of sus-
tained improved performance, which
we call (he *new-normal”slate, because
the breakLhrough elTecl can be remem-
bered indefinitely.

We [ind Lhis Lo be an intriguing phe-
nomenon, By bringing the brain to the
heighl of activily and then suddenly
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moving il inlo a passive, relaxed stale,
it’s possible to stimulate much higher
neurcelogical performance than would
olherwise be Lhe case, Over lime, sub-
jects who leamn Lo do Lhis a8 4 maller
of course perform al consistently higher
levels. 'I'he effecl 1 particularly notice-
able in alhletes and crealive artists,
bul we have also seen il among the
businesspeople we work with.

S0 how would a manager actually
go about tapping into the breakout
principle?

A Dbreakout scquence occurs in four
steps. The fivst step is to struggle might-
ily with a thorny problem. Tor a busi-
nessperson, Lhis may be concenlraled
problem analysis or fact gathoring it
can also simply be thinking inLentLly
about a stressful situation at work -
4 tough employee, a performance co-
nundrum, a bhudgetary difficulty. The

olhers look al paintings Lhey love.
Some relax inoa sauna or take a hot
shower. Sl others“sleep on iL” by Lak-
ing anap or geling 4 good night's resl,
having a meal with rriends, or lislening
Lo their lavorite calming music. One
mele executive | know relaxes by doing
needlepoinl. All of Lhese things bring
aboul Lhe menLal rearrangement Lhal
is Lhe lfoundation for new insights, so-
lutions, and creativity. The key isto stop
analyzing, surrcnder control, and com-
pletely detach yourself from the stress-
producing thoughts, When you allow
your brain to quict down, your body
releases the pufts of nitric oxide that
make you feel better and make you
more productive.

One cgecutive we observed was wor-
ried aboul a big presentation she had Lo
make before some top-level managers.
She worked and worked on iL, but Lhe
harder she worked the more befuddied

Efficiency increases when stress increases,
but only up to a point; after that, performance

falls off dramatically.

kcy Is to put a significant amount of
preliminary hard work into the matter,
Basically, you want to lcan into the
problem Lo get Lo Lhe top of Lhe Yerkes-
Dodson curve,

You can Lell when you have neared
the Lop of Lthe curve when you stop leel-
ing produclive and starl feeling stressed.
You may have unpleasant feelings such
ds anxdely, learfulness, anger, or bore-
dom, or you may leel like procrastinal-
ing. You may ¢ven have physical symp-
toms such as a headache, a knot in the
stomach, or sweaty palms, At this point,
it’s time to move to step two.

Step two involves walking away
from the problem and doing something
utterly ditferent that produces thoe re-
laxation response, 'There are many
ways todo this. A ten-minute relaxation-
Tesponse exercise, in which you calm
your mind and focus on your out-breath
while disregarding Lhe thoughts you've
been having, works cxtremely well, Some
people go jogging or pet a furry animal;
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sha became and the more anxicty took
over. Tortunately, she had learned to
cvoke her relaxation response by visit-
ing the art museum near her office. 5o
she did, Aller a while, she [ell asense of
LoLal release as she stood Lhere looking
al her lavorite piclures. Al Lthal point,
she suddenly had the ingight Lhat she
way Lrying Lo cover Loo many Lopics al
once and needed Lo pare down the pres-
enlalion Lo 4 single, overriding concepl
she could Mustrate with solid exam-
ples. She felt inspited and conflident that
she had the answer. She wont back to
the office, redid the presentation and,
feeling relaxed and happy, went home
for the day,

This third step— gaining a sudden in-
sighl—1is the aclual breakout, Breakouts
arc also often referred to as“peak cxpe-
riences” “llow” or “being in the zone”
Elitc athletres reach this state when thoy
train hard and then lel go and allow Lhe
muscle memory Lo Lake over. They be-
come completely immersed in what

Lhey're doing, which leels aulomalic,
smooth, and cffortless, In all cases, a
breakoul iy experienced as 4 sense of
well-being and relaxation thal brings
wilhil anunexpecledingight ora higher
level ol performance. And iCys all Lhe Te-
sult of & gimple biological mechanism
Lhat we can Lap inLo al will.

The limal step is the relum Lo Lhe new-
normal state in which the scnse of sclf
confidenee continues. The manager who
rcorganized her prescntation, for cxam-
ple, came in the next morning knowing
all would be well. The meeting did go
well, and she received accolades for her
work from her bosses and colleaguces,

Does a breakout occur all the time

or just occasionally? What percent-
age of people, according to your
research, experience breakouts in
this way?

We don’t yet have hard data on this,
bl anecdotally | can tell you thal when
you compare groups of people who
have been trained o evoke Lhe relax-
ation response to groups who lack such
Lraining, the former experience break-
outs much more frequently, About 25
of people trained in this process, and
sometimes many more, can reliably
reach the breakout stage.,

Can teams or groups do this
together or somehow feed off

one another?

Certainly. 'The benelils ol mind/body
management are by no means Kmited
Lo individuals. Those who become
skilled in these Lechniques can also ex-
pecl o have an exponential impacl in
groups or tcams; they can work together
Lo solve organizational problems as
part of what we might call a mind/body
orchaestra,

Let me give you an cxample of how
this works. A fow years ago, throo soft-
ware cxecutives with whom we had
worked spenit Lwe days Lrying Lo cajole
vanture capitalists in Singapore to fund
several projecls having Lo do wilh anew
kind of cncryption technology, They
had all thought long and hard aboul
the problems with encryption, both gt
Lheir home ofTice in the Staltes and in
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their preparalions lor Lthe Singapore
presentation, This produced significant
levels of slress hormones.

Aller the meetings finally ended, the
Lhree of Lhem Look a cab Lo the aitporl.
The drive was long, and they all fell they
could fimally let their hair down and
relax. Through no planning on anyone’s
parL, Lhe envitonment in Lthe Laxi pro-
duced the required break rom prior
thinking patterns and emuotions. The
sense of relict, the release from days of
high strcss, the focling of camaraderic,
and the mentally lulling ride in the dark
taxi clearly triggered the relaxation re-
sponse. That put them all in s neurolog-
ical position to focus and think clearly
aboul encryption.

The inventor of the technology was
the most crealive thinker ol Lhe Lhree,
the one who could best integrate his loft-
and righl-brain ranclions. | le tossed oul
a thought that had just come to him
for a revolulionary producl. The oLhers,
who were more lincar and practical in
their Lhinking slyle, got excited and
chimad n with all Kinds of qucstions
and ideas for markeling and selling il
By the cnd of the cab ride, the trio had
fashioned an entircly new eneryption
product—without taking a single note as
the final idea cmerged ntheir minds.
They filed a provisional patent three
weely allerwards and their linal patent
application one year later, They are now
selling a version of Lthe product as parl
ol amultimillion-dollar enLerprise.

Unwinding after a long trip is one
thing, but if you were a manager
dealing with a project teamin a
conference room, what might you
do to evoke a breakout?
Tirst, Twould lay out a picture of an cs-
pecially difficult project, T'd ask every-
one to come to the mecting having
thought very hard about their particu-
lar task and how that task affects other
parls ol the projecl. I would open the
meeting by saying something about
whal we were all Lrying Lo achieve.
Then T would tell the group that we
want o shift our Lhinking Lo produce
4 breaklhrough ided, and we can do
Lhal by evoking Lhe relaxalion response.

NOVIMBLER 2005

When | work with groups of people,
[ ask them to close their cyes and relax
all their muscles, beginning at Lheir
[eel and progressing up [rom e feet
and legs through Lhe worso, and finally
Lo Lheir shoulders, neck, and head. |
ask them Lo locus on brealhing slowly
Every time they breathe out, they
should silenLly say & word or phrase Lhat
is porsonally meaningful to them, 1ike
“calm™ or“peace” If they happen to be
religious, they might say something like
the first line of the twenty-third psalm,
[ instruct thom not to worry about what.
they're doing or what they attach to the
thoughts that come into their heads;
they should just say to themselves, “oh
well,” and retum Lo Lthe repetition. This
process goes on for about eighl Lo Len
minutes. When they mish, Lhey sil qui-
elly wilh their eyes closed for a minute
or so and a4 moment longer with Lheir
CyCs open.

Aller this exercise, they can begin Lo
focus on the assignment, It’s very likely
Lhat mare than one ingightil salalion
will conerge from the group.

It's hard to imagine any leader doing
that. It sounds much too soft.
Actually, it's not soft at all, It’s a matter
of learning Lo shill our intemal biology
at will so that we increase production
of milric oxide and the neurolransmit-
Lers gesocialed with well-being and in-
creased crealivity. And ir you Lhink
aboult i, most people experience break-
Lhrough moments 4t one Lime or an-
olher. Managers can doubtless recall
Limes when Lhey've had an “aha” mo-
ment at the gym or on thae golf course or
in the shower. All T'm saying is that it
is possible toleverage this invaluable bi-
ological tool when we want or need to.,
It sometimes takes a scrious llness
caused or exacerbated by stress for
people to have their “aha” moments,
One well known CEO we worked with
spent years pulling in mere Lhan 6o
hours a week at his intensely stressful
job. e came tous aller he had been di-
agnosed with a silent heart attack, His
world had completely lumed upside
down. He took a leave of absence from

work Lo focus on healing, Lo ask himselr
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why he wag on the planet, and Lo spend
time with his family, We trained him to
use Lhe relaxalion response and the
breakout principle. He recovered and
came back o work far more resilient
and productive than he was belore.
Ultimalely, leaders need only look al
the high cosL ol stress Lo their businesses
Lo undersland why Lhis is so important.
They are losing oul hecause Lhey are nol
paying propcr attention to teaching
their employees a simple approach—one
that can not only save their companics
cnormaous costs but also frec the produc-
tivity and creativity in their workers.
Inthe West, we are accustomaed to lin-
car thought pattorns, which are genaor-
ally the domain of the lell hemisphere
of the brain, We cxeel at technology,
science, and analysis. 11 you are a cre-
ative person, you must literally step out-
side Lhe linear, analylic way of Lhinking
to do your worl. This is not so much
the case n other cultures, particularly
Asian ones, which tend to view things
maore holistically. In Ching, for example,

Lhinking is more conlextual. IT a West-
crncr gets involved in an argument with
a Chinese person, the Westermer will Lry
Lo gain the upper hand by ralionally
eliminating contradictions. The Chinese
person, by contrast, will incerporate Lhe

bility for their own care Lhrough diel,
cxercise, and tools such as the relaxation
response, Lhey will become less depend-
et on the other two legs of Lie stool

Al the Mind/Body Medical Institute,
one fronter is Lo further demonsirate

Ultimately, leaders need only look at the high
cost of stress to their businesses to understand

why this is so important.

contradictions and adopt an cvolving,
less rigid point of view—cssentially using
both hemispheres of the brain,

Now that you've established the
biclogical basis of the breakout
principle, what do you think is the
next frontier in mind/body medicine?
I%s clear Lhal mind/body medicine is Lhe
third leg of a three-legeged stool of
health and well-being, Lhe olher two
logs of which arce pharmaccuticals and
surgery. As people Lake maore respongi-

the applicability of the principle in
places where it hasn't been routinely
used, especially in the business world.
[ am convinced that companics that
can bring these principles Lo bear will
maximize the brain capabilitics of
Lheir enlire organiralions, make them
heallthier and more produclive, and
help them compele elTectively in Lhiy
challenging global cconomy. v,

Reprint ROS11B
1o order, see page 170.

PeVEY

"' fike to get bevond my transgressions and get to enjoving the bengfits derived from my transgressions!”
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Let, say you

needed a dozen more.

Turning your ideas into realities. Whenever and wherever it needs to get done. CltlgroupJ
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WHAT IS TOO MUCH OF A GOOD THING?
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ALK INTO THE IN-N-OUT BURGER reslaurant
w on Fisherman’s Wharl in San Framwisco, and

one of Lhe [irst things that may strike you is Lhe
number [our. Four colors: red, while, yellow, and gray,
four cash registers with four fricndly faces behind them;
and just four itcms on the menu. You can buy burgers,
frics, shakes, and sodas. All the ingredients are delivered
fresh to the store, where they’re prepared in the open
kitchen behind the cashicrs. You'll see a fow folks cating
at the rostaurant’s tables or tucking into their food out-
doors on patio benches, bul mosl cuslamers come in with

To get at the roots of profit-destroying complexity, companies need to identify
their innovation fulcrum, the point at which the level of product innovation
maximizes both revenues and profits. by Mark Gottfredson and Keith Aspinall

’“novatio
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Innavation Versus Complexity

a handful of cash—no credit or dehit cards, thank you—and
head back out with their meals.

TFour is Tn-N-Out Burger’s innovation fulcrum —the
painl al which Lhe number ol praducts strikes the might
balance between customer satisfaction and operating
complexily, Four means simple purchasing, simple pro-
duction, and simplc service. And, it turns out, in a world
where [asl-food restaurants are lorever adding lormals
and menuitems, simplc means profitable growth. With its
chain ol aboul 200 reslaurants throughout California, Ari-
zoma, and Nevada, Lhe family-owned company expanded
ils sales by 9.2%, Lo 3308 million, in 2003, a rate just aboul
double the last-[oed standard, Analysls estimale In-N-
Oul's margins al 20%, again supersized [or the industry.

Sawhere’s your company’s innavation fulcrum? What’s
Lhe number of producl or service ollerings thal would op-
timize both your revenucs and your profits? Tt you're like
most managers, you're prebably scratching your head
right now. You don’t have a clear idea of where that point
lics. All you know—or at Icast strongly suspcct —is that it’s
cansidcrably lower than where you arc today.

The fact is, companics have strong incentives to be
overly innovative in new-product development. Introduc-
ing distinctive offerings is often the casicst way to com-
pele lor shell space, prolect markel share, or repel a rival’s
allack. Moreover, Lhe press abounds with dramalic stories
of bold innovators that revive brands or product calego-
ries. Those lales grab managerial and inveslor allention,
encouraging companies Lo [ocus even more insislently on

crs often miss is the true source of the problem —the way
complexily begins in the product line and (hen spreads
outward through cvery facct of a company’s aperations.
As a resully Lhe Lypical corporale response Lo complex-
ity—launching a Six Sigma or ather lean-operations pro-
gram-—ollen [alls shorl. Such efforls may reduce complex-
ity in one obwvious area, but they don’t address or root out
complexily hidden elsewhere in the value chain. Profils
continuc to stagnatc or fall.

In working wilh scores ol companies since (he 1980s,
we've studied how complexily inlecls a company’s entire
value chain and idenlified Lhe most commeon culprits for
its spread:; bad economic data, overoptimistic sales expec-
lations, and enlrenched managerial assumplions. Based
on our researcll, we've developed a comprehensive ap-
proach o simplifying a business, cenlered on a company’s
innovation fulcrum. By finding the right balance between
complexity and innovation —the way [n-N-Out Burger
has—companics can reduce costs by as much as 35% and
lift revenues up to 4o%. Cor many businesscs, the innova-
tion fulerum becomaes aturning point toward higher prof-
its and greatcr sales.

Why Lean Is Not Enough

1he usual antidoles o complexily miss Lheir mark be-
cause they lreal the problem on the [aclory [loor rather
(han al the source: in Lhe produet line, Consider Lhe case
ol a large, sophisticated high-lech manuflacturer, long

Nearly 70% of managers admit that excessive
complexity is raising their costs and hindering

their profit growth.

product development. But the pursuit of innovation can
be taken Loo [ar. As a company increases the pace ol inno-
valion, ils profilahility often begins Lo slagnale or even
erode, 1Te reason can be summed up o one word; com-
plexily. The conlinual launch of new products and line
exlensions adds complexily Lthroughoul a company’s op-
erations, and, as the cosls ol managing thal complexily
mulliply, margins shrink.

Managers aren’l blind 1o Lhe problem. Nearly 70%
admit that ¢xcessive complexity is raising their costs and
hindering their profit growth, according to a 2005 Bain
survey of morc than goo global cxecutives. What manag-

frustrated by its inability to reduce its inventory of parts
and components. 1he company uses culling-edge lean-
manulacluring lechniques Lo streamline praduclion pro-
cesses, and ils labor force works at world-class productiv-
ily rales and roulinely hits Six Sigma qualily largels. Bul
ils invenlory-turn rale, the number ol times a year the
company goes Lhrough its enlire inventory, remains stuck
al seven, a [ar cry (rom ils goal ol 12, Spurred by manage-
ment’s desire to fulfill customer needs and maximize
sales, the company has steadily cxpanded its product line
torthe point that it now encompasses thousands of SKUs.
To make all those products, the company must stock

Mark Gottfredson (mark. gottfredson@bain.com) is a partner at Bain & Company in Dallas and a leader of its performance
improvement practice. He is a coauthor of “Strategic Sourcing: From Periphery fo the Core” which appeared in HBR's Febru-
a1y 2005 issue. Keith Aspinall (keith.aspinall@bain.com) is a senior parther in Bain's Stockholm, Sweden, office.
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The High Price
of Service Complexity

The downsides of preduct complexity for manufac-
turers have been documentad in many studies. But
manufacturers don't suffer alone. In fact, in service
and knowledge businesses, the continual introduc-
ticn of new, information-rich offerings can have even
more destructive consequences. It can leave virtually
avery employee struggling to make sense of a com-
plex service portfolic, undermining both productivity
and customer responsivenass,

Cne telecommunications company, for example,
has used the power of information technology to slice
and dice its service set inte ever more finely differen-
tiated options. The firm hoped it would boost reve-
nugs by more pracisely fulfilling the needs of every
imaginable buyer., But offering so many options has
had the opposite effect. The company’s customar-
seryice reps are now forced tosort through morathan
a thousand prometion codes while they're talking
toa potantial customer. Most ofthe promations offer
distinet levels of discounts and preduct benefits. Mak-
ing sense of them all is an overwhalming task. The
result? Sales agents give sloew and often inaccurate
answers to inguiries—and customers grow frustrated
and head toward a com petitorn

about 400,000 parts from hundreds of suppliers. Given
the unpredictable variations in demand, particularly lor
lcss popular products, the manufacturcr is forced to main-
tain extensive safety stocks in order to avoid having to
shut down the plant while awaiting the delivery of a par-
Licular part, Because he product line’s size drives inven-
tory requirements, the turn rate lies beyond the reach of
lean-manulaciuring programs,

This company’s problem is not unusual. Tt’s natural for
businesses Lo add products Lo keep cuslomers happy.
Smart markelers have na Lrouble justilying each addition
as a means of adding or protecling reveiues, Bul as more
products are added, Lhe costs of Lhe resulting complex-
ily begin Lo oulweigh Lhe revenues, and profits start [all-
ing, From that point on, every new ollering —however al-
Lraclive inisolalion—just Lhing margins [urther. The more
aggressively the company innovales inn product develop-
ment, the weaker its results becomg, (It's not just manu-
facturers that suffer from profit-croding complexity. Tt at
feets service firms and knowledge companics as well. Sce
the sidcbar “The High Price of Service Complexity”™)

What makes the problem particularly damaging is that
il tends Lo be invisible o management. Look at what hap-
pened when one automaker started offering tinted wind-
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shiclds as an option. On the surface, the move looked like
4 clear winner. The company’s markelers calculaled that
ncarly 40w of customers would buy the option for $120,
while the supplicr would charge just $8 per unit. More-
over, installing tinted glass rather than clear glass scemed
Lo add no labor costs on the assembly line, Wilh new rev-
cnue far outstripping direct costs, adding the nocw eption
seemed Lo guarantee a quick profil boosl,

But it didn’t turn out that way. Offering tinted wind-
shields, in combination with many olher oplions, led Lo
awhole range ol higher costs Lhal never showed upin Lhe
company’s analysis. On the [aclory floor, the automaker
had Lo adjustils work dows, add new quality-conlrol lesls,
and even change (he roules ol its Torklifts — all ol which
increased production costs, Purchasing and material-
handling costs wenl up o accommodale Lhe added parl.
Asscmbly-line errors crept up as prolifcrating options
made workers’ jobs less predictable, The tinted wind-
shields added complexity to the company’s operating and
accounting software, which already produccd millions
of option codcs to account for oftcn-minor variations in
asscmbly. Because the systems could no longer “control”
lor every oplion, arders now came Lo the (aclory Moor in
random patterns—for cxample, threc cars in a row might
require tinted windshields, followed by [ive that didn'l
Workers’walk and reach time increased because they had
Lo deuble-check order sheets Lo determine which wind-
shield Lo install. The increased cuslomization also caused
unexpecled peaks in demand, leading Lo dips in qualily as
workers rushed to finish tasks, Forccasting became more
comyplex, resulting in cars with options packages no oneg
wanted on dealers’ hands. Perhaps most pernicious, when
a dealer discounled a car Lo move il off the 1o, the [ore-
casting system would sce that salc as true marketplace
demand, triggering inaccurate forecasts of orders that
werc likely to come. All of this led to a ratcheting up of in-
ventories ta aveid possible stockouts. The “clear winner”
cnded up losing the company money, though manage-
ment didn’t make the connection at the time.

Traditional financial systems arc simply unable to take
into account the link between product prolileration and
complexily costs because Lhe costs end up embedded in
the very way companies do business. Syslems introduced
Lo help manulacluring and other funclions cope with the
added complexily are usually calegorized as {ixed cosls
and Us don’'l show up on variable margin analyses,'Thal’s
w1y so many companies Lry Lo solve whal really are prod-
ucl problems by tweaking their operalions — and end up
baffled by the lack of results.

What Customers Want

To meet the complexity challenge, vou have to begin at
Lhe source: wilh the way your company vicws CusLomers
and their needs. Tn most cases, managers overestimate the
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value buyers place on having many choices. Decply on-
trenched in management thinking, that mistaken as-
sumption scts the stage for product prolifcration. But
some companics have begun o ¢challenge thal heliel.
They have launched efforts to determine how much prod-
ucl or service choice cuslomers really wanlt and (hen gear
their operationsto efficiently provide that degree of com-
plexily—and no more, 1These organizations are (inding, in
aother words, their innovation fulcrums. (Tor an impor-
Lanl caveal, see Lhe sidebar“You Can Be loo Simple, 1Too)

Im 2003, Lhe global (ood company 11.). 1einy decided Lo
Lake onits complexily issues,'The company launched a Re-
move the Clutter initiative aimed at “aggressively attack-
ing complexily on many levels,” as (the company’s anmnual
report put it. The effort focused in particular on Heinz’s
product line, which, over Lhe vears, had ballooned (o
more than 30,000 SKUs as a result of mergers and acqui-
sitions and a focus en creating local brands and products
around the globe. As the company analyzed the portfo-
liey, it discovercd that many products actually had littlc
appeal to customars. Tor cxample, of its throe flavored
ketchup variations — Hot & Spicy, Mesquite, and Zosty
Garlic—only ol & Spicy had altracled a loyal clientele
and was generating mcaningful sales. By the end of 2004,
1leins had disconlinued its leasl profilable SKUs, trim-
ming the Lolal Lo aboul 20,000, The culs reduced manu-
[acluring, packaging, raw malerials, and procurement
costs while unelogging store shelves 1o make room [orils
profitable products. 'The initialive helped add a [ull per-
centage point to the company’s gross margin.

Similarly, Starbucks decided a [ew years ago Lo slream-
linc its artisan approach to making drinks by automating

You Can Be Too Simple, Too

Complexity is not always bad. In many cases, main-
taining seme degree of complexity is essential to ef-
factive operations and astute risk management.
The high-tach hardware manufacturing sector, for
example, suffers frequent supply disruptions for a
number of reasons. Thase include cyclical capacity
shortages (notorious in memory chips), technology
schedule slippages (for new CPLs, for example), and
regional crises affecting suppliers (such as sarth-
quakesy. If alternatives are not available, the financial
implications can be devastating. Getting too simpls
in your inventory may prevent you from having
enough $2 capacitors on hand, which stops produc
tion of a eritical video card, which, in turn, helds up
praduction of a high-snd workstation, Supply disrup-
tions have cost high-tech GEMS hundreds of millions
of dollars in profits. In situations |ike these, it makes
sense to maintain redundant supply sources —even
though doing so adds considerable complexity to the
supply chain.

innumerable build permulations and hidden complexily
geross Lhe value chain. Navistar challenged Lhe widely
held assumplion that consumers wanl a custom-buill
product, and, in the mid-1990s, introduced a company-
wide slralegy Lo [ocus ils assembly plants and streamline
praduct lincs.

Many companies try to solve product problems
by tweaking their operations—and end up
baffled by the lack of results.

and slandardizing cerlain elemens of (e lalle manulac-
luring provess. loday, Slarbucks still has g very complex
product line on the surface — customers can customize
their laltes by size, Lype of milk, lemperature, and lavor
addilives—bul all the variations are based on a standard
platlorm. 1he process change made very lille dillerence
to customers: Their desire for a “custom” product contin-
ued to be satisfied cven as Starbucks’ speed of service in-
creasced significantly.

Navistar Intcrnational, the industrial equipment man-
ufacturcr, has alse found its innovation fulerum. Tn the
truck industry, manulaclurers Lypically offer cuslomers
pages of options for customizing their vehicles, leading to

66

A key piece of his siralegy was Navistar’s Diamond
Spec program, which crealed a simpler and quicker order-
ing provess for one class of (ruck while reducing manu-
[acluring complexity. Customers now chose [rom 16 pre-
engineered modules inslead of thousands of individual
components. Nol long aller its launch, Diamond Speg ac-
counted for 8o% of dealer orders for that ¢lass of truck.
1Te shortened ordering process [rom days Lo hours and
the guaranteed improvemaents in quality and perform-
ance resulted in consumers placing 120w more orders dur-
ing the pilot than initially forecast.

Clearly, when arganizalions prune Lheir ollerings
better fit the needs of customers, they do more than cut
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costs; they often boost sales as
well. Tn many cascs, in fact, the rev-
cnue gains are cven greater than
the cost savings. Consider Chry-
slers California Velocity Program,
launched in the lale 1980s. For cer-
tain car lincs, the carmaker identi-
fied the 200 top-selling conligura-
tiong out of an initial list of about
5,000, The company then used de-
Ltailed markel analysis Lo suggesl
Lo each dealer which four Lo six
of those 200 configurations would
be the hotlest sellers in ils local
arca. The dealers would then fo-
cus on slocking Lhose parlicular
configurations on their lots. This
was critical becausce the months-
long process of special ordering a
car caused g2 of all customaers to
buy dircetly off the lot. 1f a config-
uration ncar what the customer
wanted was nol on the Tol, the
dealer was likely to lose the sale.
Chrysler lested Lhe initiative in
Calilfornia, using (he rest of the
United States as a conlrol. Aller
just a year, Lhe aulomaker found
thal average dealer sales in Cali-
fornia were 20w higher relative to
the control dealerships, and Lhe
margins of the California dealers
were signilicantly beller as well.
By morc tightly tailoring their of-
ferings to customer needs, deal-
¢rs sold more cars more quickly,
while aveiding the discounting
traditionally required to move “turkeys” off the lot. Tewer
choices meanl happier customers and higher sales.
Chrysler then rolled out the program nationally, and over
the next [our years the company increased overall reve-
nues by 40%.

The Model T Analysis

1Iow exaclly can you [ind your own company’s innovation
Mulerum? Welve distilled Lhe experiences of suwccessiul
companics into a two-step process that we call aModel T
analysis. First, you determine your Zero-complexity basc-
ling, the pracess cost of sclling an absolute minimum
number of standard products. What, in othor words,
would be your company’s cquivalent of Henry Tord’s one-
sizo-fits-all 19208 Mode! T? Tor Starbucks, the Model T
might he a medium-size cup ol brewed collec. For a bank,
it might he a basic checking account. Next, you add vari-
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cty back inte the business system, product by product,
and carelully [orecast the resulting impact on cuslomer
salcs as well as the cost impact across the value chain.
When the analysis shows e cosls beginning Lo over-
whelm Lhe added revenues, you've [ound yourinmovation
[ulcrum. (For an overview ol e process, see Lhe exhibit
“Finding Your Model 1)

Setting the Baseline. Whal would your company look
like 1l il made and sold enly a single producl or service?
Answering thal question is importanl for lwo regsons.
First, virtually every complexily reduclion exercise we
have scen that docs not do this has failed to break
through organizational resistance. Typically, marketing
wants morc praduct diversity, while opcrations wants lcss.
Starting from a purcly theoretical bascline allows long-
opposcd sides to suspond their defensiveness and “not
invented here” mentalily. Participants —especially senior
cxecutives from marketing and operations who will lead
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Gauging the Complexity of Your Business

The Roman poet Ovid surmised, “The cause is hidden; the effect is visible to all” Such is certainly the case with complexity
today. It doesn’'t appear on balance sheets or on quarterly reports, but its impact can be conspicuous. We tend to see the
most complexity in businassas that build products to stock, have a sophisticatad supply chain or asssmbly environment, or
sell products through retail stores. Te determine the complexity of your business, begin by looking at your number of offar-
ings, sales velume, madularity, and where complexity shows up in your value chain. Below, we offer a simple set of diagnostic
guastions for manufacturers, retailars, and service businesses. If you answear “yes” to any of these questions, your businass is

likely overly complex.

Manufacturing
Number of offerings |5 your total number of SKUs
or possible product configura-
tions greater than 1,000
o more than 50% greater
than that of your lowest-
complexity competitor?
Sales volume Do less than 20w of SKLs,
build combinaticns,
or product configurations
make up mere than 8o of
your sales voluma?
Modularity Have any of your competitors
created modular or bundled
preducts?

Where complexity
shows up

Does complexity show up
garly in the process, such as

in enginesring (creating
change orders) or in assembly
{creating unpradictakility in
the operation)?

the iniliative —can begin Lhinking about change wilthout
asking [or commitments,

Second, a baseline changes the lens through which
managers view Lhe business. Il enables them (o see
through a company’s exisling complexily—a dilficull chal-
lenge given Lhe way [inancial reports hide process costs.
Only by stripping away all the products, options, and con-
figurations do managers get a clear scnse of the extent of
the complexity and its costs. Tn working with onc com-
pany, for example, we detcrmined that its products could
he canfigurcd in 1o billion different ways. A much maenc
profitablc competitor, in contrast, offcred 3,000 possible
permulalions. Qur clienl’s managers were unable Lo com-
prehend the operational implications of going from 10 bil-
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Retail

Do your fastastturning SKUs
sell more than twice as fre-
guently as your slowest? Are
Y¥OUT invantory turns maore
thar 1o% slowear than your
lowest-complaxity competitor?

Do less than 20% of SKLs,
build combinations,

or product configurations
make up more than 8o of
your sales volume?

Is your approach to customer
segmentation aimed at “offer-
ings for many to attract the
rnany” rather than “delighting
the faw to attract the many"?

Do you find that you fre-
quently have to discount to
s2l| slow-moving inventory?

Services

Does your sales force have
troutle understanding and
communicating your most
profitable offerings to core
custormers because of the
complexity of the offerings?

Do less than 20% of SKUs,
build combinations,

or preduct configurations
make up more than 8ow of
your sales volume?

Can you bundle offerings
to meet specific segmeant
neadsy

Do you have excessive error
rates, low close rates, or
frequent customer abandon-
ment duz to custamer
confusion?

lion Lo 3,000 confligurations. When we asked one of them
what would change under suclh 4 seenario, hie shook his
head and replied, “We only build 1,000 unils a day, so |
car’l Lhink of anything that would change” Bul when we
asked the managers (0 imagine producing jusl one slan-
dard product, their eyes il up. They immediately reslized
how Lhey'd be able Lo streamline processes, sLip away en-
tirg IT systcms, and simplify transaction pro¢essing, One
managcrwas particularly struck by how making only one
praduct would change the forceasting process for parts.
Fach night hc took an inventory of all 16,000 partsinthe
plant ta ensurc he had what he needed to manufacture
any ol the 10 hillion permutations that customers could,
theorctically, request. “Tf we don’t have enough in stock
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or arriving by truck in timc to mect the next day’s sched-
ule, then we have parts flown in. On average, 15 plancs a
day fly in to the plant from our supplicrs around the coun-
(ry.” He then painted oul,*Al those cosls would disappear
instantancously”

Choosing the right Model ' can be (ricky. MosL compa-
nies should look for an average version of their basic of
[ering, avoiding siripped-down versions on the one hand
and claboratc madels on the other. That way, variations
in the cost ol product [ealures wor't distort Lhe analysis,
l3ig companies operating in many markels may ind il dil-
ficult Lo fsolale a single “typical” offering, In such cases,
managers should look [or & proxy —a smaller compelilor
that’s operating with 4 much more basic set of oflerings.
A national or international fast-foad chain, for instance,
might uge In-N-Oul-Burger a3 3 proxy [or ils own baseline,
By analyzing the smaller, simpler company’s aperations
and financials, the larger enterprisc could cstimatc what
its own costs and revenues would be if it minimized its
product sct.

Tt’s also semctimes possible to look outside your im-
mediate industry to gain insight into your baseline. Tor
example, the Royal Bank of Canada examined Lhe oper-
ations and results of local Moncy Marts, simple check-
cashing operalions Lthat were Lhriving in low-inceme
urban neighborhoods, ag a model Tor its baseline sel ol
services.

Adding Variety. [Taving established the cost of produc-
ing a baseline oflering, you now need Lo add back in the
options that will be valucd by customers. The simplest
possible ollering, aller all, will rarely be Lhe oplimal olfer-
ing. Henry Tord found that out when he continued to
churn eul basic Model 'I's while Chevrolel was introdue-
ing new maodels. Tord soon saw his company’s market
share and profits erode. By expanding the product line,
item by itcm, a company can forecast the costs that
greater complexity will add aswell asthe incremental rev-
cnucs that will be gained. Using detailed market rescarch
and cuslomer analysis, managers can delermine, in con-
crete terms, the level of choice customers demand. The
company adds complexily back in only when il knows
(hat a segment of customers will want Lhe addilional
SKUs and be willing Lo pay more than the (ull syslems
cosls Lhe added complexily entails. {(See the exhibil “Add-
ing Variely, Carelully.”)

'The secrel Lo Lhis second slep is Lo Lake a painslakingly
melhodical approach, adding only a single element of
complexily al a time and hen (racing the ellect through
the valuc chain. To return to the fast-food busingss, con-
sider how Burger King recently used a combinalion of
five measures to identify how adding a product or ingre-
dient, in this case a premium sandwich bun, could bene-
fit its overall business. Using consumer, aperational, sup-
ply chain, limancial, and strategic crileria o evaluale its
bread carriers and selection of buns, Burger King saw that
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Finding Your Model T

What would be your company’s equivalent of Henry
Ford’s one-size-fits-all Model T? To figures that out, begin
by considering one of your highest volume products or
SKUs. This will usually give you the clearest snapshat of
the cverall business systems—from marketing and man-
ufacturing operations to relationships with suppliers
and retailers — that may need to change. Make sure to
choose a configuration that is average in terms of con-
tent, cost, and cycle time through the system.

In somea instances, a company may have more than
one Model T. This is often the case when products:

chains cannet be compared.

Current

business

system
Gost out the ncsy |_-|lll.f-lie.l-‘>l'd\l1£.1. :
nne product Innovation |_!;-1“"* P[H’J.L-eu-‘-\e-‘-\
Process ard fulcrum ": {mg\; e ~
eslimale impacl E;';'[E\lﬁx"gt': .
on qualily o

Model T: Acd options

zZero- back in to mect
complexity Lriee cuslomer
baseline demarc

several of its current products were relatively complex
and costly to handlc, requiring special manufacturing and
distribution. For instance, sourdough breads and ba-
guettes were baked, frozen, and then shipped, refriger-
aled, through distribulion centers. Bul using lhe same
evalualion crileria, Burger King identified ome allraclive
new product, the s-inch corn-dusted bun, which could go
through Burger King's core hamburger-bun supply chiain.

Burger King discovered (hat adding corn-dusted buns
would benelit four critical stakeholders, First, consumers
ranked Lhe (resh-baked buns high on key dimensions ol
qualily, including [reshness, Lasle, and appearance. Sec-
ond, the fresh-bread supplicrs could deliver corn-dusted
buns alongside slandard buns on heir current delivery
routcs. This would increase the drivers’ average order and
drop sizes, making each restaurant shipmenl more cosl-
cffective. Third, corn-dusted buns would be simpler for
restaurants, since suppliers would handle the invenlory
managcmaent, and the buns would not reguire costly
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frozen storage. Tinally, the franchisces would benefit as
the better proaducts drove higher wnit sales, and the sim-
pler logistics resulted in lower unit costs. By analyzing
the impacl of the additional varicty across all stakeholder
groups, Burger King could sec that the corn-dusted bun
would be a winning addition.

Keeping It Simple

As we've seen, complexily is insidious, Gelling rid ol il is
only hall the challenge. The ather hal(is keeping iL oul.
Once a company is balanced on its innovalion fulerum,
it must he vigilant in preventing the proliferation of prod-
uels and in reassessing its optimal fulerum poinl as, [or
cxample, customer needs and production tochnologics
evolve, Four praclices can help slem complexily creep:

Raise the hurdle rate. Requiring a higher rate of return
on new products not enly makes it morc difficult for mar-
keters to arbitrarily add SKUs, it also increases discipline
in the innavation process. Cansider one consumer apparcl
company that markets a diverse portfolio of iconic, glabal
hrands as wcll as some other national brands. Whilc new
styles [rom Lhe classic brands Lended Lo remain altractive
to customers for years on end, innovative styles from the
lesser known brands hiad short shell lives —and were be-
coming a drag on profils, 1o solve (he problem, (he com-
pany slarted by reducing complexily, dropping thousands
of SKUs and million of dollars in unprofitable sales,
thereby increasing gross margins. 'Lhen, Lo keep a lid on
complexity, the apparel maker introduced significantly
higher hurdle rales [or new-product introductions of its
nonclassic styles, making it harder for the company to
take on less prolilable products. Inslead of requiring a 15%
return to introduce a new SKU, which had been the tradi-
tional standard, it upped the required return to 25%, a fig-
ure that more accurately reflected the added complexity
costs. Tinally, to ensurc accountability in the innovation
ProCess, executives assigned a “product owner” to cvery
new slyle. Imployees in (his role monilor new-product
porformance and quickly cull items before they become
unprofitable,

Postpone complexity. The [urther down Lhe value
chain you inlreduce complexily, the less il costs you. 'Lhe
logic of poslponement applies across a wide range ol con-
sumer durable and industrial goods sectors, Consider big-
box relailing where consumers like product choices but
don’l wanl (o wail [or them and wor'l pay snylhing ex(ra.
Manulaclurers accommodale this by designing products
that arc customized at the last step inthe assembly or dis-
tribution process. Manufacturcrs can source materials
and components from anywhere in the world, while as-
sembling products just in time for customers close ta the
paint of sale. Tn the kitchen department at Home Depot,
(or example, Lhe retailer and manulaclurers work Lo-
gcther to provide a variety of customer options. Master-
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Adding Variety, Carefully

When an industrial supplier saw that offering one addi-
tional option caused a huge leap in costs, it determinad
that its innovation fulcrum, the complaxity level at
which it would maximize both profits and revenues,
rested at seven options,

Scenario B:
{eight options):
400% increase

n in costs
7 Scenario A: *
(seven optians):
100% increase |}
- in cosks
7 Made! T i
L} L} T T L} L} T T L} L} T T L} 1

Brand Cabinets and Masco bolh provide entry-level cabi-
nets that can be ntegrated with standard Wilsonart coun-
tertops, Theose manufacturers also provide higher-end cus-
lom producls designed o be conligured by in-slore
designers and then shipped directly to the joh. (This ap-
proach addresses one ol the biggest [ears (hat 1lome
Depot customaers have—whether or not the company can
actually deliver on its promise of an error-free custom de-
sign and installation.) Tn this way, Home Depot prescrves
cconomics of scale while giving customers the flexibility
they want.

Institutionalize simplicity in decision making. The
goal here is to manage complexity before it is hardwircd
into plants and costs, 1o do Lhis, executives need Lo deter-
mine who has responsibility for making innovalion deci-
sions across Lhe value chain, 'lake the example of one
[ood company, where markelers had developed novel
forms of packaging for a popular snack. From a markel-
ing standpoinl, the approach made sense, Consumer re-
search hiad long supporled Lhe notion that grabbing allen-
lion in the slore aisle was a prerequisile (o growing sales
in the impulse-driven snack markct, Yet plant personncl
knew Lhat markeling’s unichecked enthusiasm for inno-
vative packaging was hurting cfficicncy across the sup-
ply chain.

Ta resolve the conflict, the company’s cxccutives en-
Lered Lhe (ray. lirsl, Lhey purged the excess complexily by
consolidating products around a fecw standard kinds of
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packaging —an approach that re-
duced matcrial costs and hoostad
the top linc significantly. But the
execulives also developed a new
decision-making proccss to ensure
thal complexily wouldn'l sneak
back in. They assigned formal roles
in marketing and manulaciuring
that defined who would rccom-
mend, provide inpul, and approve
new product and packaging con-
cepls, Now brand managers no
longer make decisions unilater-
ally but work (hrough a series ol
checkpoints with manufacturing
and sourcing managers.

Stay balanced. A company’s in-
novation fulcrum can shift over
time. As it becomes more expe-
ricnced in proaduction and distri-
hution, for instance, a company
can oftcn drive down the costs of
complexily, easing Lhe penally lor
adding a new product. Or, the
needs of ils cuslomers may shill,
either reduving or invreasing the
value Lhey place on having more
choices. A company needs (o re-
visil its portfolio roulinely Lo en-
sure it is optimizing profits. Here,
the Japanese aulomakers provide
ancxemplary model. By the 1970s,
the Big 'Three LS. automakers
had been compcting for years on
the breadth of the choices they
offered consumers. The resulting
complexity had driven up their
costs, leaving them wvulnerable to attack. Tovota and
1Ionda made the most ol Lhis opening by siriking Lhe
right balance between custemer choice and operating
complexily, Ratlier than oflering customers millions of
build combinatioms—as Lhe LS. aulomakers were daing—
1londa, Tor inslance, oflered 32 build combinations willl
[our colors.

‘The resulls were lower costs, higher-quality cars, and
significant gains in market share. Lven though the LS,
makers have followed their rivals’ lead in becoming sim-
pler—through reducing the number ol basic platfornns on
which they build their various models—Toyota and Honda
have been able Lo maintain their cost leadership by con-
tinually resetting their fulcrums. Responding to the de-
mands of customars, for cxample, Honda has redesigned
its engines to reduce fucl consumption and cmissions. At
the same Lime, Lhe company has alse streamlined the
manufacture of its cngine family, making it possible for
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the first time to praduce diffcrent engine models on the
same production line.

What’s the right balance? Tt’s a qucstion Henry Tord
should have asked belore hie began Lo see his compelilors’
colorul vehicles everywhere. 1le did, evenlLually, inlro-
duce the Model A, replele wilhh mulliple hues and lea-
lures that won back some customer loyally. Bul the lesson
remaing: Companies Lhal sirike the proper balance be-
lween nnovalion and complexily creale more elficient
operalions and more profitable relationships with cus-
tomers. Thoy also pave the way to a compctitive advan-
tage within their industry, often by forcing onte compcet-
itors the high costs associated with customization. The
nced for this equilibrium may not be as obvious as it was
in Tord’s day, but it’s just as critical. v,

Reprinl Ros11¢; HBR OnlPoint 222X
To order, sce page 17a.

71






se and P I plement strategi_ _
growth ould we do fo ut what makes us differe
nnovation/

an in the Lni
of ath




Minority professionals often hold leadership roles outside work,
serving as pillars of their communities and churches and doing
more than their share of mentoring. It’s time their employers took
notice of these invisible lives and saw them as sources of strength.

by Sylvia Ann Hewlett, Carolyn Buck Luce, and Cornel West

LL COMPANILS VALUT LEADERSHIP — some of Lhem
cnough tainvest dearly in cultivating it. But few man-
agement tcams scem to value one cngine of lcader-
ship development that is right under their noses,

churning out the kind of talent they need most. Wc're refor-
ring to the deeply substantive outside lives of their minority
execulives,

If you know many minority professionals — particularly
women ol color—then you know that these are Lthe people
who are called upon mordinalely Lo lend Lheir energles, per-
spectives, and guidance Lo aclivities oulside Lheir jobs. (We
use lhe lerm “minority” in the slatistical sense Lo denole
people who in terms of race or ethnicity are nol in Lthe ma-
jorily in Lheir corporalions or organizations.) Because Lhey
have “madc it,” and because often they have donc so against
heavy odds, they are menlors of choice (0 young people
in their communitics. Within their workplaces, they serve
on numerous diversity-seeking lask [orces and spearhead

TAPPING THE HIDDEN STRENGTHS OF MINORITY EXECUTIVES
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minarity recruitment cfforts. They play high-profile vol-
unteer rales in their towns, schoaols, and churches, and the
amaunt of time they invest in these roles issubstantial. Tn
the words of Ella Belly a professor al Dartmoull’s ‘Tuck
School of Business, “They comprise the backbone of re-
ligious organizations and provide a significant parl of the
cnergy driving community service in the United Statcs?

For many minorily prolessionals, invelvemenlt in such
activitics is an important, inherently satisfying part of
their lives, For some, il’s 8 way ol giving back—or, more ac-
curalely, giving in lurn Lthe kind of help thal benefited
them early on. Bul it's also a [erlile source ol continued
personal growth. Tn these myriad roles, minority profos-
sionals hone valuable leadership skills, 'The problem is
that those skills arc not propcrly recognized by theirem-
ployers. And no conscious allempl is made Lo lransler
them into the corporate enviranmaent and develop them
further, The disproportionate load of care that minoerity
professionals bear in their cxtended families is alse invis-
ible ta cmployers, and neither acknowlcdged nor sup-
parted by corporate benefits packages. The result: Too
many high-potential employecs end up feeling ignored
and diminished, overextended and burned oul. AL Lhe
same time, organizations are being deprived of the strong
and diverse leadership they could so easily draw upon,

In 2004, Lhe Cenler for Work-Lile Policy formed a
privale-seclor lask force called the 1lidden Brain Drain
Lo investigale Lhe challenges (aced by lemale and minor-
ily lalent over the life span. In the spring ol 2005, three
member companics—Unilever, General Electric, and Time
Warner - sponsored a cross-secloral nalional survey and
scrics of focus groups ta discover the facts about minority
professionals’ oulside leadership work and why il remains
unrecognized. (The cxhibit “Offthe-Job Teadership Txe-
velopment” describes the research.) A companion study,
which targeted the global executives of a large multina-
tional corporation, attests to the resonance of this re-
search in other countrics. (The cxhibit “Tnvisible Tives in
the Global Context” highlighls some of these [Indings.)

The 118, research, which we share here for the first
time, underscores Lal the lives of minorily proflessionals
are Tich wilth experience (hal goes unleveraged by (heir
employers. Bul il also reveals a startling fact: 'These lives
remain invisible largely by choice, For many reasons, mi-
norily prolessionals are reluclant Lo speak of their outside
pursuils and accomplishments (0 colleagues and manag-
ers. We are lell with a dual challenge: Companies can’l
leverage whal they dom'l see —and they can’l see whal is
purposcly conccaled.

Cultural Capital

Onc of the impressive professionals we encountercd in
our rescarch is Sheryl Baltles, an Alrican-Amcerican vice
president of corporate communications at a major global
corporation. In addilion o her primary responsibilily
managing cxccutive and investor communications, she
coordinales (he corporalion’s communications on issues
of diversity and in that capacity supports 30 to 40 cvents
a year, 1Us a task Lhat constilules just 5% ol her ollicial
job description but consumes roughly 25% of her so-hour
workweek, In her personal lile, she speaks al communily
cvents and carcer seminars for minority students and is
involved in the chiurch thal she, her husband, and (heir
daughtcr attend. She is also on the board of a local orga-
nization for Lhe arls and has been aclive in ils Alrican-
American Culural Heritage Scrics since its inception a
decade ago.

Ower the years, Sheryl has accumulated substantial
cultural capital, sociologist Pierre Bourdicu’s term for
nonmanctary wealth and relationship capital gencrated
outside the workplacc. Cultural capital is impossible to
measure wilh any precision bul is undeniably vilal lor
anyone who wishes 1o exerl influence in 4 neighborhood,
g company, or 4 nadion. Lveryone accumulales a measure
ol cultural capilal in their lives, bul in (he case of minor-
ily prolessionals, il is unusually rich. Consider, [or exam-
ple, Lhe value of Joyee’s cullural capital. (All research par-
lUcipants relerred Lo in this article by a [irst name only are
disguiscd at their request.) Joyee is a change agent to be
reckoned wilh in her community. In her church, she was
rccently inspired by a progressive pastor’s vision for trans-
forming lhe vongregalion’s slance on a divisive sovial
issuc. At the same time, she knew he would face resis-
tance—and that the intengity of his enthusiasm was blind-
ing him to the harsh realitics of making change happen.
[le needed a pragmalic strategist, and in her, he lound
onc. Together they guided the church through the transi-
lion, crunching (he numbers, outlining a plan, inilialing
a scrics of meetings with congrogants, and cvaluating
progress. When we lalked willl Joyee, she rellecled on the
experience, noting the dilfficully of simultaneously un-
leashing and controlling (he energy Lhal ows [rom Lrans-
lormational change.

Does all 1his sound like valuable leadership lraining?
1Te irony is (hal, despile being a stralegic planner al a
Fortune 100 company, Joyce never heads up such compre-
hensive initiatives at work. “Sure, T develop strategic plans
here)” she reflects, “but my hands are tied half the time.

Sylvia Anm Hewlett is the president of the Center for Work-Life Policy, a New York—based nonprofit organization. She also
heads the Gender and Policy Program at the School of International and Public Affairs at Columbia University in New York,
Carolyn Buck Luce is the global paytner for Ernst & Young’s health sciences industry practice in New York, Cornel West is the
Class of 1943 University Professor of Religion at Princefon University in New Jersey. The authors are founding members of

the Hidden Brain Drain task force,
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| At church| T have an audicnce that says, ‘Yeah, do your
thing?”

Beyond personal storics like these, statistics do cven
more lamake the point. Among highly educaled African-
Amcrican female professionals, 25% are active leaders in
Lhelr religious communities (compared willi 169 of while
meny and 41 are involved in social outreach activitics
{eompared wilth 32% of while men), Mosl [requenlly, they
voluntcerin schools, hospitals, librarics, shelters,and other
organizations in Lheir communilies. Minorily women are
alsa on Lhe ront lines helping young people in their com-
munities as mentors, tutors, and “big sislers” A quarter ol
Alrican-American businesswomen {25%) lake on Lhese
roles, (1he [igure [or while businesswomen is 149%),

Such substantive community involvement develops
slralegic and inlerpersonal skills, hones core values, and
builds organizational and communication capabilitics—all
of which ar¢ transferable to and highly valued in the
workplace. Yet our rescarch shows that these skills remain
invisiblc to managers.

Under the Radar

Why aren’l companies more atluned 1o the unitapped lead-
ership in their ranks? First, because Lhey haven’t looked
foril. 'Iraditionally, (o the exlenl Lhal managemenlt Lakes
aninterest in employees’“exlracurricular” lives, Lhe [ocus
has been on aclivilies Lhal have long been sanclioned by
while male executives and are Lhought wo burnish a com-
pany’simage or cnhance clicnt relationships: United Way
drives, symphony orcheslra sponsorships, and sporting
cvants, for cxample. Most companics do not bother to
nole the kind of pursuil lthal Stephanie, a bright, young
African-Amcrican manager we intorvicwed, is invelved
in: running an award-winning Girl Scout troop in a home-
less shelter.“These kids are not going to Harvard, they don't
liave & place Lo live, and they don’l know how many times
they're going to cat today)” she told us. Stephanic’s commit-
menl Lo Lhese homeless girls is expanding her leadership
skill sct as she navigates public- and nonprofit-scctor bu-
reaucracies while serving g populalion with myriad needs,

Bul Stephanie is comvinced thal her boss disapproves off
her involvement in scouling, because il means she must
leave work gt 5:30 PM a [ew limes 4 monlh, Despile the
[act that she arrives al 7 aM on those days, she is aculely
concerned aboul being thought of as less than [ully com-
milled Lo herjob. She relrains (rom lalking aboul her Girl
Scouls program at work — even though this initiative
carncd her a Future Leader Today award at a ¢orcmony at
the White House.

Stephanic’s reticence suggests a sccond reason that mi-
nority professionals’ lives remain invisible to their manag-
crs: because they are deliberately hidden. Semetimes this
is simply because professionals themselves dom’t reeog-
nize their outside affiliations as legitimate leadership de-
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velopment wenues. One highly accomplished woman we
mel i3 on the board of an active and growing nonprolit
organization, wherc she is gaining valuablc skills in fund-
raising and fimance. Bul she Lold us,*l have not made Lhe
chaoice to share my board involvement at work....T have
never [ound a natural segue Lo make il relevant Lo what
T do for the firm?

Someltimes the conversation doesn't occur because it
would necessarily touch on religiong an important part of
many minorities’ nonwork lives, Joyee, the slralegic plan-
ner we intraduced earlier, (eels she can’t tallk aboul Lhe
chiange efior! she managed for her church, which is a dil-
[erenl denemination from that of the apparently homo-
geneous hierarchy of leaders at her company. 1he same
[ear makes Michael, an Asian-American execulive al a
large California-based energy company, reluctant Lo share
with colleagucs his involvement on the beard of a promi-
ncnt charity, His reticence stems from the fact that the
charity supports faith-based organizations and targets
minority familics. According to Michacl, collcagues arc
likely to react negatively to his involvement beocause it
raiscs “the big taboo subjects of the workplacc: religion
and ethnicity” In Tis view, 1L leads them Lo Lthink, “You're
different. T have always suspected that —and now you're
confirming il.” Michael admils thal il people, himsell in-
cluded, talked moare openly, then the taboos might be
lifted, and his charily work might gain legitimacy and
hcft. But his shortterm view is strictly pragmatic: “Why
give anyone ammor”

The fact that many minoritics fear giving cmplovers
“ammunition” 1o use against them is among Lhe most dis-
turbing findings of our rescarch. As shown in the chart
below, many minority women professionals [eel Lhey can-
nat trust their employers with cven basic information
about their private lives, [n large corporations, the per-
centage rises to more than halt.

A large proportion of minority women professionals...

956%

92%

helieve their outside
lives are “invisihle”

do not trust
employers

Smaller Firms {1,000
employess or less)

Larger Firms (1,00
employess or mare)

The survey data show that the distrust and reluctance
Lo discuss private lives are deeply rooled in minorilies’ ex-
pcricnees of “hidden bias” in corporate culturcs. Many
avold discussing Lheir nonwork lives because Lhey dom’t
want to run the risk of reinforcing negative Stercotypes.
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Tatisha, an African-Amcrican cxceutive at a global con-
sumer products company, described growing up in the
Newark prajects, her mother on welfare and both parents
cvenlually succumbing to ANDRS. “When | do try and open
up persanally, people just don't get it... S0 you stop try-
ing.” Olhers worry aboul a perception that they gol their
jobs through affirmative action ratherthan on the grounds
ol meril,

Somge feel hemmed in by “stylc compliancc®issues, such
as speaking slyle, hand gestures, and appearance, Nearly
one-Lhitd of minority lemale execulives (32%) in large cor-
poralions worry Lhal their quiel speaking style is equaled
with lack of lcadership potential, while 23% worry that
their animated hand gestures are perceived as mappropri-
ate. Tully 3% of African-Amcrican women in the business
seclor believe Lhal promolion al Lheir companies is based
on appcarance rather than ability.

According to Scars cxecutive Angela Williams, hidden
hiascs can be dehilitating because they lead minority pro-
fessionals to“deny their authenticity”in their efforts to fit
into the prevailing white male model. Tndced, our re-
scarch shows that almost anc-fitth of professional womaen
ol color (19%) perceive hidden biases severe enough (or
them to consider guitting. Tocus group participants

talked aboul ®leelering on the edge” (thinking aboul guil-
ting, looking for a new job, trying to figurc out whether
there is less hiag elsewhere) for months, or even years,
mecanwhile downsizing cffort and expectations. Onc par-
ticipant told us she had “guit but stayed on the job"—with
predictable effects on performance.

Leveraging Unseen Strengths

Companies stand Lo benelil enormously il they can learn
Lo nurture and support the cullural capilal that minoricy
prolessionals routinely develop oulside work. Our re-
search reveals [our ways companies can discover and
leverage these hidden skills: Companies need (o build a
grealer awareness ol Lhe invisible lives of Lheir minorily
professionals; they need to appreciate and try to lighten
the outsize burdens thesc professionals carry; they must
build trust in their ranks by putting tecth into diversity
goals and cneouraging more latitude in leadership stylc;
and they should finish the job of leadership development
hegun in minaritics’ off-hours activitics so that those nas-
cent skills can make a difference Lo workplace perior-
mance and competitive strength.

8

Shine a light. Tirst, greater awarcness and apprecia-
tion of community work is key. A large number of mino-
ity wamcn professionals (45%) do not foel that their roles
and responsibilitics outside Lhe workplace arc recognized
or understood by their employers. Minority women in
larger companies (56%), young women of color (50%), and
Asian women (49%) are the maost likely to feel that their
lives are “invisible” Lo their employers.

Demitra Joncs, on the other hand, has no such con-
cern. A dedicaled uman resource generalist al Pilney
Bowes, she leels her employer is fully supportive ol Lthe
evenings and weekends she spends with her sororily sis-
lers, When Demilra says “sororily,” she’s Lalking aboul
Della Sigma 'Thela, an African-American organizalion
founded in 1913 that “places more emphasis on scrvice
than on socializing ’Iler membership in Lhe organization
is a strenuous commitment, demanding 30 hours a month
on top of 6o-hour workweeks, It's a win-win situation for
her and for Pitney Bowces and has been sinec the begin-
ning. Tt was a Delta Sigma Theta member whe matched
Demitra with the company cven before she entered col-
lege through Tnreads, a leadership development institute
for minorily youlh. Since (hen, Pilney Bowes has conlin-
ucd to support Delta Sigma Theta in many ways, from

purchiasing adverlising space in [und-raising souvenir
journals to matching Temitra’s own donations. Maore
important, it has kept an eve on the cultivation and train-
ing of Demitra as a leader in both worlds. Tt’s no coinci-
dence that her rapid rise in the company paralleled her
progress through the leadership structure of the sorority,
which she joined as g junior al ' Ltinily College in 1 [artford,
Connccticut.

Whal Pitney Bowes has done 1s ol dillicult; the com-
pany merely shined a light on an aspect of employee lile
thatis ollen leit in the shadows, This kind of' light can lake
many [orms. Some specilic suggestions (hal came oul of
our survey include, for example, ensuring Lhal recruiling
delivities are recognized explicitly in job descriptions and
performance evaluations, Also, allowing employees Lo sel
aside time lor volunleer aclivilies —even a [ew hours a
month—-would send a message that cmployers recognize
and value social outreach and community involvement.
An ovcrwhelming majority of our survey participants
would welcome training from their companies in fund-
raising for voluntecr activitics. Companics could cven
Lake an active role in helping young minarity profession-
als access nonprofit boards, therchy giving them an carly
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opportunity to develop leadership
skills they can bring back to their
workplaces.

Lessen the load. Companies that
are truly invested in seeing their di-
verse talent flourish must be better
attuned to the extra burdens car-
ried by many minorities — particu-
larly minority women, whose load
of care reaches beyond the nu-
clear family to extended family
and the community. Over half of
minority professional women are
working mothers (51%), compared
with 41% of professional white
women. Many, too, are single moms
or prime breadwinners. African-
American professional women in
our survey are more than twice as
likely as white women to be single
mothers (18%, compared with 7%).
In addition, minority women spend
significant amounts of time caring
for elders and extended family. Sev-
enteen percent of African-American
female professionals care for elders
and extended family, spending an
average of 12.4 hours per week on
this care. (The figures for profes-
sional white men and women are
6.6 and 9.5 hours, respectively.)

Given this heavy burden of care,
some well-established practices
like flextime and telecommuting
may be especially attractive to mi-
nority professionals. Beyond these,
therc arc forms of assistance that fow companics have
cansidered, but that might, at small expensc, be of tremen-
dous benelil, For example, in our survey Lhere was consid-
crablc support for company initiatives that “widen the
Lent,” such as employee benelils that go beyond Lhe nu-
clear family. Nearly (hree-quarters (74%) of minorily
women warll help paying [or heallh insurance for up Lo
two members of Lheir extended families. Many minorily
women (72%) wanl a lew days ol annual leave [or Lhe pur-
pose of elder care or exlended-lamily care. And 74% of
minorily women say Lhey would appreciale help in ac-
cessing stale and [ederal services [or a range ol nuclear-
and cxtended-family necds,

lime Warner is one company Lthat has begun 1o ad-
drcss the issuc. Patricia Tili-Krushel, excoutive vice presi-
dont of administration, cxplaing, “Twanted to check if we
wore looking through awhite lons in terms of how we or-
ganize benelits — and, sure enough, we were.” The com-
pany recently extended its employec assistance program
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{which includes, for example, access to child care referral
services and company scholarship programs) to other
reliant family members (perhaps an aunt or uncle). “Tn
the last five months, there’s been a 200 increase in up-
lake,” she says, “1There’s a lol we can do that doesty’t cost
alol ol money. 1L just takes some dilferent thinking.”
Reimagine inclusion. 'lhe research dala underscore
Lhe need 1o expand and amplily whal is meanl by inclu-
sion. We're nol lalking here aboul the same old diversity
inilialives, bul specilically aboul innovalive policies that
build trust and [osler workplace environmenlts where mi-
norilies [eel able Lo share the full round of their lives, Our
survey revealed a widespread wish that companics estab-
lish®sale harbors”-places where employees can discuss is-
sues, challenges, or opportunitics in their private lives
while mainlaining anonymity. (Supporl lor Lhis notion
was highest among Hispanic women professionals, at 755,
but il was also lavored by majoritics of Alrican-American
women, white women, and African-Amaerican men.)
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Off-the-Job Leadership Development

Professional women of color incubate leadership and ather transferable skills in their neighbarhoods and communities.
Specifically, the highly educatad African-Amearican womean in our study devalop cultural capital inthe following ways:

Hold pivotal roles in
religious communities

Engage in hands-on
social outreach

Act as mentors
to young people
in their communities

41%

25%
16%

32% 31%

16%

African-American women

Respondents in our survey also emphasize the need Lo
“walk Lhe 1alk” in diversily initiatives and pul in place [i-
nancial incenlives 1o molivale managers. Fully 713 of mi-
norily businesswomen supporl the idea ol evalualing
managers on Lheir track records in recruiling minerity
talent and favor linking this cvaluation to compensation.

1'his was particularly imporlant Lo Marie, a Wall Sireel
professional coming back to the financial world after a
lew years doing client work, She wanled a company (hat
not anly had a diversity program, but had onc with teeth.
As an African-American woman, she was all too familiar
with diversity initiatives that never secmed to amount to
anything and diversily goals (hal were never evalualed
past their inception. When Maric started work at Tchman
Brothers, she was encouraged by Lhe (irm’s sizable diver-
sity bonus pool—an incentive that recognizes individual
managers and eams [or Lthelr innovative diversity inilia-
tives. 1Te lacl Lhat her new (irm encouraged inveslment
bankers Lo lake diversily seriously by providing meaning-
[l incentives was g source ol reassurance [or Marie,

Al Time Warner, there 1s a policy Lhal lor any hire at the
vice presidenl level or above, Lhe slate of candidales must
be diverse, In 2002, Lhe company crealed Lhe role of exec-
ulive conneclor Lo make sure that here are viable candi-
datcs available for consideration, The conncctor uses con-
tacts in numcrous social and professional circles to
develop an extensive pool of diverse candidates. Since
taking on this rele, Debra Tangford has been instrumen-
tal in the hiring of 65 minority scnior executives. She
travels frequentdy o events and conlerencees Tooking (or
talented high-potential candidates. Onee Tachra has facil-
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white men

italed a minorily hire, she moenitors his or her progress.
She knows that, unlike their whitc counterparts, the indi-
viduals may nol have preexisting relalionships wilhin the
company. Debra organizes formal and informal gather-
ings of employees with similar backgrounds—lor instance,
a lunch for African-American fathers or a dinner for mi-
norily lawyers,

Minority professionals arc also reassured whon they
see companies aclively combaling hidden bias. According
to DeAnnc Aguirrg, a senior vice president at Beoz Allen
[Tamilton, a good way to begin is to*examine the prevail-
ing modc of managerial behavior, determine where it is
narrowly drawn, and reenvisage a much more inclusive
madel? Tn our survey, 729 of minority women back cul-
lural sensilivily (raining for managers Lo break down
stereotypes.

Omne company Lhat has historically welcomed diversily
and champions Lhe notion ol bringing one’s whole sell’ Lo
work is Unilever. 1hrough its Gelling inte the Skin pro-
gram, introduced in 2002 as a key part ol e company’s
leadership development program, Unilever lakes direcl
aim at hidden biases by asking selected groups ol current
and [uture leaders Lo spend lime oulside the realm of
their normal experiences. Former Unilever cochairman
Niall TitzGerald helped create the program and was also
4 partivipant. O a 2002 journey Lo Croalia, he remarked,
“T lived the life of a Salvation Army voluntecr and picked
up an unkempt, uncared-for man off the street...we
talked about his life. Tn an ceric twist of fatc, he turned
oul Lo be rom my homelown. We were (wo people who
fate had dealt very different hands. He taught me, in a
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way no othcr cxpericnce has, the power of goncrous
listcning — without judgment” Other participants have
spent time at a rural hospital in Mexico, an ATDS clinic
in Ircland, and a prison in Germany. 'The current CEO
Patrick Cescau continues to build on Unilcver’s mission
of inclusion and has established a diversily board, which
he chairs.

Finish the job of leadership development. Companies
will rcap the maost benefit from the outside lcadership ox-
perienves ol Lheir employees when (hey begin Lo consider
(his cultural capital explicitly as a form of leadership “ac-
tion learning.” What Lhis means is that they should ob-
scrve established pedagogical practice, helping minority
execulives reflect on their experiences, exlract and gener-
alize the lessons, and apply what’s been Iecarned to other
sellings.

Some Icading corporations are beginning to view after-
heurs work as lcadership training. Goldman Sachs is one,
says Ayncsh Johnson, an investment banker at Geldman.
with the firm’s full knowledge and encouragement, Ay-
neshis sharpening her people skills by working as a board
vice president for the Tincoln Square Neighborhood Cen-
Ler, anemprafil organizalion Lhat suppaorts public housing
residents who happen to share a 7ip code with some of
the riches! people in the world. In the process ol liguring
oul how Lo fund-raise (or Lhese [amilies, Aynesh has taken
on a marketing task so challenging il would serve ad-
mirably as a business school case study, “IUs a very rich
and wonderlul opportanity;” Aynesh says, carelully, “Bul
it’s not glamorous” Nevertheless, Avnesh is proud to call
her posilion on Lhe cenler’s board “part of my career.”
Describing hor volunteor work, Ayncsh says “it has taught
me how 1o work wilh a wide range ol individuals., . maxi-
mizing their contributions” Sha’s alse learned how to lis-
ten gracefully when a prospective donor $ays no and how
to refuse (also gracefully) to take no for an answer. Thesc
arc skills her supcriors at Goldman Sachs think are imponr-
tant. As aresult, at work she docs not hesitate to be open
aboul this oulside commilment. *Managers know, all the
way up to the cxecutive suite?

Anolher way Lo transler cultural capital Lo the work-
place is through networks of mentors. Many minorily
businesswomen are skilled mentors themselves, having
reached oul Lo young people in Lheir own communiities.
‘They Lherelore know Lhe polential of these relalionships
and [eel [Tustrated when (hey lack menlors in their own
organizalions, [n our survey, a signilicant proportion of mi-
norily professionals (66%) supported Lhe creation ol men-
toring programs across divisions and the moetching of
minorily employees with senior colleagues (rom similar
cthnic and cultural backgrounds. When mantors build
trusting, open relationships with minority protégés, com-
panics gain an impaortant window on leadership talent
(hat s ollen hidden from vicw. Menlors can aclively en-
gage their protégds in discussions about their outside
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About the Research

Statistics in this article are the findings of a 2005 survey,
fielded by Charney Research under the auspices of the Can-
ter for Waork-Life Palicy. The targeted survey sample com-
prised 1,601 professicnals in the United States, ages 28 o 55,
with college or professicnal degrees. This included 1,001 mi-
narity women (of whom one-third were African-Amerizan,
one-third were Hispanic, and one-third were Asiany, 200 mi-
narity men (also equally divided amang the three groups),
198 white women, and 202 white men, The survey targeted
paople equally in four professional areas: meadicine, law, ed-
ucation, and business and accounting. Interviews averaged
20 minutes and were conductad by telephong between
January 2005 and February 2005, (A detailed rapaort of
the findings will be available at www.warkdifepalicy.org
in late 2005.)

rolcs and work with them to apply and cnhance those
skills in Lheir everyday jobs.

General Flectric provides much-needed access to men-
Lors and aclively foslers leadership along Lhe way Lthrough
affinity nctworks. The African-American Torum is a case
in point, 1L began informally —15 black managers coming
together to study retention prablems—and has grown into
4 major initialive thal both serves as a vehicle irough
which minerity cmplovees find mentors and holds an
annual meeting that draws nearly 1,400 people and lea-
tures top cxceutives. GE has integrated the AAT into suc-
cession planning. As Deborah Llam, manager ol diversity
and inclusive lcadership, cxplains, “The practicc of taking
high-potential employees and placing them in leadership
rolcs within the AAT allows top CXecuUtives to better sce
the strengths of talented minority professionals”

Lives Made Visible

In 1952, Ralph Waldo Lllison published his classic novel,
Invistble Man. T1is central insight remains relevant more
than 5o years later: 1hose rendered “Invisible” may well
be Lhe key Lo maintaining America’s prosperily and in-
Llegrily. Lhis pasl hall cenlury has seen a sea change in
lerms of the opportunities available (0 minorilies —espe-
cially female minorilies. [n response Lo Lhe anlidiscrimi-
nation laws of thc 1960s and 19705 and the global talent
shifts of the past 15 vears, the face of power has begun
to change. One anly necd look around the workplace.
Whether you’re talking Wall Strect, Main Strect, or the
White House, most management teams now include pow-
crful and conspicuous nonwhite talent. Scerctary of State
Condolecyza Rice, Avon CEQ Andrea Jung, and 'lime
Warner CEO Trck Parsons arc cascs in point.
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Invisible Lives in the Global Context

2ur research shows that minarity executives in the United States l2ad rich lives of leadership and respensibility that are largely
invisible to their employers. [s the same true for global executives who do not share the dominant ethnicity of leaders at head-
quartersy To examine this question, we cond ucted an empleyes survey of one large company, a Europe-based multinational
with extensive operations in the United Kingdom, India, and South Africa, Targeting midlevel managers and senior executives,
we reachad mare than 1,200 employaes. Our goal was to compare the experiences of a group of predaminantly white executives

inthe UK {(male and famale) with those of a group of predominantly nomwhite executives in India and south Africa.

Like minority executives in the United States, this com-
pany’s global executives are rich in cultural capital
«30% of South African executives are leaders in their reli-
gious arganizations comparad with 10% of executives
inthe UK}

= 20% of Indian executives serve as mantors to young people
intheir communities (the figure for UK executives is 8%)

= 38% of South African executives are involved in social out-
reach programs, as are 27% of Indian executives

Global executives deal with an inerdinate load of

care responsibilities

= 324 of Indian respondents have elders in their households,
while in South Africa, 46% regularly care far elderly relatives
outside their hames {only 3% of UK executivas have eldars

living in their hames)

= 33% of Indian respondents support children from
extendad familias and the community (for UK executives,
the figure is 12%)

Many global executives suspect hidden bias and choose

to keep information about their persenal lives close to

the vest

+ 49% of Sauth African executives perceive "style compliance”™
prassuras

S0, the beliel among many minorily prolessionals
that they musl somehow cloak their real identities has
been exlremely debililating, Livery prolessional, no maller
whal color or creed, wanls Lo be recognized, apprecialed,
and supporled, As we can see [Tom Lthese new dala, for
a subslanlial number of minorily prolessionals, covering
upoutside lives and staying below the radar has produced
isolation, alicnation, distrust, and discngagement, all of
which helps cxplain why progress has stalled. According
to Catalyst and other rescarch organizations, the data
show that minoritics arc not being promoted or advanced
at a rate commensurate with their representation in the
talent paol. They remain bunched in the carly strelehes of
the career highway. Tew make it into the fast lanc.
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« 78w of respondents in India and South Africa belisve that
colleagues whese looks and style mirrar senior manage-
ment’s are unfairly favared in promotions

» 48% of Indian executives don't fully trust their employer
with information about their private lives (compared with
a5% of UK executives)

= Almost half of nonwhite global executives say their outside
lives are invisible to the company

Among the inftiatives suggested by the survey to
improve the situation, the following were favored by
an overwhelming majority of global executives

= cultural sensitivity training to break down sterentypes
(80 to 96l)

« bettar access to mentors (884 to 95t

« safe harbars for discussing issues in their private lives while
maintaining anornymity (77% to 86%)

= avaluation of individual managers’ success in developing
diverse talent based on input frem subordinates
(B0 to 785%)

Adelailed raparl of this surey's lindings and ils nndadying
ot hoded ooy will b availabele fream the Center foen el Life Palicy
inlale 2oon.

Any company Lhal hopes Lo compele on Lhe world
slage using superior leadership lalent must look squarely
at the problem ol hidden lives and resolve Lo overcome
il. The key is Lo value the cullural capilal thal minorilies
routinely develop in their communities and bring this
lo bear in Lheir workplaces. Think of the extraordinary
energy and purpose thal will be released when minorily
professionals are finally able to speak openly and proudly
of their lives, their core valucs, and their skills. Tt might
wall be transformative —of individuals, of companics, and
of socicty.

Reprint Ros11D; HBR OnPoint 221
To order, sce page 170,
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A significant part of the typical corporation’s equity capital
merely insures against the risks of managing assets and activities
that add no value. Modern financial tools enable companies
to free up that capital and get it working to create value.

CAPIHAL

THAN YOU THINK

by Robert C. Merton

or service company aboul he Grm’s derivatives aclivilies, and

yoll’ll probably be referred to the treasurer. While companics in
the [inancial sector and those producing or (rading commaodities have
long boen familiar with derivatives as stratcgic tools, top cxecutives in
most other industrics persistently regard the application of derivatives
as essentially tactical, unrelated to the core management challenge of
creating and sustaining competitive advantage. That’s why they cheer-
fully delegate the management of the company’s derivatives portfolio
to inhause financial experts.

AK A SENIOR CORPORATE EXECUTIVE of a Lypival manulacluring
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You Have More Capital than You Think

The dangers of delegation, of course, have been ruth-
lessly cxposcd by a number of corporate scandals in which
large risks wore taken without appropriate understand-
ing or authorily. Whal is less well recognized is the huge
strategic opportunity that scnior management and
boards of direclors are passing up by nol paying close al-
tention to the way their companics manage risks.

Thanks Lo (he invenliveness ol the moedern [inanvial
markects, managers can, in principle, cnginccr a com-
pany's capital struclure so that virtually Lhe only risks its
shareholders, debl holders, (rade creditors, pensioners,
and olher liability holders must bear are whalt 1 call value-
adding risks. Thosc arc the risks associated with positive-
nel-presenl-value aclivilies in which the company has a
comparative advantage. All other risks can be hedged or
insured against through Lhe inancial markels,

Tn most large companics, cquity capital is uscd to cush-
ion against a great many risks that the firm is no better at
hearing than anyane else. T it can strip out the non-value-
adding, or passive, risk, a company will be ablc to usc its
cxisting cquity capital to finance a lot more valuc-adding
asscts and activitics than competitors, and its shares will
he worth far more. So the patential ([or crealing share-
holder value through financial engincering is cnormaous.

1his Is not just a theorelical possibility: One innova-
tion — the interest rale swap, introduced aboul 20 years
ago — has already enabled a major induslry, banking, Lo
dramalically increase ils capacily for adding value Lo each
dollar of invesled equily capital. With the range ol deriv-
ative instruments growing, there is no reason other com-
panies cannol do likewise, polentially creating lens of bil-
lions of dollars in sharcholdcr value. The possibilities arc
especially important lor private companies that have no
access to public equity markets and therefore cannot cas-
ily increase their equity capital by issuing more shares.

In other words, smart financial engincering frees up
equity capital for strategic investments, allowing a com-
pany to finance more value-adding growth for the same
amount ol equily. And there is ne increase in the level of
risk a company bears, just a changc in the risk’s nature.
Beller yel, as we shall see, managers can create all Lhis
value-adding growlh withoul changing Lhe way Lheir
companies currently go aboul their business,

In the [ollowing pages, 1 will explore (he distinelion
that managers need (0 make belween value-adding and
passive risks. 1 will then explain how companies can cre-
ale g risk balance sheet, which shows Lhe risk portiolio and
sels [orth just how much equily cushion each risk re-
quirgs, Companics can use the risk balance shect to idon-
lily those risks they should not bear directly and deler-
minc how much cquity capacity they can rcleasc for

assuming more valuc-adding risk through the use of fi-
nancial lools, L will then deseribe how derivalive conlracls
of various kinds arc now bcing used, and will be uscd,
strategically to hedge or insure against various risks.
These instruments alone offer a huge potential for cor-
porale value creation, but they are just the Lip of an
iccherg — many tools alrcady cxist, and more are sure
Lo emerge.

Value-Adding Versus
Passive Risks

Fxccutives arc used to thinking of stratcgy in terms of
comparalive advanlage: Whal assels and capabilities do
wa have that allow us to do things better than our rivals?
The New York Times Company, [or inslance, has a com-
parative advantage in reporting and cditing the news,
and possibly in printing and distribution, but no par-
ticular advantage in, say, producing newsprint. A manu-
facturcr of ncwsprint such as South Carolina—bascd
Bowater (the largest TLS. praducer) would probably have
the advantage in that respect. The strategy literature re-
flects this ramewaork —lerms such as“compelitive advan-
tage”® and “core competence” imply that not all of a com-
pany’s assels and activities create value and (hat the
more companies focus on the value-adding ones, Lhe bel-
ler Lhey do.

Whal execulives seem (o forgel, however, is Lhal (he
same comparalive-advanlage distinction can be made
about a company’s risks. The Times has an advantage in
bearing the risks ol news gathering (thanks woits lalented
journalists) but ne particular advantage in bearing such
risks as Lhe cost ol paper. ' That’s nol Lo say newsprinl cosls
are unimportant ta the Times, just that it is no bhetter at
bearing them than the average company and is probably
much less cffective than Bowatcer.

Commercial banking provides a particularly clear cx-
ample of the distinction. Traditional banks take on cssen-
Hally lwo classes of risks, One is assoclaled wilh banks’
ahility to find and scrvice customers (sclecting branch
sites, developing product packages, and so forth), 'These
are value-adding risks. By taking them on, and managing
the associated activilies and assels successiully, banks can
creale relurns in excess of Lhe cost of capital, The other
class stems [rom the different needs of customers. Be-
cause deposilors wanl 1o be able Lo wilthdraw money al
any lime while borrowers wanl Lo lock in a [ixed inlerest
rale and avold repaying as long as they can, banks are ex-
posed to the risk that the long-term interest they reccive
on loans will be less than the shorttcrm intercst they
pay on dcposits.

Robert C. Merton is the John and Natty McArthur University Professor at Harvard Business School in Boston and a winner of
the Nobel Memorial Prize in Economic Sciences. He Is a cofounder of Infegrated Finance Limited, a specialized investment
bank that advises corporations and governments on sfrafegy and provides assef management services.
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Most bankers would acknowledge that they are not ¢s-
pecially good at forccasting and managing interest rate
risk and that banks’ physical and intangible asscts (cus-
tomer databases and relalionships, say) do nol help them
hear it. A bank that does have expertise in forccasting in-
Lerest rales can make a lol more money applying il i the
third-party assct-managemaent business, and some large
banks have done just thal. From the perspeclive ol the
corc hanking business, however, bearing interest rate risk
Isnol value adding (and Lhe risks that are value adding lor
(he bank would not be value adding (or Lhe assel manage-
menl business).

Why is the distinction important? Whether a com-
pany’s risks are value adding or nol, they siill require a
cushion of risk capital, most of which is usually provided
by Lhe holders of a company’s liabilities, primarily the
holders of its cquity. Unless the company can hedge or
insure against its risks in other ways, its ability to bear
them is largely limited by the size of that cushion. Thus,
the larger the risks the company has to bhear dircetly, the
larger the required cushion.

T.ct’s supposc that we have a company whose risks are
cushioned entirely by equily, so (hat all o its outstanding
debt is rated AAA. Tet’s further supposc that the other
side ol the balance sheel, Lhe assel side, contains virtually
no value-adding assels or capabilities. T'he returns gener-
aled by those assels would be unremarkable — neilher

greater nor less than what any passive investor could
earm. Bul the company’s shares would sell in Lhe market
below the resale or book valuc of the asscts. That’s be-
cause Lhe cost of equity is not whally delermined by Lhe
risks of the asscts and activitics that the equity helps to fi-
nanee, Firsl, equily carries 4 lax burden—debl inlerest is
tax deductible, but dividends are not. Maorc significantly,
Lthere are considerable agency costs relaled Lo Lhe nalure
of the cquity contract, which heavily favors managers
over shareholders, (By conlrasl, debt capital has explicil
covenanls that favor hondholders over managers.) Fi-
nally, Lthe transaction costs associated wilh issuing equity
are mueh heavier (han for other forms of risk nsurance.
Lol [or these costs, the company’s shares would trade at
or just below book value and its managers would raisc a
lot more equily capilal Lhan Lhey do-indeed, Lhe oplimal
capital structure would be to issue so much equity (hold-
ing the proceeds in passive financial asscts that could be
drawn down to pay for new business investments, it and
when they became available) that all debt and other abli-
gations of the firm would be rated AAA. The extra costs,
howcever, make cquity a highly expensive way to finance
risk, so managers in Lhe real world Timil iLs use. (For more
on agency and transaction costs, sce the sidebar “The
[ligh Cost of Lquity Capilal.”)

But if the equity cushions the risk of investments that
are expecled Lo receive higher relurns, on a risk-adjusted

THE HIGH COST OF EQUITY CAPITAL

Equity capital is by far the most varsatila form of risk pro-
tection. There are no strings attached to it—managers
have absolute control over the money raised and have no
contractual obligation to pay it back. Sharzhaldars have
rights only to elect the corperation’s board and receive
distributions. Equity capital can thus be used to cover any
business risk, which is why highly capitalized companies
usually have the soundast credit ratings.

But equity has the highest premium rate of any kind
of corporate-risk insurance policy. For cading their rights,
shareholders dernand compensation beyond what they
expect for bearing the risks of the investments to be made
with their money.

Equity's agency costs, as they are called, are magnifiad
by the equity fund-raising transaction. Publicly traded
companies have to make their shares available to all po-
tential investors, favoring no group. This highly regulated,
sometimes lengthy procass consumes a lot of manage-
ment time. Managemeant and underwriting feas on an
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[P typically amount to around 74 of the value of the
shares issuad. Companias can cut out their underwriters
for at least reduce their fees) through rights issues,
whareby funds are selicited puraly from existing share-
helders, but in those cases, companies forgo the opportu-
nity to broaden their investor base and still have to offer
discounts to persuade shareholders to participate or sell
their rightstothird partias.

Corporations alse take on a tax burden when they issue
aquity. Interest payments on debt are tax deductible; divi-
dends are not. Indeed, companies can create value by is-
suing debt instzad of equity, accepting lower ratings as
long as the increased servicing costs are outweighed by
the tax advantages.

If an enterprise’s managers want the flexibility of corpo-
rate equity, they must pay investors for it. But paying for
the all-purpose risk cushion provided by equity is value
wasting if an alternative cushion that is more targeted,
and therefore usually less expensive, can be used instead.
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hasis, than the company could cxpect to get from putting
its money into passive, market investments with the samc
risk, then the stock will scll for more than the amount put
inla Lhe company. 1hal has considerable implicalions (or
strategy. Since the assets associated with passive risk do
nol contribule Lo g company’s premium over el book
value, the company can, in principle, creatc value without
adding new equily capital simply by eliminaling existing
passive risk and therchy creating risk capacity to expand
value-adding invesimenus. 'The value (hal can be crealed
in this way, as we shall see, can do a lol maore Lhan com-
pensale investors for the deadweighl costs ol equily, Fur-
thermore, if no such new investments are available at the
momenl, managemenl can still creale value by using the
risk reduction to change its capital structure to have less
equily wilhoul negalively aflecling ila debl raling,

Listing All Sources of Risk

Once a company has identified its risks and detcrmined
which arc value adding, it can draw up the risk balance
shect and work out how much equity capital it can elimi-
nale by hedging, selling, or insuring its passive risks. (Marn-
agers should not confine themselves to the risks associ-
aled only willh the assels and liabilities thal are on the
[ormal balanee sheet bul should Lise all the sources ol risk,
whelher on or ofl the oilicial [inancial slatements, includ-
ing risks associaled with inlangible assels such ag repula-
tion or key knowledge workers.)

The modeling tools that cnable companics to calculate
the equily capital requirement are typically based on Lhe
cancept of value at risk (VAR), a dellar measure of a com-
pany’s Lotal riskiness. The mosl sophisticated VAR Lools
arc prabably to be found in the securitics and the bank-
ing industries, which have long applied the value-atrisk
concept in preparing Tisk cxposure reports for internal
senior managemenl and creating capital-adequacy re-
ports for regulators. Applying a VAR tool involves csti-
maling Lhe volalility of the value ol Lhe company’s busi-
ness portfolio and calculating, from that, the maximum
polenlial loss in assel value the company is likely Lo sus-
Lain over a given lime period wilhin a given probahility
conlidence level, For example, a bank mighit look atils op-
eralions and estimate hat there is 2 99% chance il will
lose o more than $500 million over a len-day period.
‘Thal is, there’s only a 1% chance that the bank will lose
more Lhan $500 million In value over Lhat period, This
$500 million is the len-day 1% VAR,

The company’s cstimated cquity requirement is usually
some multiple of its VAR—a multiple determined by the
company’s nced to protect the valuc of its other obliga-
tions. A company with a large equity cushion will get a
higher credit rating from dcbt holders than a company
wilh a small cushion, given Lhe same assel volalility. 'The
credit rating affeets just how much and on what terms
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debt holders will lend tothe company. Tf the bank just men-
loned, alter looking al Moody’s and Standard & Poor’s as-
scssmaents of its business, determincd that the multiple to
prolectits AAA credil rating was three Limes VAR, thenil
would need $1.5 billion in equity capital (threc times
$500 million). In olher words, il could lose up Lo $1.5 bil-
lion worth of assets before it became unable to mect its
obligations Lo debl holders and olher slakeholders,

Tt’s important to notc that the requircd amount of the
equily vushion is determined 1ol by Lthe cost or size of
Lhe company’s assels bul by their risk (measured here hy
VAR). Suppose the assels that collectively allow the bank
Lo manage or provide [or bolh the value-adding risk ol
managing customers and the passive risk ol managing
interest rales cost $15 billion o purchase, 'The bank could
[inance the purchase ol Lhe agsels by using Lhe equily
($1.5 billion) and borrowing $13.5 billion in AAA debt. But
if the same assets (producing the same YAR) cost $20 bil-
lion, the bank would still need only $1.5 billion in cquity,
whilc the $18.5 billion balancc could be raised by issuing
AAA debt. Tn cither case, if the cquity portion of the fi-
nancing were less than $1.5 hillion, say $1 billion, then the
debL of $14 billion or $19 hillion would no longer be rated
AAA, because some of the VAR would now be borne by
debl holders, who would expect compensation i Lhe
form of higher interest payments.

'The amounl of equily capilal & company needs is also
independent of its cost of capital. Companics with rcla-
lively high weighled average cost of capital (WACC) don'l
necessarily necd more cquity than companics with rcla-
Lvely low capilal costs. 'That’s because WACC is deler-
mined not by the business’s total risk, or VAR, but only by
the amount of its syslemaltic risk —measured by the sensi-
tivity of the company’s asset valuc to changes in overall
equity-market prices (what financial economists, in the
context of Sharpe’s Capital Assct Pricing Model, refer to
asan assct’s beta). Tmagine you have a firm that has assets
of $1 hillion invested in a project that will cither destroy or
doublc the valuc of the asscts. The outcome, lot’s say, is de-
cided by a flip of a coin. Tn that case, the projoct’s outcome
is uncorrelated wilh the overall stock markel. Thal means
Lhe project has zetao systematic risk, and Lhe compensa-
Lion for the risks of the project will (herelore be the same
as the risk-Iree rate. Bul while the required, or equilib-
riumm, expected relurm on this equily would be relatively
low compared willi that of a company in a business sensi-
live Lo Lhe overall markel, you would need a lol ol equily,
given Lhe 0% chance of losing everylhing.

The cxhibit “The Risk Balance Sheet” shows what a sim-
plilied risk balance sheel lor a commercial bank might
look like. On the loft side, managers would list the asscts:
loan assets, maost obviously, but alse physical and intangi-
ble assets such as branches, I'T cquipment, databascs, and
brands Lhal a bank needs in order Lo allracl customers
and provide services. On the right side, they would list the
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various typcs of liability: customer deposits, debt, and eg-
uity. Managers would report the market or intrinsic valuc
for cach type of asset and liability, and they would list the
VAR (hat cach asscl impasces on Lhe company and Lhal
cach liability bears. Where possible, the company would
ilemize the specific risks associaled wilh a parlicular
asset. T this case, there are two obvious risks associated
wilh cuslomer loans: interes! rate risk and credil risk,

The bank’s assets amount to $129 hillion, and the total
VAR associaled with them is determined Lo be 33 bil-
Tiom. Since our hypalhelical bank wishes Lo mainlain ils
AAA debl raling (essenlially rislelree), requiring equily
equal o three limes VAR, the VAR is entirely borne by
the equily liabilily. O course, il the bank were willing Lo
pay morc for debt, it could reduce its equity and the
amounl ol VAR cushioned by equily, lransferring some
VAR to debt.

Of the bank’s $3 billien VAR (requiring $9 billion incg-
uity capital), $1.5 billion is associated with intcrest rate
risk and the rest is associated with the valuc-adding risk

THE RISK BALANCE SHEET

of managing and scrvicing depaositors and borrowers and
with asscssing and bearing credit risk. What if the bank
could takc that passive VAR out of the portfolio by hedg-
ing or insuring againsl it without aiTecting Lhe value-
adding sidc of the business? Tts total VAR would then be
only $1.5 billion. 'The bank would need only $4.5 billion of
cquity capital (three times $1.5 billion) to both sustain its
existing value-adding operations and mainlain a AAA
debt rating. The company could, therefore, return cquity
Lo its shareholders {replacing it wilhh AAA debl), and the
company’s markel value would rise by the amount of
deadweight equily cosls saved less the cost of the hedge
or insurance replacing (he equily. 1he ncrease could be
signilivanl.

Altcrnatively, since the bank already has the equity to
supporl a $3 bhillion VAR, il could choose Lo add $1.5 bil-
lion of another kRind of risk to replace the passive intercst
rate risks it has just ciminated, If that other kind of risk
isvalue adding, then the company’s market capitalization
will risc above — possibly well above —current lovels. And

Companies seeking to make better use of their equity capital can draw up a risk balance sheet that reports assets in
terms of both value and risk, and identifies what proportion of total value and risk each type of liability is cushioning.
This decument includes all assets and risks facad by the firm for example, in the case of a bank, the deposit insurance
previded to eligible banks for a fee and, of course, all contractual agreements — swaps, options, futures, and pension
fund assets), whether off or on the balance sheet, and all significant liabilities {including the company’s loan guaran-
tees to customers and suppliers, deferred compensation to employees, and pension liabilities).

Inthis simplified, hypothetical example, we lock at a bank that has value-adding assets related to customer servicing
and credit-risk assessrment as well as passive assets related to managing interest rate risk. The value at risk (VAR] for
each type of asset is shown on the left. On the right, we see the varicus liabilities and the amount of VAR cushionad by
each. Inthis case, it is assumed that all VAR is cushiconed by equity if the amount of equity capital is three times the VAR,

ASSETS
CASH AND EQUIVALENTS
Value . 35 billicn
VAR o]
LOAN ASSETS
Value . . . 4100 billion
Interest rate VAR ... ... . 51.5 billion
Credit risk VAR~ ... .. $0.9 billion
CUSTOMER SERVICE ASSETS
{BRANCHES, IT, DATABASES, BRANDS)
Yalue 424 billion
VAR . 0.6 billion
TOTAL ASSETS
Value ... . $129 billion
VAR . . =3 billicn

NOVIMBLER 2005

LIABILITIES

CUSTOMER DEPOSITS
Value . .. . 5120 Billion

DEBT
Value ...

EQUITY
Value .. .
$3 billicn

TOTAL LIABILITIES
Value .. .
33 billicn
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since the bank already has the capacity to bear the $1.5 bil-
lion in new value-adding VAR, it does not have to raisce
any new cquity. Tn other words, it can finance, say, the ac-
guisition ol a new branch network in anolther region en-
tirely through debt as long as the expansion docs not cre-
ale more han Lhe $1.5 billion VAR released by disposing
of the passive-risk-bearing asscts.

1his is precisely whal lhe banking industry has been
doing overthe past two decades, thanks to a financial con-
tract known as Lhe inlerest swap.

Setting Free the Banks

Aquarler cenlury ago, Lhe only way banks could manage
interest rate risks without adversely affocting the value-
adding side of Lheir business was Lo make large capilal
provisions or develop skills in forecasting interest rate
movements, This ¢ssentially meant a diversion of risk
hearing capacity away from their value-adding activitics
and their main source of competitive advantage.

There was naway to avoid making thesc provisions, be-
causc the intercst rate risk was impaosced on banks by cus-
Lomers. In principle, a hank could refse Lo extend long-
dated, fixed-rate loans or to accept short-dated, floating-
rale deposils, but il il did, il would very soon go oul of
business. In eflect, Lhe inlerest rate risk was bundled with
the company’s value-adding aclivilies and could ol be
avoided. IL tied up a lol of expensive equily capilal,

Lnler Lhe inlereslt rale swap, 4 bilateral conlract in
which two organizations agree to cxchange cash flows,
lake, lor examyple, a bank’s anticipated cash inflows [rom
interest carncd on a long-term, fixed-rate loan. The bank
can swap hose cash inflows with a pension fund that
wants fixed-ratc interest payments to cover its long-term
liabilities (to pensioners). In return, the bank receives
the cash flows from floating-ratc interest applicd to the
same principal amount as the loan. Tn practice, the bank
and thc pension fund simply nct off the difference be-
tween Lhe cash [lows: Il Lhe [ixed inlerest rate of Lhe swap
cxceads its floating ratc, the bank pays the difference to
the pension fund. If' the reverse is lrue, Lhe pension [und
makes Lhe payment Lo the bank. 'This kind ol contract is
known as a hedge, in that (unlike an insurance policy or
an option) il shields (he bank [rom bolh [avorable and un-
lavorable movements in inleresl rales.

1The beauly of Lhe swap contract is thal il is noninva-
sive. A bank can strip oul ils inlerest rate risk withoul af-
lecting ils customers. Borrowers still pay a fixed inlerest
ratc on a long-term loan; depositors still have a safe short-
torm assct. What’s more, bank cmployces do not have to
changc their value-adding behaviors in any way. They
loak for the same custemers and pitch the same products
and scrviecs as before.

Even beller,interest rale swaps arc casily reversible. IT
customers’ tastcs change — for instance, if a bank’s bor-
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rowers decide they want to borrow at floating intcrest
rales — the bank can easily swilch its inlerest rale expo-
surcs by taking out another swap the other way. Unwind-
ing aninterest rate risk position does’Linvolve any rene-
gotiation with swap counterpartics, nor docs the bank
have Lo sell oflils exisling swap conlracls, Nor musl il ry
tor get customaers to change their preferences to suit the
bank’s risk needs.

The strategic implications are broad: With the swap,
bearing inlerest rale risk is no longer an inevitable cost of
doing business, which means Lhal banks donaol have Lo lie
up as much equily in cushioning passive risks, and the
capital they raise can be more precisely Largeled al areas
where il will create the most advanlage, 1Us not clear ex-
delly when the first inlerest rale swap agreement was
struck, bul cerlainly by Lhe early 19903, Lhe swaps desk
had hecome as much a fixture in the sceurities trading
rooms of most large commercial banks as the forcign ox-
change desk.

Taday,the numbaers suggest that companics of all kinds
have swappoed intercst ratcs on some $147 trillion worth of
asscts. The swap contract has now hecome a highly stan-
dardized document, and a large body of case law has
grown up around the terms and conditions, so that noam-
biguily exists around Lhe rights and obligalions ol e par-
ties to a deal. The swap market is now a highly liquid,
deep, and sale markel in which Lo operate.

Escaping Credit-Limit Tyranny
Interest rate risk is nol the only kind of cuslomerrelated
risk that has actcd as a brake on banks’ capacity to grow.
Just as imporlanl is the credit risk thal banks lake on
whon they cxtend loans. The more a bank lends to an in-
dividual customer, the more exposed it is to the risk that
the customer will default. To keep that expaosure within
bounds, banks have (radilionally placed formal limils on
the amount of money they lend to any one client. With-
oul such limits, banks would be [orced by regulalors Lo
raisc mare cquity capital. Just like intercst rate risk, credit
risk was once thought Lo be a necessary parl of (e bank-
ing business, a burden hat bankers had (o lake on in
order Lo service cuslomers.

Bul a new kind of derivative called the credil-defaull
swap largely [rees banks from Lhe tyranny of credil limils.
Willioul having Lo raise more equily, Lthe banks can do as
much business wilh their prime clients as Lhey wanl. Like
the interest rate swap, Lhe credit-delaull swap is a bilateral
contract, But it is not a hedge, Instcad, it resembles an in-
surance palicy inthat a bank will pay the cquivalent of a
premium tothe swap counterparty in return for the right
tora full paymaent of a lean it a borrower defaults. (A com-
maon practice is for a bank to buy credit-default-swap pro-
Lectiom in cases where it wants o keep lending Lo asingle
namc for relationship rcasons—cven if it is concerned by
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too much cxposure to that particu-
lar company’s credit.)

A hroader problem for banks
(han exposure Lo an individual
clicnt was exposure to a particular
seclor, LI a bank [ell thal a cus-
tomer’s borrowings were increas-
ing the likelihood ol delault, it
could avoid lending morc to that
cuslomer. Bul a bank would oflen
have Lo lurn down mew business
wilh, say, a strong publishing com-
pany Lhal was a good risk, simply
because of (he bank’s exisling ex-
posures to other publishing com-
panies, Thus, the bank’s allempls
to serve the individual customer
would be compromiscd by its over-
all risk exposure to the industry
scctor. But now a bank can scpa-
rate the risk of an individual name
from thc risk of the scctor Tt can
enler inla a credit-default swap on
a partfolio of publishing companics
that expressly excludes (e strong
one, thereby covering ilsell against
Lhe credit risk ol every publisher ex-
cepl the customer wilh which it
wans Lo do business.

Onec again, we sce a derivative
conlract reducing Lthe amount of
passive VAR, cnabling a bank to
Lake on more value-adding VAR, In
the case just described, the bank is clearly not protected
from the risk that the publishing company in question
will experience some kKind of catastrophe. But it is the
hank manager’s job to assess such risks. Knowing its cus-
tomers is one of the sourccs of the bank’s advantages—it
is a value-adding activily—and the bank manager’s special
knowledge of a customer is what enablcs him or her to
surpass a compelitor in deciding how much business (o
do wilh Lhat customer. In conlrast, bearing the risks of the
publishing sector il general is a passive, non-value-adding
aclivily, [rom he bank’s perspective, And as wilh interest
rate risk, il a bank did have a valuable (and presumably ex-
pensive) capabilily In seclor analysis, il could creale more
value for shareholders by using Lhal abilily in some olher
ling of business, such as assel management.

Of ¢course, the bank still has to pay for the contract,
which represents an opporlunily cost. Money invested in
premiums cannot be invested in acquiring new accounts.
But the cost of the insurance provided by the swap is usu-
ally considerably lower than the cost of providing the
same insurance (hrough equily capital. | think ol equily as
a kind of all-purpose risk insurance. The broader your cov-
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crage, the more cxpensive it is. Credit-default swaps, on
the other hand, are precisely defined (and by now stan-
dardized) contracts struck between a company and one
other professional party. They are focused on a specific
risk and cannot serve to reduce any risk other than the
default of the customers invalved, which means that they
do not imposc the same deadweight contract-related {or
dgeney) cosls as equily, Whal's more, the lransaclion cosls
associated wilh issuing new equily do nol apply Lo credil
swaps, which can be arranged in minutes by phone.

Recenl and ongeing regulalory changes will increase
bhanks’ appetites lor credil-defaull swaps. Under the Basel
11 agreement on banking regulation, banks will be obliged
Lo Lactor credil risk into their VAR calculalions along with
intereslt rale and other market risks, increasing their po-
tential need for cquity capital, The pressure on them will
be considerably reduced il they can use swaps Lo Lake
gencrie credit risks such as sector cxposures off their
books, 'Their remaining credil-related VAR will be ol Lhe
valuc-adding, growth-contributing kind, which will make
Lhe meed Tor any exlra equily capilal Lo support Tisk Lak-
ing a much more pleasing prospect.
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CREDIT-DEFAULT SWAPS.

Banks are not the only companiecs that can benefit from
credil-defaull swaps. In [acl, the value of almosl any com-
pany that sclls on credit can be enhanced through the use
of Lhese agreements. To Lake a simple case, suppose you
arc an aircraft manufacturcr like Bocing or Airbus. Your
competitive advantage lics in your cxpertisc in designing,
manufacturing, and delivering supcrior ajreraft. Unfortu-
nately, your customcrs —airlines—arc almost universally
weak credit risks, and they all operate in the same sector,
which mecans your company has a highly concentrated ex-
posure Lo the vagaries of Lhe air travel business. Bul man-
aging the risks that your customers will default is outside
your area ol compelilive advanlage, From your perspec-
live, Lhey are passive risks, and your only reason [or bear-
ing lthem is Lhal the customer insisls o it

Ilere, loo, Lhe credil-defaull swap gives you a noninva-
sive and reversible way Lo lay ol (he risks of cuslomer de-
fault or to rcduce sector crodit exposure. You might
choose Lo prolect yoursell by purchasing a credit-default
swap on a group of namcs, as T described previously for
the banking induslry, L[ an airline goes oul of business in
an isolated event, its asscts (its routes and aircraft) will be
taken over by some other airline, and you’re not con-
cerned by who is paying for or leasing the aircraft. You
just want to scll as many plancs to as many customers as
you can. Your customers don’t have to see anything of the
swap ransaction; [rom Lheir perspective, you are provid-
ing them with cxactly what you have donc before and on
the same lerms. And il your credil exposure Lo Lhe airlines
changes al all, you can back oul ol Lhe swap simply by pro-
viding some other company willh a swap in which you
provide the defaull guaranlee.

Ol course, Lhere are olher ways lor an airerall manulac-
(urer Lo nsure against customer credil risks. Banks have
been providing lellers of vredil and credil lines (o compa-
nies for along time. But excepl in Lhe case of government
cxport-import banks, bank guarantces to third partics arc
relatively rare, difficult, and expensive to arrange. Such a
guarantee may be better than raising more equity capital,
but it is morc expensive than entering into a credit-default
swap. Obviously, big banks can usc the credit-default-swap
markel Lo, so prices [or Uhis service have (allen, and avail-
ability has grown, as this market has gotten bigger.
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‘The markel in credil-defaull swaps is burgeoning; al
last count, credil risk derivalives were available for some
400 Or 500 companies, and the value of oulslanding con-
(racts stands al some $8.2 rillion, according 1o a recenl re-
port by the Tnternational Swaps and Derivatives Associa-
tion. The market is now sufficiently large and liquid to
sustain the kind of growth that we saw a decade ago with
interest rate swaps.

From Credit to Equity

Let’s now suppose thal you, the hypothelical gircrall man-
ulaclurer, incommeon will many other large manulfaclur-
ers {and, iIndeed, like Boeing), carry large pension liabililies,
which are (ixed in nominal terms and have long durations.
Lei’s [uriher suppose that the pension assels thal were ex-
pected Lo cover Lhese labililies were invesled in the slock
markets, whose returns arc highly volatile and highly cor-
related with the risks of most [irms’ business assels.

Goneral stock-market risk is a passive risk for an aircraft
manulaclurer —indeed, [or any company —since mvesLors
can casily obtain that cxposure for themsclves from pro-
fessional financialasset managers, Ilence, even for fully
funded pension plans, a mismatch of risk between pen-
sion plan assels and liabililies would impose a large
amount of passive risk on the company’s other liahility
holders, and mosl ol il would be borne by Lhe sharehold-
crs. This mismatch of risk between pension asscts and
liabilities is ollen more serious amissue Lhan a shorlfall in
funding measured by the dollar amount of Lheir dilfer-
enwe, (For a discussion ol companies’ costs of bearing this
passive risk, see my article *lhe Real Problem wilh Pen-
sions” 1IBR December 2004.)

Lnter another derivative producl: the equily swap,
which enables you, the manulaclurer, Lo exchange Lhe
relurns on your slock-markel-invesled pension assels [or
a fixed-rate, long-duration return that can be tailored to
your pension liabilities. Tf your company (or its designated
fund managers) were particularly good at managing the
cquity porttolio, the swap would even allow the firm to
rctain that value added, because the company could cn-
gage only in aswap that exchanged returns on aslock mar-
ket index rather than the specific returns on its portfolio.
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Tn this way, it could climinatc the non-valuc-adding mar-
ket risk of the portfelio but retain the valuc-adding risk of
the superior fund-management performance.

There s na shortage ol polential counlerpartics (or
such atransaction; any professional investor secking toin-
crease ils exposure Lo equily relurns would be nterested,
Thc amount of cquity that companics can release by elim-
inating heir pension risks in Whis way s signilicant. -
dced, for some companics, the estimated VAR created by
the pension assel-liability risk mismalch alone aclually
exceeds the entire capilalization of their equily.

Lauily swaps cann do more Lhan remove specilic markel-
related risks, such as Lhose associaled wilth a company’s
pension plan, [rom Lhe irm’s risk balance sheel, 'They can
alse be uscd to strip away the market-related risks of the
operaling business ilselll As we saw willy credil risks, il be-
comges possible for companics to break down their oper-
ating busincss risks and separately manage the different
componcnts so as to retain only those risks that are value-
adding for the company.

The online stockbroker Amcritrade is a case in point.
Tts operating business is exposed to gencral market risk
in two ways. Firsl, when Lhe stock markets rall, Ameri-
trade’s customers become poorer, which means that the
dollar value o[ their trades [alls, reducing commission -
come, Second, customers” propensily (o trade Calls as the
markel declines, because dropping markel values usually

go hand in hand with decreases in trading volumcs. This
again translates into reduced commission revenues [or
Ameritrade. The cxposure to these risks increases the
company’s Lotal VAR, mosL ol which it has to cover through
cquity.

Bul while Ameritrade’s businessis sensitive Lo Lhe stock
market, figuring out what the stock market is going to do
is not its value-adding business. L1 adds value by persuad-
ing customers to trade through Ameritrade and by pro-
viding excellent execulion ol (rades, Il Amerilrade could
slrip oulits exposures Lo equily-trading volumes and mar-
kel values, il could make more equily available Lo support
the added risk rom expanded investments in belter cus-
lomer databases, [asler compulers, and easier cuslomer
interfaces and (rom the enlargement ofils customer base
through markeling or M&A aclivily.

To reduce its exposure to stock market volatility, Amer-
itrade could cnter into an cquity swap agreement with a
mutual fund or some other investing institution. Amaeri-
trade could swap the returns on a notional portfolio in-
vested inthe overall market index in exchange for the re-
turns an an cquivalent amount invested at a floating
interest rate, which has a zero VAR, IT Lhe sLock market
did well, Ameritrade would be able to pay its obligations
oul of ils improved commission revenues, Il the stock
market fell, the payments from the swap counterparty
would cushion the blow, (For a discussion aboul other

THE THORNY REALITIES OF REPORTING RISK

tions that, like some of those described inthis article,
involve using a financial contract to protect a company
against a general risk that is hard to specify in advance.
For instance, under current accounting rules (specifi-
cally, FAS 133}, it would be virtually impossible for a
company to obtain hedge accounting treatment for an
eqUity swap used to hedge against a general strategic
risk such as the one described in the Ameritrade exam-
ple. (A company almast surely would be able to use
such a treatment if it used the same equity swap for
a tactical, more precisely defined hadge of an existing
contract or asset that is explicitly, rather than implicitly,
linked to an equity return.) If Ameritrade were to en-
gage in the swap proposed, it would have to report on a
marked-to-market basis the value for its contract, which
would fluctuate depending on the vagaries of the eg-
Uity market. Onthe othar hand, it would not be permit-
ted to net off on its accounts the offsetting but unreal-
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ized value gains or losses from changes in expected fu-
ture cash flows in its business activitizs. Reporting only
the swap-value changes in the financial transaction,
however, could make the company lock more risky than
it is, because the firm might appear to be speculating
on the stock market when it has simply hedged a pre-
existing strategic business exposure not reported under
current rules.

Forthat reason, | believe that companies conducting
thesa transactions have to engage in deeper communi-
cation with shareholders and ratings agencies than
they currently do in order to ensure that invastors have
access to the information they need to assess the com-
pany’s financial dealings properly. The additional trans-
parency will also help the managers remain disciplined
about dealings inthe financial markets. In any event,
concerns with accounting treatment should net blind
companias to the possibilities for value creation offerad
by the derivatives markets.
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considcrations related to this form of swap, sec the side-
bar“The Thorny Realities of Reporting Risk?)

Other types of organizations can bencfit from using og-
uily swaps, oo, 111 the HBR List of Breaklhrough Ideas
(February 2005), T described in“Swapping Your Country’s
Risks” how inveslors and governments in developing
couNntrics can use equity swaps to diversity market risks
wilhoul diverling capilal [rom slrong domestic industries.
The government of Taiwan, for cxample, could reduce the
counlry’s dependence on global demand [or electronic
products withoul sinking hillions inta altempts o diver-
sily. Instead il could exchange the returns on a world elec-
tronics portiolio for the relurns on 8 well-diversified
world-equilty poruolio. And as opposed Lo selling oilf
sharcs in Taiwanesc companics to forcign investors, this
approach would allow Taiwan Lo relain Lthe benelils and
risks of its special expertise in manufacturing chips. Tf
¢lectronics did well, Taiwan could casily afford to mect its
obligations. Tf the world clectronics market fell, the blow
would bc cushioned. Because only the returns on the
partfolios arc exchanged, the principal could still be in-
vested in the domestic electranics industry, allowing Tai-
wan Lo exlendits compelilive advanlage {in [actories and
cxpertise), even as it protects itself from the associated
risks lhal are beyond ils control

Relalive 1o notional amounls outstanding in (e interesl-
rale-swap and credil-delaull-swap markels, the equily-
swap markel is small, Avcording (o stalistics from Lhe Bank
[or International Seulements, as of June 2003, Lhe oul-

standing notional dollar amounts of asscts covered by cg-
Uily swaps and comparable agreements came Lo $601 bil-
lion. But the conditions for growth clearly oxist.

The derivatives markets —both those already established
and hose yel Lo be — contain rich possibililies for value
creation through strategic risk managemaent. Most corpo-
ralions bear subslantial amounts of passive risk, some ol
which is impascd upon them by decisions made when
cosl-elleclive means [or shedding (hese risks were nol
available, and some ol whichis aninevilable consequence
ol lheir industries” compelitive dynamics, 1Tus we see
significanl amounts of the equily of many large compa-
nies lied up as a cushion for the risk mismatch between
Lheir pension assels and pension liabililies, In other cases,
companies Lhal compele by oflering ever more com-
plete and integrated solutions to customers’ needs are
forced to take on asscts and activitics that they have no
special facility for managing or bearing. All these passive
risks can,in principlc, be cither capped or outright climi-
nated and removed from the risk balance sheet by hedg-
ing, sclling, or insuring. Corporatc leaders everywhere
owe il Lo Lheir shareholders Lo Lake a closer Took al the
strategic risk-management opportunitics made possible
by the world’s extraordinarily inventive (inanvial institu-
tions and markets. v

Reprinl ROS1IE
1o order, see page 170,

Ok, great.”
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We don't just help employees identify retirement goals.

We do more to help achieve them.

FIDELITY
WORKPLACE
SERVICES®

Human Resources
Health & Welfare
Defined Contribution
Defined Benefit
Stock Plans

Payrall

Over 11,000 organizations, large and small, turn to us. Because
we not only manage defined contribution plans. We work
with you to identify plan strengths and weaknesses. And
through our advanced measurement tools and education
programs, we can help increase your participants’ retirement
readiness and keep your plan on track. For more details, visit
Fidelity.com/workplace or call Joe Dattilo at 866.733.1033.

ok Fidelity

IFNVESTAMENTS

Smart move®

Institutional products and services provided by Fidelity Investments Institutional Services Company, Inc., 82 Devonshire Street, Boston, MA 02109
Certain company stock plan programs are administered by Fidelity Stock Plan Services LLC.
Brokerage services are provided by Fidelity Brokerage Services LLC, Member NYSE, SIFC. 398147




STRATEGIC HUMOR

Square Pegs

“To keep misfits in jobs they cannot do
is not being kind; it is being cruel”

Peter F. Drucker

“How to Make People Decisions”
Harvard Business Review
July—August 1985

"It doesir't take olf kinds, You're fired.”

“There’s beern some talk around that you're not a team player, Pillsbottom!™
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Supply Chain Management
IS everybody's job.

Supply Chain Learn a unique approach to

Management Seminar [l cross-fun_ctlonal business
processes to drive performance

e ORI in your supply chain.

B April 3-7, 2006

B September 25-29, 2006 Leading-edge companies and researchers

associated with the Global Supply Chain Forum

“If you are in supply chain at The Ohio State University Fisher College of

management today, then . .
¢ e Y Business have spent the last decade developing
complexity is a cancer you have

to fight. Process management is a strategic framework for supply chain

(UEALEE G GIEELECUEVEA I management that focuses on managing essential
our organization to understand
that supply chain management
is too important to be simply a with key members of the supply chain.

business processes, both crass-functionally and

function. Itis everybody's job.”

Tom Blackstock Now, your arganization has the opportunity
Vice President ] )
Supply Chain Operations to benefit and learn fram this work.

Coca-Cola North America

OHI0 m Leam mars 2 fiShEL.0SU.2du/scm
ney COLLEGE OF BUSINESS Or call: 614'292'[]331




STRATEGIC HUMOR » Sgquare Pegs

Actually he has no fob skiffs. We keep him on
bogrd to feed off his uncanny fuck.”

a8

“Sometimes hate this fob 5o much | could
Just sit here and do it badly all day”

“t'm going to hire you just as
a warning to athers”
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Your global supply chain opportunities. Meridian IQ.

TO SEE HOW
YOUR SUPPLY CHAIN
MEASURES UP,
CALL 1-877-285-2126 OR
VISIT MERIDIANIQ.COM

OUR EXPANDED GLOBAL NETWORK HELPS
YOU SINGLE OUT NEW OPPORTUNITIES.

All you need is Meridian IQ. Our dedicated team of
professionals uses a flexible, collaborative approach to

ive you more confrol over your supply chain throughout
ie world.

The benefits of working with Meridian 1Q:

Significantly increase your bottom line—Guaranteed. Cur
customized solutions will streamline your global logistics,
dllowing you and your global supply chain partrers to have
increased visibility to information and expertise. It will help
reduce fotal supply cost while becoming a more efficient part of
your business.

Markedly increase productivity. You'll refain greater operational
conirol of the entire process with easy-o-use, Webhosted
technology, which lefs you view the movement of goods
throughout the system. You will also be able to access detailed,
summarized logistical information at any time.

Noticeably reduce warehouse and inventory costs. ‘ou'll benefit
fram incraased visibiliny while baing able fo develop graater
connectivity and clearer communications with your global
business parthers.

The dedicated team of Meridian IQ professionals throughout the
United States, Europe, Asia and Lafin America have o breadth of
g|obc:| transportation expertise and the services needed fo p|an,
coordinate and efficiently execute all your global shipments.

Call today for a free in-depth supply chain analysis by one of
our global logistic experts. You'll witness how Meridian 1Q helps
you find opportunities for greater control and efficiency in your
supply chain anywhere in the world. And that's no fish story.

meridian Q.

Intelligent Solutions. Powerful Results™



It's all very well to be kind, compassionate, and charismatic.
But the most crucial predictor of executive success has nothing to do
with personality or style. It's brainpower. Here’s how to find
those people with the sheer intelligence to become business stars.

by Justin Menkes

0 MUCH HAS BEEN WRITTEN aboul leadership personalily and
slyle that hiring managers are in danger ol neglecting Lhe mosl
critical [aclor in execulives’ success: inlelligence. More specifl-
cally, thosc responsible for hiring and promoting haven’t beon given
the Lools necessary Lo evaluale the cognitive abilities thal allow a per-
son to consistently rcach the “right” answer. How could they recog-
nize such smarts? Histarically, the only reliable measure of such
brainpowcr has been the standard TQ test, which, for good reasons,
is rarely uscd in business scttings. But in rejecting 1 testing alto-
gother, hiring managers have turned their backs on the single maost
ellective assessmenl of cognitive abilities, simply because there isn'L
aversion that applics to the corporate world. They have dismissed the
one method thal could help them idenlily business stars.
Yes, it’s nice when a leaderis charismatic and confident, and a great
résumé can lell you a lot aboul a person’s knowledge and experience.
Bul such asscls are na subslilute for sheer business inlelligence, and

I1SABLCLLL ARSCNALILT

TTARVARD BIISTNTSS RTVITW







Hiring for Smarts

thcy reveal vory little about the lcader’s ability to got to
the truth of the matter. Thinking critically is the primary
responsibility of any manager, in any organization, and
a leader’s capacily Lo engage in this process is largely
determined by his or her intelligence. Of course, there
are many academically brillianl people who might score
in the genius range on an 1Q test but who could never
make il as the CLO of a Portune 500 company. 1hal’s ot
surprising, sincc TQ) tosts focus on the cognitive skills
central Lo success In school, nol success in business,

Nevertheless, there’s a lesson Lo be Tearned (rom the
prediclive power ol 1O Lests, Thal is, Lo aceuralely [orecast
how successtul someonc will be in a particular activity,
you musl examine the cognilive skills he or she pos-
scsscs that divect ly affoct that activity—in this casc,inthe
workplace rather Lthan in the classroom. In this article,
T’Il definc the specific cognitive abilitics that make up
what I call “cxecutive intelligencce” and describe what to
look for when interviewing job candidates or consider-
ing a managcr for promation.

The Main Ingredient:
Critical Thinking

For many years, managemenl scholars and practitioners
have acknowledged Lhal business leaders must be able (o
think critically, Lucent lechnologies CLO Patricia Russo,
who has led Lhe company’s lurnaround, described Uhis abil-
ity o me as“clarily of thoughl” The people who have il are
rare, she said, but if yvou get a tcam of ¢lear thinkers, “the
possibilities are endless” Avon CLO Andrea Jung made
asimilarohscrvation: “Clear thinking in scnior leadership
s a primary attribule we look for. I've seen litlle correlalion
hetween those who have a formal business education and
those who possess clear thinking....Some people have
a knack for this, some don’tWhat Russe and Jung are re-
lerring Lo 1s a very specilic ability—crilical business (think-
ing, which is the foundation of executive intelligence.
1o beller understand this concept, il’s uselul 1o consider
a business decision that could have benefited from somc
solid eritical thinking, Let’s look al the itroduction of the
Segway [luman Iransporter. The upright powered vehi-
cle was heralded by Its invenlors as (the calalysl for a revolu-
tion in human mobilily. But despile Lhe hype, Lthe Segway
gol a lukewarm receplion rom consumers and has 110l
transformed urban Lransportalion. Could the invenlors
have anlicipated Lhis oulcome? A erilical (hinker might
have analyzed the Scgway’s market potential like this:
The motorized scooter has been around for a while, is
functionally similar to the Segway, and sells for a frac-
tion of the cost. Yet motor scooters have not been

widely adopted, and cities have not altered their infra-
structures to accommodate this mode of transporta-
tion. So why would the Segway succeed where the
scooter has failed? The Segway has two advantages
over the scocter: Users can stand and balance com-
pletely upright while the transporter is moving or
stopped, and they can go backward. The basic ques-
tion remains, though: Did the lack of these two fea-
tures keep the scooter from being more widely
adopted? If not, there is little reason to anticipate any
greater demand for the Segway than there has been
for the scooter. In fact, because of the Segway's dra-
matically higher cost, there may be less demand.

‘The Segway is [un. Bul is it worlh the cosl? Nol accord-
ing to the market. The minds behind the Segway may be
sophisticated and lechnologically brilliant, bul Lhey ap-
pear to be somewhat naive when it comes to business.
Perhaps their excitement over the technology clouded
their ability to challenge their market assumptions to any
significant dcgree.

The Scgway cxample is notable becausc it reveals a fun-
damental flaw in a company’s busincss plan. But it isn’t
enough Lo look generally al what went well or poorly wilh
a particular business. To hire potential business stars, we
need Lo understand the basic altribules that lead individ-
uals to make good or bad decisions. We need to under-
sland whal constilutes execulive intelligence.

Getting Smart About Smarts

In school, students focus on *subjects” — hislory, malh,
language, and so on. Similarly, we can identify the sub-
jects ol executive work and Lhe distinct set of aptitudes
that a managcr must be able to decmonstrate incach. All
managerial work falls into one of three subjects: accont-
plishing tasks, working with and fhrough others, and judging
oneself and adapting one’s belunvior accordingly, (For a de-
scription of the rescarch supporting these classifications,
see Lhe sidebar “Creating a Measure of Lxecutive Inlelli-
gence”) Herc’s how executive intelligence is manifost
within these (ree subjects,

Accomplishing Tasks. I11 Lhis subject, inlelligenl execu-
lives make decisions using a sel of six core cognilive skills.
Among Lhem are critically exantining underlving assump-
tions and fdentifving probable unintended consequences.
(For the [ull list ol cognitive skills in each subject, see Lhe
exhibil *The Skills That Make Up Lxeculive Inteligence ™
Will1 these apliludes in mind, consider the way lwoe CLOs
accomplishod tasks in response to a busingss crisis.

Tn the 19805, General Motors was losing market share
tarits more efficicnt Japanasc competitors, and, at the same

Justin Menkes (fmenkes@executiveintelligence.com) is a managing divector of the Executive Intelligence Group, a New York—based
consulting firm partnered with Spencer Stuart and focused on the assessment of executive talent. Copyright 2005 by the Execu-
tive Infelligence Group. This article is adapted from the book Fxccutive Tntclligence by Justin Menkes (HarperCollins, 2005).
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CREATING A MEASURE OF EXECUTIVE INTELLIGENCE

When Alfred Binet was commissioned 100 years ago to
create a measure of academic intelligence, he identifiad
the scheol subjects that students needed to learn, such as
arithmetic and language. Then he set about identifying
which cognitive skills determined a student’s aptitude for
mastering sach of these subjects. His work formed the
basis for what is known today as the 10 test, still recog-

nizad as the most powerful pradictor of a child’s academic

potential. While we accept that there is a set of cognitive
skills that constitute academic intelligence, until now we
have assumed that there is no such thing as intelligence
unigue to executives—that no distinctive set of cognitive
skills determines business or leadership aptitude.

Yet, given the research, 3 defined set of cegnitive skills
clearly exists. What was needed was a test that could iso-
|ate these skills. Fellowing Binet's lzad, | set about creating
a measure of business intelligenca.

The first step was to identify the “subjects” of executive
wark, which, based on a review of management and psy—
chologyl|te|atu|e WETES ! !
L and BT EHES
These three broad categorias cover
all managarial responsibilities. For instance, making
strateqy decisions, determining business focus, providing
direction, and implementing new initiatives all require
the cegnitive skills necessary to accomplish tasks. Antici-
pating and managing conflicts, leading teams, and han-
dling custemers and investors all require cognitive skills
regarding relationships with people, Integrating others’

time, it was struggling with terrible labor relations. Then-
CLO Roger Smith developed a bold plan 1o solve bolh
problems by replacing nearly all ol GM’s manulacturing
[orce wilh robotics, By the end of the 19808, GM had spenl
more than $45 billion on planl automation—a sum thal
al the lime would have been enough Lo purchase bolh
‘loyola and Nissan. Yel its markel share and planl produc-
Livily conlinued Lo decline every year [ollowing auloma-
tion. Ta Smith, automation had scemaed like such a logical
move and, obviously, such high-risk initiatives are very
difficult to undertake. But Smith decmonstrated a severc
lack of cxecutive intelligence in his analysis. Tirst, he
failed to question his underlying assumption that maore
robots cquals cheaper cars. A revicw of readily availablc
data would have revealed Lthat machines entail huge
capital expenses and call for highly skilled support tech-
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views, recognizing one's changing circumstances, and
adapting ong’s behavior all require the use of cognitive
skills having to do with self-awareness.

Mext, | pulled together a list af the cognitive skills that
had been cited by the most respected management scien-
tists as being essential to effective leadership. Though the
list was long, it was clear there was some repetition and
overlap, so | needed to identify cor aptitudes. | sortad the
skills, and, interestingly, all of them fell naturally into the
three categories. This confirmed that the three basic sub-
jects of executive work were an accurate representation of
real-world leadership.

The skills include such abilities as :7

the cognltlve sklIIs determlne how well someane gathers
processas, and applies information in order to identify the
bast way to reach a particular goal or navigats a complex
situation. In other words, these are the skills that allow
someaone to achieve the highest level of critical thinking

in the workplace.

Te validate this theory of executive intelligence, | tested
it against realworld executive performancs, and a pattarn
became cbvicous: Star executives consistently outper-
formed their pears on these cognitive skills. What's more,
all of these aptitudes were necessary for effective decision
making. Though maost executives possass strong skills in
one or two of the three subject categories, the stars of the
business world show exceptional ability in all three,

nicians. Sccond, he failed to anticipate the unintended
consequences ol his Iniliative: Aulomation can severely
Iimit a plant’s Mexibilily and, hence, iLs abilily Lo change
product lines, 11ad Smith more skilllully analyzed the
silualion, he might still have chosen Lo inves! in automa-
Lion, but he could have done so in a way hal maximized
his chances [or success, As Robert Lutz, a senior GM exec-
ulive, laler explained, Lthe best answer Lo GM"s produe-
livity problems was, in facl, a combination of people and
machings that capitalized on the strengths of cach,

By contrast, when . Keith Grossman was hired as
Thoratee Corporation’s CFO in 1996, the medical devices
company was struggling to survive. Grossman was
charged with helping the company profitably produce
and marked its flagship praduct, a ventricular assist de-
vice for recovery from open-heart surgery. But Grossman
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predict work performance
at least as well as competency interviews do and about
ten times better than personality tests do.

was quick to question the industry’s fundamental as-
sumplion: that gelting a successiul product lo market
waould result in aviable business. Thoratec was competing
wilh large, global companies thal were [ocused nol just
on asingle device but onwholc discases, combining drugs
and devices. What’s morc, those firms had decp pockets
to market to doctors and consumars.

Thoratec’s product-focused assumption had created
an expensive unintended consequence: the necd to
build an infrastructure to praduce and scll a single prod-
ucl, leading Lo a severe cost handicap since the same in-
frastructure would be required regardless of how many
products the company was selling, 'Thoralec could never
hope Lo compele with companies ollering vasl and inte-
graled product lines. 1o succeed, Grossman concluded,
the company would have Lo gain scale, either by acquir-
ing anolher company or by being acquired, Grossman
had cffectively anticipated key obstacles to achieving the
company’s ohjectives and identified sensible means to cir-
cuarmvent them, another of the cognitive skills required in
accomyplishing lasks.

Grossman’s articulation of his facts and conclusions
wag 50 sound in its logic that he was eventually able to
caonvinge the board of rival Thermao Cardiosystems—acom-
pany three times Thoratec's size—to be acquired and cven
to accept as terms of the deal Thoratec’s stock and man-
agement leam and a minorily positien on 'Thoralec’s
hoard. Today, Thoratce is a thriving, highly prefitablc
company wilhl a virtual monoepoly in its medical niche,

Working with and Through Others. Any discussion
aboul a leader’s “people skills” generally [ocuses on (hal
individual’s personalily, likabilily, and manners. By con-
(rasl, any discussion aboul a leader’s execulive intelli-
gence with respect Lo people should focus on six core cog-
nilive skills Lhat allow the leader 1o appreciale and navigale
the complexilies of inlerpersonal silualions in an intelli-
gent way, Among these are recognizing the underlying
agendas of others and considering the probable effects of
one’s actions.

Former Bocing CEO Thil Condit, who was blindsided
hy a scrics of public scandals, scemaed to be lacking thesc
aptitudes. While no evidenee links Condit Lo Lhe manage-
rial mistakcs and cthical lapscs that ultimately prompted
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him Lo resign [rom his post several years ago, he [ailed
Lo revognize how [ar some of Iiis salespeople might go Lo
meel their numbers, Specifically, he never understood
that Lheir underlying agendas could compromise Lheir
cthics. He didm’t recognize the “ends justify the means”
sales culture that was developing around him, Scnior
members of his tcam became involved in highly ques-
tionable dcalings — practices that a more socially aware
CFO would have discovered and stopped carly on. Fur-
ther, Condit never appropriately considered the proba-
hle ellects ol his aclions as he allowed his salespeople
to police themselves. Ultimately, the short-term finan-
cial gains (hal the sales leam generaled were dramali-
cally eclipsed by the costs to Bacing—in both money and
repulation.

Now cansider the response of Van Johnson, the recontly
retired CLO of Suller [eallh, when Blue Cross’s meager
and untimely payments threatened to bankrupt Sutter’s
hospitals and physician groups in 2001, Suller’s employ-
ces were screaming for a fight, but Johnson questioncd
the prevailing opinion wilhin Sutler (widely shared by
other health care providers) that Bluc Cross was an cvil
and greedy corporation bent on squeezing out profits,
cven if it meant forcing community medical care groups
into inselvency. He attempted to understand the under-
Iying agcndas at Blue Cross by studying the ways Blue
Cross’s busincss (health care payment and reimburse-
ment) differed from Sutter’s (delivery of care). And John-
son considered the probable eflects of a ballle with the
insurance giant. IT Sulter adopled an aggressive slance,
the fight with Blue Cross could be costly and protracted
and could resull in Sutler being removed Irom Blue
Cross’s list of providers.

Johnson realized (hat while the issue of reimburse-
menl needed (o be addressed, the biggest problems be-
lween Blue Cross and Sulter hiad 1o do witli how the com-
panics’ processes worked together; there were lapscs on
bolh sides. By accepling Suller’s role in the problem and
approaching negotiations with the other party’s perspoc-
live in mind, Johnson emphasized [aimess rather than
power. The two companics were at odds for approxi-
maltcely three months but ullimately resolved Lheir diller-
cnees and were able to create the foundation for a solid
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long-term relationship. Tn fact, Johnson has described
Bluc Cross as onc of Sutter’s faircst payers.

Judging Oneself. Effcctive cxccutives need to be able
Lo cast & eritical eye on Lheir thinking and behavior, 1his
involves applying five core cognitive skills, including
recognizing personal biases or Kmitations in one’s perspec-
tive and pursuing feedback that may reveal an error in judg-
ment and making appropriate adjustments. 1Us natural for
people to get defensive when challenged, but an effective
leader must be able 1o assess his or her ideas, lesl them
against Lhose of olhers, and adjust them i need be. Fail-
ure Lo do Lhis can leave a company highly vulnerable Lo
changes in the marketplace,

Consider the silualion at Rubbermaid: 1l was one of
Fortune’s most admired companies in 1993. Just six years
laler, il wag in such bad shape Lhal il wag acquired by
turnaround specialist Newell Manufacturing Company.
What happcencd? During the 1990s, Rubbermaid’s mar-
ket changed dramatically, as retailers began to shift
their focus from selling innovative products to selling
lowcr-cost products. Rubbormaid’s then-CEQ, Wolfzang
Schmitt, refused to bend to pressure from the retailers
hecause (he company had always done well wilh price
increascs. And he steadfastly ignored his tcam, which

tried to explain the changes in the market. Schmitt main-
lained that customers just needed Lo be educaled aboul
why pricc increases werc necessary. His inability to look
critically al his own biascs and limitatioms Ted him o de-
valuc the essential information that others were trying
Lo provide.

Now look at how another CFO more skillfully ad-
dressed his own significant oversights. Cedars-Sinai presi-
dent and CFO Tom Prisclac had made a special effort in
his 26-year lenure al Lhe hiealth care organizalion Lo es-
Lablish and maintain personal relationships with man-
agers and stalfl [e prided himsell on these conneclions.
Bul in lale 2002, a union eflort Lo organize the hospital’s
nurses opened Priselac’s eves Lo the (roubling reality that
he was out of touch with far too many of his employees.
Union recruilers had aken advanlage of a growing ani-
mosity and a lack of trust between the nursing staff and
the administration.

Priselac began an aggressive organizationwide initia-
tive to figure out how the executive tcam, managers, and
staff had grown so far apart—and he insisted that the cf-
fort focus on how his own actions had contributed to this
rill, despite whal he thought were his besl elforls Lo Lhe
contrary. Over time, Prisclac came to recognize that he'd

THE SKILLS THAT MAKE UP EXECUTIVE INTELLIGENCE

REGARDING TASKS,

intel

REGARDING PEOPLE,

REGARDING THEMSELVYES,
intelligent leaders:

igent leaders:

appropriately define a problem
and differentiate essential objectives
from less-relevant concerns,

intelligent leaders:

recegnize the conclusions that can
be drawn from a particular exchange.

pursue feedback that may reveal
arrors intheir judgments and make
appropriate adjustments.

anticipate obstacles to achizving
their objectives and identify sensible
meansto circumyent them.

recognize the underlying agendas
and metivations of individuals and
groups invalved ina situation.

recognize their personal biases or
limitations in perspective and usa this
understanding to improve their think-
ing and their action plans.

critically examine the accuracy
of underlying assumpticns.

anticipate the probable reactions of in-
dividuals to actions or cammunications.

recognize when serious flaws in their
ideas or actions require swift public
acknowledgment of mistakes and a
dramatic change in direction.

articulate the strengths and weak-
nessas of the suggestions or argu-
ments posed.

accurately identify the core issugs
and perspectives that are central to
a conflict.

appropriately articulate the essential
flaws in cthers’ argurnents and
reiterate the strengths in their own
positions.

recognize what is known about an
issUe, what more needs to be known,
and how best to obtain the relevant
and accurate information needad.

appropriately consider the probable
effects and pessible unintended
consequences that may result from
taking a particular course of action.

recognize when it is appropriate to
resist others’ objections and remain

committed to a sound course of action.

usz multiple parspectives to identify
probable unintended consequences
of various action plans.

NOVIMBLER 2005

acknowledge and balance the different
neads of all relevant stakeholders.
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gotten into a comfort zong; he hadn’t realized that he
was na longer having meaningful contacts with people
he already knew and that he hadn’t gotten to know many
ol the new employees. Priselac began mecting wilh di-
rectors, managers, and employces (onc-on-onc and in
small groups) much more frequently, s efTorls paid o[l
About 85 of the participants in a recent employec satis-
laction survey (a Lolal of 8,000 Cedars-Sinal employees
were polled) rated scnior management as fair, honest,
and (ruslworthy. Aboul 92% ol respondents said Lhey
would recommend working al Lhe organization—a30%in-
crease in favorable responses [rom 2002, By lale 2004,
the union that had bcen attempting to represent the
nurses had wilhdrawn its petitionn [How did Priselae en-
gincer such an impressive turnaround? He actively
sought and used information Lhal revealed errors in his
judgment. His response to the unjon cffort cxplicitly fo-
cused on his own role in creating a breach with employ-
ces. And Prisclac looked critically at the limitations in
his own perspective — namely, how he had unintention-
ally become isolatcd.

What do Grossman, Jehnson, and Priselac have in
comman? They laced very dillerent business problems,
but cach arrived at a solution through the application of
cerlain vognilive skills, 1hese are not the skills you pick
up in business schools or execulive (raining programs,
‘Those mstilutions provide uselul technigues for decision
making, bul most execulives have access 1o all the same
tools, and even Lthe besl problem-solving models re-
quire sharp thinking if they are to be applicd cffectively.
Making sound business decisions requires a form ol inlel-
ligence —an arganic, adaptive, ever-cvolving sct of cogni-
tive skills,

The Limits of 1Q Tests

Until now, the only cognilive skills measured were (ose
initially identified to predict schoolchildren’s academic
perlformance — and (radilionally such skills have been
measured using 1Q tests. Although TG tosts were not orig-
inally intended [or use in business, studies have shown
that these instruments predicl work perlformance al least
as well as compelency terviews do (Lthe most common
assessmenl Lool used Loday [or hiring and premotion) and
ahoul len times better than personalily Lesls do. 'That’s
because some of the (hinking skills thal support academic
success are also crucial Lo execulive perlformance.

Yet 10 testing is not widely used as a way to identify
top talent (though it plays an indirect role, as companics
may choose to hire people with degreces from clite
schools). The skills that T} tests asscss represent a frac-
tion of a porsen’s existing cognitive abilitics. Some of
the skills measurcd —such as vacabulary, arithmetic, and
spalial reasoning —have almaosl no relevanee Lo manage-
rial work. Maorcover, the topics tested would scem aca-
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demic and clementary—indecd, almost insulting—to peo-
plc with extensive professional ceperience.

The format is also ill suited to business. Fxecutives
rarcly il cver confront problems that have just one right
answer; nor do they have the option of picking onc an-
swer [rom severdl choices lisled. 1Q test questions don't
assess the practical, on-your-feet thinking skills needed
in business. Whal's more, Lhiese Lests hiave been repealedly
accuscd of racial and gender bias.

Yel, despile these very real shorleomings, 10 Llesls are
still a betler prediclor of managerial suceess Lhan any
olher assessment Lool, 'The business world’s reluclance Lo
use inlelligence lesting ol any kind (other than assess-
menls ol emotional inlelligence, which is really aboul
persanality and style) has robhed companies of a power-
ful tool for evalualing candidales [or employment or pro-
maotion. Tt is, however, possible to create a comparable
measure of intelligence for ¢xecutives, one that tests for
the skills managers necd —such as evaluating the quality
of data or accurately identifying the corc issucs in a con-
flict—and in a format that more accurately ecmulatcs the
rcal business environmaent.

Interviewing for Intelligence

The most common inlerviewing melhodology is Lhe
*past. behavioral interview” (PB1). A PBI includes ques-
lons aboul a person’s experiences performing cerlain
aclivilies —such as managing deadlines or resolving con-
flicts—but docs not include persenal questions, This form
ol inlerview has become Lhe accepled besl praclice over
the past 30 years, and, in fact, thc PRT is a good predictor
ol performance. 1L can explain aboul 25% of the variances
in performance among employes.

Still, PBIs miss a lot of what determines executives’
success. That’s because they dont measure what they
claim Lo, Take lwo sample PBL questions. “Whal is the
strategic direction of your company or division, and how
did you go aboul developing il?” is designed Lo assess
somcaene’s competence at devising stratcgy. And “Te-
scribe a situation in which you had Lo inleracl with a dil-
ficult colleague and resolve a conllict” s supposed Lo Lesl
a4 persow’s capavily 1o handle contlicts. Surprisingly, you
can just as aceuralely predicl an execulive’s ability Lo
devise stralegy based on her answer Lo Lhe second ques-
lion as you can based o her answer (o Lhe [irst. 'his is nol
just g single example unique Lo Lhese lwo compelency
questions; Lhe same circumstance holds Lrue [or any com-
PLLCNCY question.

Research by professors Jesdas T Salgado and Silvia
Mascoso of the University of Santiago de Compostela in
Spain explainswhy. A person’s performance an any behav-
ioral intervicw question is dominated by the same three
qualities: experienee, job knowledge, and social skills. A
candidate with a long work history has lots of compelling
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examples to draw from when
asked to recount events that
might illustrate a particular
competency. A candidate’s job
knowledge - specifically, his
awareness of industrial and
managerial best practices —can
make it easier for him to punc-
tuate his answers with stories
that will earn him high marks
from interviewers. And a candi-
date who can relate his stories
in a positive, likable manner
has a distinct advantage over
someone with inferior social
skills. Because each question
in the behavioral interview es-
sentially assesses the same qual-
ities, there’s no need for the
grueling three-to-four-hour ses-
sions favored by hiring man-
agers today. They need only
ask enough questions to get a
reliable appraisal of the can-
didate’s work experience, job
knowledge, and social skills.

Despite their advantages,
behavioral interviews really
only establish a candidate’s
minimum qualifications; they
don’t identify star talent. A can-
didate’s experience, for exam-
ple, is obviously an important
hiring factor, but we all know
seasoned executives who aren't
stars. Similarly, being likable
doesn’t mean you have the
intellectual horsepower to be
a stellar leader. In short, be-
havioral interviews measure
knowledge, not intelligence.
Knowledge is information ac-
quired through experience or
[ormal (raining. Inlelligence is
the skill wilh which someone uses knowledge (0 solve
a problem. Knowledge questions require people Lo
recite whal Lhey have learned or experienced, while in-
telligence questions call for individuals (o demonstrate
their abilitics.

So how do you measure execulive inlelligence? 'Lhe
hest way is to usc questions that require candidates to
domonstrate their skills in an interview format. For such
a measure to assess intelligence, it must rajse questions
and siluations that the candidate has never confronted.
The more novel the situation, the less rote knowledge can
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be applied and the more cognitive abilily is required Lo
render an answer.

The inlerview formal is a deparlure [or intelligence
tests, which have traditionally been prosented as written,
multiple-choice cxams because their dovelopers belicved
that human judges could not make objective assess-
ments. But that’s not truc. The Fducational Testing Ser-
vice rceently changed the format of the Scholastic As-
scssment Test (SAT) to include essay writing. The move
was controversial, because il introduced 2 human cle-
ment into the judging, presumably maRing scores css
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Being likable doesn’t mean you have the
intellectual horsepower to be a

abjective. But, in fact, rescarch had shown that other
essay-based slandardized lests, such as some Advanced
Placcment cxams, were in many cascs better predictors of
academic success Lhan Lhe SAT. Thal’s because mosl uni-
versity students are graded on essay ecxams; almost nonc
of their grades arc derived from multiple-choice testing,
Tt turns out that the best way to predict how well peaple
will write cssays in the futurc is te test them using an
cssay format taday. Tn other words, to most accurately
predict someone’s performance, you must closely mimic
the comtexL in which the individual will have Lo perlorm.

The same holds true in the office. Executives exchange
informalion through conversations, queslions are posed,
and devcisions are made on the (ly. 'The most accurale pre-
diclor ol business performance would have Lo imilale
these dynamics, and human evalualors are far and away
the best judges of such interactions,

Rather than concentrating on academic subjects, cx-
eculive inlelligence tests should [ocus on (he particular
cognitive subjects associated with exccutive work: ac-
vomplishing tasks, working with and through others, and
judging oneself. The questions shouldn’t require specific
industry expertise or experience. Any knowledge they call
for must be rudimentary and commaon to all executives.
Only then can a hiring manager be assured that the dis-
paritics amang job candidates arc becausc of differances
in their processing power, nol in their knowledge, And
thc questions should not be designed to ask whether the
candidale has a particular skill; they should be confligured
s Lhat Lhe candidale will have Lo demonsirale Lhe skill in
the course of answering the question.

Ilmagine you wanl lo determine whelher someone
can crilically examine underlying assumptions and can
anlicipale likely uninlended consequences. Rathier than
ask Lhe candidale Lo recount an occasion in which she did
either of these things, you must present a [acl-based sit-
uation in which she would nced to apply such skills. An
cexecutive intelligence evaluation designed to test thesce
abilitics might look like this:

You are the CEO of a large software company. Your
prices are being severely undercut by both domestic
and foreign competitars. Your executive team recag-
nizes a desperate need to cut costs. Your COO con-
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cludes that the answer is to outsource maost of the
company’s programming to foreign subcontractors,
thereby reducing labaor costs. In fact, your COO has
already received a number of bids from service firms
in both India and South Kerea. What questions do you
have about his proposal?

A candidate displaying a high level of executive intelli-
gened while answering this question would explain that
the core assumption underlying the COO’s conclusion
nceds to be confirmed—that is, outsourcing automatically
equals cheaper production. She mightl painl oul Lhal
there may be indirect costs (up-front investment, ongaoing
customer service, and sollware developmenl issues) in-
volved with such 8 move Lhat must be considered. Furlher,
she would cile the probable unintended consequences ol
Lhe COOs proposal, sucl as how using a distant worklorve
might ailect produclivity or labor relalions.

Now suppose you want to find out whether a candidate
has the executive inlelligence 1o work wilh and LUhrough
others effoctively. You might present him with the follow-
ing scenario;

You are the general manager of sales and marketing at
Rinaldi Manufacturing. You have been with the com-
pany only a year when Amanda, one of Rinaldi’s se-
niar account managers, asks to talk to you about con-
cerns she has about the way her immediate superior,
Rick, has been handling one of Rinaldi’'s best cus-
tomers. Rick is a senior vice president and reports
directly to you. Rinaldi employees are expected to re-
spect the chain of command; they are to raise can-
cerns with their immediate supervisors before bring-
ing such issues to others. You know Amanda has not
discussed this issue with Rick. What do you do?

A candidale who answers this question well will recog-
nize that he aclually knows very litlle aboul what is hap-
pening wilth Rinaldi’s customer and why Amanda has
chosen to disregard the chain of command. He will ac-
knowledge and balance the needs ol dilferent stakehold-
crs—his emplayces, on the one hand, and one of Rinaldi’s
best custamers, on the other. He will recognize the prob-
able cffects of his chosen course of action. Whether or
nol he choases o meet with Amanda, Rick, or bath, he
will need sound justification for his choice.
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There is no single right answer to cither of thesc
questions —which highlights the essential role the intor-
vicwer plays in guiding the asscssmaont process. The ex-
ceulive inlelligence Lest daesm’t measure the “absolule”
quality of a candidate®s selutions but rather the likeli-
hood Lhat his reasoning skills and lines ol inquiry will
lcad him to a desirable outcome. Different candidates
may address Lhe same silvation in dillerent ways, and
their solutions may be cqually successful. Tt takes a
trained interviewer Lo explore Lhe logic underlying each
solution and determine the candidale’s maslery of the
cognilive skills involved,

Assessing the Assessment Tool

The execulive inlelligence measure is a new lool, bul
considerable evidence supportsits validity. Tn a study con-
ducted in 2002, T intervicwad and scored 35 cxecutives
from differcnt industries using an cxecutive intelligence
instrument. T then asked their poers, subordinates, and
supcriors to rate the exceoutives’ porformance (feedback
was anonymous). The correlation between the executives’
inlerview scores and Lheir 360-degree performance ral-
ings suggested that the executive intelligenee scores were
slrong prediclors of managerial success,

11 2004, Weslern Michigan University’s Lvalualion
Cenler, which specializes in the evalualion of assessment
instruments, reviewed (l1e executive inlelligence (ool

and all related empirical findings. Ted by assistant man-
agcment professer Jennifer Palthe, the group there con-
cluded that cxecutive intelligence tosts measure what
Lhey purporl Lo and caplure aspecls ol real-Lime manage-
rial performance that other methodologics cannot. To
dale, execulive intelligence inlerviews have been admin-
istered to more than 500 senior executives in 18 countrics
and in seven languages. Language, country of origin,
gender, and race have not demonstrated any influcnce on
lesling performance.

I'xeculive inlelligence assessmenl is nol a magic bullet
for leadership evalualion, Like beliavioral inlerviews,
execulive intelligence inlerviews can predict aboul 25%
Lo 30% of the variance in performance belween candi-
dates. But these tests measure completely different skill
sels [rom Lhose assessed by behavioral inlerviews, wilh
almast 7ere overlap. So together, the two approaches to
intervicwing offer a much bigger picture of a candidatc’s
potcntial-around sos to 60%. Of course, hiring managers
can't know all of a candidate’s characteristics, cven after
factoring in pcrsonality assessments and references. But
given the strong correlation between intclligence and suc-
cess—and Lhe (act that there’s a way Lo gear inlelligence
TCSES T CXCCULiVES — Managers can now interview and as-
sess candidates with much grealer accuracy. v/

Reprinl Ros1IF
To order, see page 170,

“Around this time of day, if vou keep really, really still,
you can actually feel the downward pressure on wages.”
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The Perfect Message at the Perfect Moment

messages are not heing absorbed or cven noticed, ot
alone acted on.

However, thore are moments in a customaer®s relation-
ship wilh a business when she truly wants—ceven needs—Lo
communicate with that busincss. Her lifc has changed.
1ler desires hiave changed, 1ler perceplion of e business
has changed. Tf companics contact her with the right
message in the right format &l just that moment, their
chances of awarm reception risc. But few companics syne
communications 1o mileslones or Lransitions in Lheir cus-
Lomer relationships. iven [ewer respond Lo evenlsin Lheir
cuslomers’ lives.

Consider Lhe airlines. No slouches when il comes o
peddling seals, Lhey send an expensive package ol promo-
tions to their most valuable customers with cach and
every lovally-program slalement, Bul whal happens when
a customer suddenly stops using an airline he once flew
frequently? That customer’s apparcnt defection is a fun-
damental change in behavior that requires intervention

by Lhe airline il il wanls Lo keep his business, Unlorlu-
nately, airlines and other organizations cannot afford to
manually (rack and respond Lo a customer’s every acl, or
failure to act. Such vigilance simply does not scale.

The guestion “when?” - like most markeling ques-
tions—can bhe answered by technology: specifically, by a
new computer-based model called *dialogue marketing?
Traloguc markcting is, to datc, the highest rung on the
cvolutionary ladder that ascends from database market-
ing torelationship marketing to one-to-onc marketing. Tts
principle advanlages over those older approaches are Lhat
it is completely interactive, cxploits many communica-
tion chammels, and is “relalionship aware”: that is, it con-
timucusly Lracks every nuance ol Lhe customer’s interac-
tion wilh the business, Consequently, dialogue marketing
responds Lo each lransition in thal relationship as il oc-
curs — al Lhe momenl Lhe cuslomer requires a parlicular
lype ol allention.

Dialogue markeling is gelling good resulls in several in-
duslries, including relail, hospilality, (ravel, [inancial ser-

Kirthi Kalyanam (kkalyanam@scicedu) is the JL.C. Penmicy
Research Professor and the divector of Iternet retailing at
the Retail Management Institute at Santa Clara University
in California. Monte Zweben (zweben@bluemartini.com) is
the jounder, chairman, and CEO of Blue Martini Software in
San Mateo, Califomnia.
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In marketing, timing is arguably
. the most important variable of all.

vices, media, packaged goods, and telecommunications.
Asil prolilerales, il may provide the [irm new [ooling Lhal
Madison Avenuc secks. The following article lays out dia-
logue marketing’s fundamentals and brielly describes
the technologics required to make it work. (Fditor’s Note:
A number of vendors, including the coauthor’s com-
pany, offcr systems that perform the functions of dia-
logue marketing, Corporate I'l departments can also de-
vilop their own.)

It's Time to Talk

Madern marketing doctrine is founded on the primacy of
databases, which allow companies L0 segmenl cuslomers
into demographic and psychographic clusters. Tn basic
dalabase markeling —still alive and kicking — analysts
query databases at markcters’ behest and producc lists
of customers in various subgroups, The marketers then
use batch communications to send members of those

subgroups nearly idenlical messages al inlrequent inter-
vals, according to the company’s schedule. Most of those
messages are designed Lo sell products,

Tn the 1980s, database marketing spawned relationship
marketing, which shifted (he emphasis (o relaining and
nurturing clients. Data scgmentation grew more sophisti-
cated as marketers studied differences in customers’ prof-
itability and calculated their lifetime valuc. A decade
later, one-lo-one markeling sought Lo exploil Lhe Web's
powerful agsertion,“T know who you are,” by creating per-
sonalized messages lor individual cuslomers. Bul one-Lo-
onc marketing rarcly strays beyond the borders of the Tn-
lernet. And while it addresses the guestion, “Whal should
Lhe comtent of this message be?” thal is a necessary —nol
a sullivient—Iimprovement.,

'The dialogue model is also a producl ol dalabase tech-
nology and personalizalion philosophy marching [or-
ward in tandem. Yel while dialogue marketing has the
body of a sollware syslem, il possesses Lhe soul of a sales-
person. Greal salespeople understand Lhal customer rela-
tionships arc built, maintained, and ¢xpanded through
dialogues, which take place onc after another over time.
A dialoguc is, vory simply, a scrics of outreaches and re-
sponses between acompany and a customer idcally lead-
ing to some action on the part of the customer. The per-
son or sollware conducting a dialoguce “listens” Lo the
customer’s needs and chooscs the content and channcl
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of communication based on what the customer
says and does.

So, for example, a dialogue might begin when
a company’s system sends an e-mail inviting the
customer to visit a Web site for information.
When a week passes without the customer click-
ing on the embedded links, his silence triggers
the next step in the dialogue—an alert to a sales-
person to make a call. The system waits another
week after that human contact and then shoots
the customer a reminder e-mail. This time, the
customer clicks through to the site, and his choices
there automatically queue new interactions.

That step-by-step, wait-and-respond approach
distinguishes dialogue marketing from its fore-
bears. But the model’s most distinctive charac-
teristic may be its attention to the temporal di-
mension of customer relationships. Time, literally,
is its essence. Dialogue-marketing systems are
very sensitive to the interval between purchases,
movement along loyalty curves, and increasing
and decreasing frequency of physical and on-
line visits. Such data registers in these systems
as transitions or events, and each time one oc-
curs, e sollware aulemalically commences an appro-
priate dialogue wilh Lhe cuslomer. 'lransilions may be
posilive (indicaling an inerease in business or loyally) or
negalive (indicaling g decrease in business or loyally).
All transilions present opporlunilies Lo engage Lhe cus-
tomer ancw.

Iransilions are a more meaninglul lens than (ransac-
tions for viewing the customer rclationship because they
[ocus onthe relalionship’s evolution. In elfect, (ransactions
show you a scrics of frames; transitions play you a movic.
Consider the commeon practice amonyg retailers of collect-
ing raw transactional data and transforming that informa-
tion into recency, frequency, and monetary (RIM) value
scores. These scores, which have been in use since the
early days of database markeling, record when cuslomers
last made certain transactions, how oftcn they made thosc
Lransaclions, and Lthe monelary value of those (ransactions.
Companies often break down REM scores by segment,
brand, or product calegory. So a retailer might lrack:

- lhe recency ol transactions inn Lhe shoe department;

- lhe [requency of lransaclions in the shoe department;

- lhe average monelary value ol transactions in Lhe shoe
department;

«the recency of transactions invelving a particular brand
of shocs;

- the frequency of transactions involving a particular
brand of shocs;

«the average monctary valuc of transactions involving a
particular brand of shocs.

Iraditionally, the reLailer would collect such dala over
time. Then, at intorvals, it would send out a batch com-
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munication Lo cuslomers who have spenl, say, more Lhan
$1,000 on a parlicular brand during the course of a year.

Wilh dislogue markeling, by contrast, Lhe relailer mon-
itors changes in individual customers’ REM scores as Lhey
happen and sels Lhe syslem Lo launch a dislogue whenit
detects a meaningful transition, The system responds im-
medialely Lo individual rather than aggregate data, so Lhe
rctailer can reach out to the custemer while she is fresh
in the throes of new-sandal [ever or has gone an unprece-
dented six months without buying a pair of pumps. And
dialogues don't just follow up trangitions; they follow
throggh—to another transaction, adecper engagemaent, or
simply a larger wedge ol cuslomer allenlion,

The Nature of Changes

No lwo companies collect idenlical data, and so each will

define Lhe specific transilions thal Lrigger cuslomer dia-

logues, I general, lransitions reflect a change eilher in

the cuslomer’s lile or in his relationship wilh Lhe business,

They are parlicularly valuable in Lhe crealion and opera-

lion of complex loyally programs. A company mightl set

dialogues (o launch when a cuslomer

- makes a purchasc in a new category (first suit, first
time in our new shoc department);

- buys a brand so frequently that he qualifics as a zealot;

. cxceeds a certain monetary value in a year and thus
qualifics ag a VIE;

. crosses a threshold in aloyalty program;

<Tequests a change of address, indicaling a houschold
move;
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«purchases an item that indicates a major life change
such asg an infant car seat, or a large project such as a
sink or cabincts. (Dialogue systems can alse incorporate
data from third-party vendors thal Lrack Lhe issuance of
new mortgages, openings of college savings accounts,
and other commercially available dala.)

Once a transition triggers a dialogue, that dialoguc
ollen moves the customer Lo another Lransilion, st which
paint anew dialogue with a different goal kicks in. Tor ex-
ample, a major regional grocery chain idenlified a Uip-

Technology: What Lies Beneath

Four fairly new technologies make dialogue marketing
possible:

Intelligent Process Engines. 3tandard database appli-
cations store multiple tablas of data and provida scresns
that allow usars to insert, edit, and delete entries from
those tables. Intelligent process engines do more: They
track individual “states”—where a customer stands in rela-
tion to the company at any given moment. (For example,
than a person who rejects it.) These engines initiate ac-
tions based on changes to those states and provide feed-
back to managers on the results.

Event-Driven Computing. Intelligent process engines
respond to changes in states; event-driven computing
responds to actions as they are noted by a company’s en-
terprise systems. An automated engine runs continuously
inthe background of all customerfocused applications,
"listening” for events {a customer playing a slot ma-
ching; someone registzring on the Web site) and deacid-
ing how to react, thus minimizing the need for human
intarvention.

Scalable Web Application Architectures. Dialogue
marketing requires companies to manage dialogues for
millions of customears who are in different states of rela-
tionship with the business and to do so across multiple
channals. Scalable Web application architactures are dis
tributed systems that balance the load of user requests
acress many computers. As computational demand in-
creases, these architectures allow companies to add more
servers sothey can incrementally scale applications to
serve those millions of custemers in a variety of ways.

Web Services, In dialogus marketing, multiple data-
bases and other systems must constantly talk to one an-
other, a task that once required significant programming.
Web services allow one computer to send a request for
information over the Internet using a simple LURL address
and another computer to automatically respond ina stan-
dard language callad XML. This advance graatly reduces
the amount of computer skills required to operate such
systams.

[

ping paint: People who ordered from its Weh site more
than four times were very likely to become regular cus-
tomers. The company’s technology staff programmeoed its
dialogue-markeling system Lo respond Lo new cuslomers
via c-mail, using steep store-financed discounts to push
them aggressively through (hose [irst [our purchases.
After purchase number four, the system automatically be-
gins generating less expensive treatments, [or example, of-
foring only trade promotions financed by consumer goods
manulaclurers.

Other transilions represent nol an epporlunily bul
ralher a threal—usually, Lhat a customer will defecl. Recall
for @ moment the airline with ils high-value customer
gone AWOL. Now imagine (he company praclices dia-
logue markcting. The system detects the customer’s fail-
ure 10 book a flight [or several months and sends a mes-
sage to a service representative asking him to call and try
to rectify the preblem, If the customer complains of poor
scrvice, the representative logs the details into the system,
triggering the creation of a written apology signed by an
cxecutive and including an incentive to return — auto-
matic upgrades or frequent-flier miles, for ecxample. Tf her
dceount remains inactive, Lhen Lhe nextl month Lhe system
scnds her another note with areminder about the incen-
lve. I yel another month passes, she gels 4 call from a
scnior customer-service manager. When she finally buys
4 lickel, Lhe system launches a dialogue [or special real-
mernil of “saved” cuslomers.

As Lhis example illusirates, dialogue marketing consid-
¢rs not just when to communicate but also fiow to com-
municale: Dialogues play oul across mulliple channels
depending onthe content of the message and the urgency
ol the situalionn, Some customer actions will (rigger (he
system to respond immaediately, with a personalized
e-mail, a personalized piece of direct mail, or an alert to
a salesperson to make acall. Other responsces will lay the
groundwork for future interactions. The system might
store a personalized message at the point of sale to be de-
livered when the customer next visits, or send the mes-
sage to a call center representative to be uscd when the
customer phones, Or il might place cuslomerspecilic con-
Lenl on a Web sile in preparalion [or a virtual visit.

Customer value is another major consideralion in
channel choice, Belore launching ils resource-intensive
relention dialogue, the airlineg’s system would establish
thal the customer in guestion is Lop ter, based on her pre-
vious and predicled purchasing. Il the customer qualified
as only medium value, the system might mail her a mes-
sage, cither electronically or by placing her contact infor-
mation on a direcl mail list together wilh personalized
content for the message. A low=value custemaer might re-
ceive an e-mail, or nothing at all if he is not profitable or
not anline. This portfolio of approaches is another way in
which dialogue marketing improves on most ane-la-one
initiatives.
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The Data Rich
and the Data Poor
NoL surprisingly, companics Lhal collecl masses of dala
and cut that information cvery which way have emerged
as dialogue marketing’s virluoso early adoplers. [larral’s
Casinos, for ckample, which is known for its sophisticatcd
use ol dalabase-marketing Ltechnology, runs an elaborate
sct of dialogues that consider every permutation of the
casine-vacalioner relalionship (see Gary Loveman’s arli-
cle “Diamonds in the Data Mine,” HBR May 2003), Har-
rah's syslem delines customers in (hese ways:
« Decliners: number and reconey of visits are dropping
- Incliners: number and recency of visils are rising
«Tnactive: no visits for a long period of time
- New Business: only one recenl visil
« Past Thuc: no visits for a designated period of time,
but not yet considered decliners
« Due Now: not yot considered decliners but need
atickler te bring them in now

« Ad Hoc: cveryong clse

'The company uses dialogues Lo lake customers [Tom
negalive slates (such as decliners) Lo positive stales {such

praducts. Togitech has collected this information over sov-
cral years from customers buying online or sccking help
from suppaort staff.

Because Logitech daesn’t gather enough data rom cus-
tomers to cffectively detect individual transitions, it scts
its clock according Lo aggregale hislorical information in
the registration database. Tor example, a principal goal
o[ the loyally program is lo induce [irsl-lime or single-
itcm buyers to purchase another praduct; so the system
decides when Lo starl a lollow-up dialogue based on Lhe
lapse of Lime between similar cuslomers’ (irsL and second
purchases, [laving determined (gl repeal cuslomers
bought their second products almosl immediately aller
the [irst, (he system launches follow-up dialogues while
that initial transaction is still warm. By reaching out again
80 soon, however, Lhe company risks alienaling cuslomers
wha dislike the hard sell. So Togitech designs those dia-
legues with a scrvice orientation—for cxample, cxplaining
how its portable products can assist customers in their
travels.

The dialogue to stimulate a second purchasc unfolds
through a scries of such informative e-mails, cach of which
inviles Lhe customer o lake one ol several actons. 17

Dialogue marketing is, to date, the highest rung

as inclincrsy, chicfly by alerting live “playcr hosts” to in-
tervene al Lthe fivst sign of a Lransilion. Since Harrah's
began using dialogue marketing in 2003, it has raised
revenue by 30% Lo 69%, depending on Lhe cuslomer seg-
ment; increased by 20% to 25% the contacts that produce
relurn visils; and boosted Lhe number of VIP customers
owerall.

Nol all companies, however, are equally awashin dala,
Some businesses are buill o infrequent transaclions wilh
individual customers (you buy a cup ol collee once a day,
a house once a decade). And while luxury brands may ex-
cile occasional purchasers (o stay connectled Lo the busi-
ness, many companics find it difficult to hold customaers’
allenlion beyond Lhe sale,

Onc company with a relative paucity of data is Tog-
itech, a designer and manufacturer of porsonal periphor-
als for computers, mabile phones, and MP3 playcrs. De-
spite its customers’ low purchasing frequency, Togitech
has managed to crecate a new lovalty program based on di-
alogue marketing. The system is nourished by a databasc
ol registered customers who Lrade demographic informa-
tion for timely notification of software upgrades and new

NOVIMBLER 2005

====10n the evolutionary ladder that ascends from
- database marketing to relationship marketing
. to one-to-one marketing.

thosc missives receive no response, the system queucs up
a replacement product dialogue to commence at a time
determined by historical data on the pace of replacement
purchases for the customer’s product type. Asthe dialogue-
marketing program bears fruit, Togitech’s rates of repeat
and replacement purchases should rise, spawning more
and morc data. The company is incorporating that now
dala into ils model, and that, in wurm, should cause dia-
logues o launch al more precise intervals.

A Dialogue for Every Season

Customer relationships are rich in (ransilions and events.
Al dilTerent times, companies will need Lo Lalk people inlo
a commitment or out of a defection, over a conceptual
hurdls or through a complex process, Working with their
technology departments, marketers can design reposito-
rics or “houses” of dialoguces that manage cvery category
of custemer intcraction. Once the software cngine is
rolled out, marketers can gradually phasc in those dia-
logues, monitaring their elfectiveness and optimizing
them until they achicve their desired ROT.

17
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types of dialogues that scale upward in sophistication and
ambition.

dation dialogues manage the fundamentals of the cus
Lommer lile vyele: the markeling version ol Shakespeare’s
seven ages of man. These dialogues require only basic
dala, such as a customer’s name and conlacl informalion.
They do not demand significant process changes or cross-
[unctional coordination, Lxamples include:

Acguisitions. Acquisition dialogues aim Lo bring in
new customers, Lhey start oul in batch fashion with a tar-
geled gudience and grow more specialized as prospects
respond.

Lhanks-lfor-your-recenl-purchase message, a nolification
that an item is recady for pickup, or a simple satistaction
check. They then unfurl inte additional offers of help.

dcfections: when a customar asks to terminatc her cell-
phone-service plan or cancels a magarzine subscription,
for example.

Fvery company’s house should eventually contain four

Foundation Dialogues. As Lhcit name suggests, [oun-

Service Follow-Ups. Tollow-ups might begin with a

Win-Backs. Win-back dialogues launch in response to

the Conversation

Level 1 Dialogues. Fach of these product- or cvent-
cenlric dialogues is named for the Lype ol message Lhal
starts the cxchange. (Sce the sidebar “Turning Tnvitations
into Dialogues.”) Mare sophisticaled Lhan foundation di-
alogucs, they leverage customer purchasce data that may
include such information as price or deal sensitivily. Inle-
gration with inventory and other systems requires greater
I'l participation. Lixamples include;

Event Notifications. Notification dialogues draw on ge-
ographic data and purchase histories Lo invite selecl cus-
Lomers Lo markeling evenls.

Repurchase Reminders, Repurchase reminders are
gentle nudges Lo purchasers of consumable products —
such as laser prititer cartridges, paper, sneakers, drill bils,
0il, and lightbulbs—that it is time 1o buy again, Dialogue-
markeling syslems can be programmed (o correlale an
individual customer’s purchase of such a product with
the known lifc span of that product.

Inventtory and Price Alerts. Tnventory alerts announce
new arrivals and promaotional itcms of presumed intcrest.
Tor cxample, a shipmant of Celtic folk CDs to a music re-
tailer would automatically trigger messages to customaers

A merchandise notification dialegue often begins with a customer

insearch of a product—in this case, a book by a particular author

Suggest Actions

Trigger

S o

END
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whosc purchasing historics arc rife with Clannad and the
Chicftains. Toyal customers can reccive advance notice of
price changes, having first crack at a markdown or sale.

Overstock Outreaches. 'Ihese dialogues Taunch when
overstocked items are about to be marked down. Before
prices are slashed, Lhe system seeks cuslomers who have
bought such items before and might do so again, perhaps
because Lthey are approaching the nexl level ol a loyally
program or because the last such item they purchased is
due Lo expire.

Level 1l Dialogues. Ihese dialogues draw on individual
cuslomers’ purchasing patterns or on prediclive modeling
Lo influence Lhe progression of Lhe relationship wilh that
cuslomer. 'They require a sophisticaled understanding of
a customaer’s history with the company and considerablc
cross-[unclional coordinalion ag everyone [rom corporale
buyers to exccutives gets involved. Fxamples include:

Defection Interventions., Defection dialogucs arc trig-
gered when the system detects carly warning signs, such
as adccline in purchasing frequency. They rely on predic-
tive madeling and so are distinct from win-back dialogucs,
which launch after a customer has alrcady been lost.

Conditi
'_nl’l on Metification

[N PR R TR

Life Cycle Progressions. These dialogucs move cus-
lomers Lhrough states of increasing loyally. For example,
whon Harrah’s customers approach the highest ticr of the
company’s loyally program, lile cycle dialogues aulomal-
ically contact them with a message such as, “You arc only
one visil away [rom our 'lotal Diamond reward level”

Category RFM Transitions. These dialogues allow cate-
gory managers, merchandise managers, buyers, and prod-
uct managcrs to respond tachanges in customaers’ individ-
ual REM scores wilthin their calegories.

Brand RFM Transitions. 'Ihese dialogues allow brand
mandgers Lo respond Lo changes in cusltomers” individual
RFM scores wilhin their brands,

Level 111 Dialogues. Level 111 adds a physical element Lo
dialogues. These an-site interactions—although just foasi-
ble now-will likely be common in the [ulure, when cus-
tomers carry RTITY cards into storces or key their identitics
into smart shopping carts. As they shop, customers will re-
ceive personalized messages an theirecll phoncs or PDAs,
or on screcns scattered around the store. Those messages
will draw on the same data othor dialogue-marketing
applications usc. So a book buyer passing the cooking

Cualification
. Set Data
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Turning Invitations into Dialogues

Every day, tens of millions of con-
sumers receive e-mails or postcards
anneuncing a do-ityourself workshop
atthe hardware store they frequent
or an online retailer’s markdown on
gourmet cookware. Such notifications
are based on customers’ demaographic
data and purchase histories, but they
invite minimal or no interaction.
Consequently, they are not dialogues.

A simple netification can become
the core of a dialogue, however, if it
advances the relationship by solicit-
ing additional information, by giving
the customer several ways and rea-
sons to respond, and by following up
with new communications. Censidar
ane-mail announcemant for a de-
sigher trunk show. Such an event no-
tification is generated based on cus-
tomers’ purchasing histeries or other
indications of interest in that particu-
lar designer It includes the specifics
of the event, and possibly photos of
designs to be modeled.

To transform the event notification
into an event notification dialogue,
the retailer would have to include a
call to action with multiple options.

Those options might include:

a. | will attend.

b. ' will attend, and please have
availablz some dasigns in my size for
me to try on. (Because the dialogue
system is relationship aware, it knows
the custemer's size.)

c. lwill not attend, but | am inter-
ested in scheduling an appointment
to try on the following merchandise.
[This option might be followed by a
link to the retailer’s Web site display-
ing & full array of garments from
which the customear could select.)

d.l am unable to attend because of
another commitment.

2 Thank you, | am not interested in
this designer.

The customer's choice of option
would, inturn, trigger the systern’s
response. Customers who chose (a) or
(b would receive a reservation confir-
mation and directicns, as well as a
rerninder a few days before the event.
Customers who chose (¢ would re-
ceive a follow-up inquiring about con-
venient times during the week. Cus-
tomers who chose (d1 would receive a
follow-up asking if they would like to

update their preferences {in say, sizes
or styles) and be invited to future
events. Customers who chose (e may
bacome the target of a win-back dia-
logue. Or the retailer may simply as-
sume that those customars have bean
qualified incorrectly and update the
database aecordingly.

Natification dialogues alse feature
an expiration date: If the customer
fails to respond by that date, they
launch a follow-up. Inthis example, a
high-value customer who has attended
many of the designar’s shows inthe
past might merit a call from a sales
associate. The dialegus-marksting en-
gine would alert that associate and
provide her with a script.

Mo mattar how customers respond
to notification dialogues, the retailer
lzarns somathing. Customers who se-
lect (by indicate a higher degree of in-
terest than do those who choose (a).,
If many customers selact (¢, the re-
tailer should probably consider sched-
uling a second event. And all that
data, of course, isfad back into the
system to enrich future dialogues as
the long conversation continues.

section might reccive an alert that only $20 separates him
[rom the store’s Chels Club and ils 25% discount.

That final, futuristic category of dialoguc is cspecial ly ap-
pealing because il reaches even beyond “when” Lo answer
thc question of “where”—drilling down to the very aislc a
customer is passing, For now, thougly, marke lers must [ocus
on tming as they seek o bind customers more closely.
'The technology (o conduct dialogue markeling exists
Loday, and it will only gel beller. Markeling organizalions
will need Lo collaborate wilh their 11 depariments Lo de-
velop or inslall these systems, bul once they are in place
the demands on 11" will decline signilicantly as dialogues
firc off automatically, without any nced for additional
databasc querics. Ultimately, such systems will prove far
less cxponsive than trying to ficld a service staff large
cnough to handle the many complex circumstances and
cvolving states that customer rclationships present.

Tuming a traditional marketing strategy inle a dialogue-
marketing program is a straightforward matter. Begin by

120

identifying the communications vou make with customaers
in a batch lashion, then ask yoursell whal events could
triggerthose communications to make them more timely.
Add a question or call Lo aclion Lo each message, and pre-
parc a different trcatment or response for cach possible
answer. Finally, creale a series ol increasingly urgenl calls
Lo aclion that kick i il the question ar call Lo action goes
unanswered,

Companies Lhal blast [requent, irrelevanl messages di-
lute their brand eqguily. What customers wanl is greal
service and a consistently excellenl experience across all
channels. For (hose reasons, we believe Lhal many ele-
ments of dialogue markeling will be ubiguilous in [live
years, Companics that adopt the dialogue model carly
can risc above today’s unwclcome din and become not
just the voice that customars hear but alse the onc they
listen for. v

Reprint Ras11G; HBR OmPoinl 219X
To order, sce page 170,

TTARVARD BIISTNTSS RTVIRW



FHexjet and the Challenger 604
We Ofter You The World

Fly To Europe and Hawaii Without Positioning Fees

It you want the world, travel in the aircraft and fractional ownership program designed for it. Expand your reach in a cabin that
takes comfort and productivity to more refined levels. Fly beyond boundaries with new fee options that create opportunities.
Experience luxury reserved solely for Flexjet” owners — onboard the Challenger” 604, the werld's bestselling large business jet.
Now with even more room to conference, relax and sleep. Meet in London. Recharge in Hawaii. So you want the world? It's yours.

(Go further — with no positioning fees to Europe and Hawaii. Call 1-800-FLEXJET or visit Hlexjet.com.

BOoOMBARDIER

BOMBARDIER FLEXJET

der Inc. or R subakd




special odvertising section

Bloncuuowev




special advertising section

he numbers dazzle. Once the new kid on the block, the

biotechnology industry now has 230 approved drugs on the

market in the United States. Another 50 new innovative
drugs to freat tough diseases such as cancer, congestive heart
failure, diabetes, and inflammation are awaiting final approvals.
And more than 300 new biotech substances are in clinical frials.

Biotechnology companies today
are effectively changing the way
the largest pharmaceutical compa-
nies do business. In recent years,
the largest drugmakers have been
consumed by the search for
“blockbusters” — drugs with huge
sales potential because they serve
equally huge populations. Today,
with biotechnology increasingly at
the center of drug development, a
new kind of personalized medicine
in which niche markets are better served is taking
center stage. As a result, biotech firms are finding ic
much easicr to acquire capital than even just a few
years ago. Now biotech firms are going public, ven-
ture capital is gushing in, and biotechnology stocks
are h()ldil‘lg thCir Own on thC ]T'laj()r CXChangCS.

Still, the hunt for mold-breaking discoveries con-
tnues. “Lhis is a macuring industry. Not a macure
one,” stresses [Dave O’Rci"y, CEO of South San
Francisco, CA Caralyst Biosciences, a company
thick in the hunt for new-generation biopharma-
ceuticals. “This is an industry thar has its growth in
fronc of it.” The industry’s mantra remains “meeting
unmet needs,” and as long as chere are diseases and
disorders that defy current medical practices,
biotech researchers will pursue new ways o win
thCSC ﬁght‘ﬁ. I,atcl}", rCSCa]‘ChC]‘S are ]T'lal(i I‘Ig rCaI

Pl‘()gl‘L‘SS il'l truating thC t()l_lgh l"l'lElIéld.iL‘S thélt SCCH1C(].
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to mock 20th century researchers.
The pendulum is shifting in favor
of biotechnology. In the process,
biotech is morphing into a new,
more powerful force affecting more

and more lives.

Blurring the Lines
Traditionally, one of the key differ-
)l cnces between a biotechnology
company and a big pharmaceutical
company is that the big drugmak-
ers pursue chemistry in a quest for small-meolecule
drugs—i.e., pills that can be swallowed and whose
active ingredients can be absorbed through the
digestive tract. Biotech, by contrast, goes after bio-
logical solutions. “We follow the [XNA — che biology
— to create novel therapeutics,” explains Genentech
treasurer Thomas Thomas. “Our approach is bio-
logic. We are using the DNA already in your body,
not putting chemicals in you.”

As bi()tCCh ﬁr]T‘lS mature, I‘IO\VCVC]‘, thC)«" S0Mme-
times find chemselves crossing that line. Genentechy’s
larceva, for example, is a small-molecule drug for
lung cancer padents. Just as with waditonal pharma
products, larceva is an orally administered tablet. Is
that a break with Genentech’s past? Thomas doesn’t
thil‘l]( 500 “W{: are .‘sti" g()il‘lg \thl'c thL' SCiCnCC taI(CS
as, still pursuing unmet needs. That's what we think

m Ell( s S (_I.iFFC rent. 7
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Wﬂ.tch F()r more S]T‘la"‘n'l()lcculc dl‘l_lgs to Ccomo
out of biotech labs if indeed that way of delivering
the substance proves to be the most effectve. “We
are committed to pursuing additional small-mole-
cule opportunities,” says Thomas.
“But we also are committed to
creating novel therapies. Every
Genentech treatment did not exist
before we developed it. That will be
true of small molecule drugs we

develop, too.”

Heading for the Hill
“The stakes have changed for

biotech—the industry now is seek-

Genentech’s Herceptin, for cxamp]c, 1s a
brCaSt cancer dl‘ug that WUI‘I(S Un]}" O womaen
who over-express {produce too much) HER2,
a gene that regulates cell growth. About 20
percent of women over-express
HER2, indicating that Herceptin
may not work for 80 percent.
Given these percentages, the FDA
would never have approved the
drug a few decades ago. But in
1998, because the FDA was confi-
dent that tests would readily
identify the good vs. bad candi-
dates, Herceptin was approved.

Based on this success story, many

ing to influence public policy.
That's emerged as the next stage of the industry’s
evolution,” says Matthew Hudes, national managing
partner, biotechnology, Deloicte. For its first quarter-
century, the indw;try was tight]y focused on survival
and proving its relevancy, which meant raising cash
and creating products that marter. Buc for many
firms today, survival no longer is in question. The
new focus 1s on helping to foster a more biotech-
friendly regulatory environment in Washington.
That does not necessarily mean tackling hot-button,
divisive issues like stem-cell research, however. Many
insiders expect the industry to dodge the stem-cell
debate and, instead, to focus on issues that will heav-
ily impact next-generation products, such as:
® Fast-tracking pharmacogenomies. The
Food and Drug Administration (FDA) is
changing the way it evaluates drug candi-
dates. Traditionally, the FDA was narrowly
focused on safety questions. But in an era of
pharmacogenomics, drugs are designed to
achicve maximum cffectiveness for a particu-
lar patienc population. By undergoing a
genetic makeup screening, paticnts are

PFC-SCICCth to rcccivc particu]ar d.l'l_lgS.
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industry insiders are hoping for
clearer dircction from the FDA regarding
aPPr()\"aI Pr()CCSSCS 'FO]' d.rugS that arce tai]()l‘cd
to specific genetic make-ups.

® More clarity on safety data. Vioxx was a

classic, “small molecule” pharmaceutical. Bur
when it was withdrawn from the U.S. marker,
it created turmoil throughout both pharma-
ceutical and biotechnology companies. Exactly
what data arc nceded to validate a drugs safety?
How does the FDA define “safecy™ Drug
(].C\"CIOPCI'S arce Pu‘ahing F()I‘ maore Clal'it}/. Whi]c
nobody wants to compromise patient safety,
biotechnology cxecutives in particular are skit-
tish abour FDA delays in permitting new drugs
to go to market. Small companies that arc
burning through capital arc in no position to
weather long delays. Many industry insiders
are secking answers on how to balance safety
against the need to get products to market.

In Jal‘lual‘_\_/, F()r]T'lCr PCnnSyIVania (j()ngr‘cssl‘nal‘l
Jim Greenwood was named president of the
Biotechnology Tndustry Organization (BIO), the
sector’s Washingron presence. Soon after raking the

job, Greenwood appointed a heavyweight group of

BICTECHMNCLOEY [/ MOVEMEER 2005



We have a history of seeing possibilities. Twenty-nine years ago, we saw the possibility that biotechnology could fight

disease in a whole new way. Then we saw the path to making that vision a reality: creating a culture in which some of

the best scientific minds could pursue innovative research. The result? Breakthrough therapies

Genentech

for cancer, asthma, stroke and more. Where do we go next? See the possibilities at gene.com. 1w susiness Far Lire
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Beleway insiders to top BIO posts. Included arc
Scott Whitaker, formerly chief of staff at the
Department of Health and Human Services, now
BIOYs COO; Amit Sachdey, previously a top FDA
official, now BIO’s executive vice
president; and Brent Del Monte,
formerly senior manager of Ernst
& Youngs Washington Council,
now BIO’s head of federal govern-
ment relations. In just a few
appointments, Greenwood — who
left a safe Congressional seat to
lead BIO — sent the message that
biotechnology indeed intends to
play and win in Washington.

No one expects to see the sector
triumph in every fight. But expect to see biotech-
nology advocares sitting at the same table wich chose
from the big pharmaceurticals as the U.S. regularory
agencies hash out tomorrow’s approaches to moni-
toring drug development and marketng, This
historic change indicartes just how far biotechnology

has come in the past 25 vears.

Going Global

What was for many years a domestic pure play,
biotechnology in the 21st century increasingly is a
global enterprise. “Almost every country in the EU
now has a biotech initiative,” says John Rhodes,
U.S. & global managing parwmer, life sciences,
DCI()ittC. But F,llr()PC i.‘s I‘Ia]‘(“y al()l‘lc. l—)Cv{:I()PiI‘Ig
nations, too, are cager to take part in this business
opportunity. CGongenia, a biotech specialty firm
based in Italy, recently partnered with India-based
'lata Consultancy Services, logether, chey are seek-
ing ways to counteract the effects of P66, a protein
assoclated with diseases related o aging. Their
story, while ambitious, is not unique: Research and
funding increasingly travel across borders to find

the best solutions.

A challenge globally is concern about intellectual
property rights and patent protections but, lately,
China and Tndia (with its 2005 Patents Taw) have
b()th ta]u‘:l‘l \‘sthS tor aFF()r(l gl'CatCr pl‘()tccti()l‘ls to
drug developers. Other countries
are expected to follow suit. While
enforcement issues remain, for
now, the impulse sweeping the
biotech industry is to vigorously
explore increased R&D activities
abroad, particularly in countries
that offer favorable labor costs cou-
pled with access to proven research
expertise (most notably, China,
India, and Singapore).

With so much activity, surprise
biotechnology powerhouses are emerging. Australia
has more than 300 home-grown biotech firms,
according to Robert 'laylor-Pike, investnent man-
ager, U.S. and Canada, Invest Australia. Australia
also has 21 cross-border alliances, where local com-
panies are partering with overseas outfits. And,
“with its very diverse population,” Tavlor-Pike says,
Australia 1s positioning itself as an arrractive loca-
tion for international pharmaccutical companies to
run clinical trials. AusBiotech, the trade association
for Australians, now claims 2,400 members. Given
21" UF thCSC (lCVCI()Pn1CntS, Allstl'alia P]‘Uudl}_«" Pr()‘
claims itsclf the number-one biotech hub in the
Asia-Pacific region.

Researchers at Progen, a company based in Darra,
Australia, are seeking a novel way to short-circuit can-
cer. Progen’s approach is to combat angiogenesis, the
new blood-vessel growth that enables cancerous cells
to multiply. Many companies are attempting to build
platforms around anti-angiogenesis rtactics, but
Progen’s approach is particularly innovative. Tts scien-
tists have found a carb()hydratc solution, PT-88, that,
when injected, inhibits an enzyme called heparanase

that is critical to new blood-vessel growth. Without
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“AUSTRALIA IS ONE OF THE MOST IMPORTANT
MARKETS FOR ERICSSON IN THE ASIA-PACIFIC REGION.

AUSTRALIA HOSTS A GROWING ECONOMY; A STABLE POLITICAL AND BUSINESS
ENVIRONMENT,; A SKILLED, WELL EDUCATED AND MULTILINCUAL WORKFORCE;
A STRATEGIC TIME ZONE AND A COMPETITIVE COST BASE. THESE FACTORS
PROVIDE A SOPHISTICATED MARKET AND THE RIGHT ENVIRONMENT ENABLING
ERICSSON TO DRIVE INNOVATION AND TECHNOLOGY.”

HANS VESTBERG, CXLCCUTIVE VICE PRESIDENT AMD GCHMCRAL MANAGER, GUSIMCSS UNIT GLOBAL SCRYICLS, CRICSS0M

TechnologyAustralia

Melbourne, Australia.

Australia | the place to grow your business in the world’s fastest growing region

With almost half of global trade now focussed an the Asia-Pacific—
the world's fastest growing region - Australia is the contemporary
business base for Asia-Pacific investrment.

Australia’s growing appeal as an investment destination is backed up
by a 150% increase in the stock of foreign direct investment (FCI1) in
Australia over the last 4 years to a record US$250 billion in March
2005, This impressive performance, against a background of relatively
stable global FBI inflows, is reflected in AT. Kearney's 2004 FDI
Confidence Index inwhich Australia jumped from the 19th to the

7th most attractive FDI destination in the world.

Australia is a sophisticated knowledge economy, with services
accounting for almast 80% of GDP. This fact, coupled with aur
strong resources industries, highly skilled and multilingual
workfarce, excellent R&D capability and efficient governance
practicos make Australia an ideal investment location.

Australia, it is the ideal location to grow your business,

Eri¢ssen 15 shaping the future of mobile

and broadband communications through its
continuous technology leadership. Providing
innovative solutions in more than 143 countries,
Ericssan is helping to create the mast powerful
cammunication companics in the warld,

In Australia, Ericsson provides the cssential
infrastructure and services for modern
communications. Established n 1954, with around
1200 employees, Ericsson is a provider of end-to-
ond communications solutions across Australia—
from traditional fixcd ling tolephone scrvices to
Internct scrvices and entire wircless notworks,

The advanced nature of the Australian
telecommunications market means that
cxpericnce gaincd in Australia can be used
vorld-wide and supports the company's
global operations.

In Australia, Ericssan has capitalised on
Bustralia’s skilled workforce. Ericsson's services
portfolio includes expertise in consulting,
systerns integration, managed services,
network deployment and integration,
cducation and support scrvices,

Ericsson's hardeare, software and services

arc used by many of the Asia-Pacific's biggest
felecommunications carriors, including
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heparanase, new blood vessels cannot grow, meaning
the cancer cannot spread. Progen now is studying PI-
88 under ULS. FDA guidclines, and initial clinical
trials have heen encouraging.

Bionomics in Adelaide is another
Australian innovator that is distin-
guishing itself as one of the world’s
premier researchers into epilepsy.
Bionomics’ focus is finding the
unique genes involved in triggering
epilepsy and, then, identifying
products that will help mitigate the
disease’s impact. Bionomics, for its
part, has 26 patent applications for
its rescarch into cpilepsy, a discase
that may afflict 3 percent of the
world population. A particularly important element
of Bionomics work is that it likely will allow for
much carlier identification of cpilepsy along with
quicker identification of sub-types of epilepsy, thus
enabling clinicians to make faster, more valid deci-
sions about trearment.

In Europe, [taly may have started late but is
now making a fast rush to emerge as a significant
plaver. Ernst & Young estimates thac 50 indige-
nous companies are pursuing biotechnology goals
in Italy and a number of multinationals, includ-
ing  Amgen,  Baver, Genzyme, Monsanto,
Novartis, and Roche also have a presence. Paolo
Corradini, CEO of Tnvest in Turin and Piedmont,
says that Traly now ranks as Furopc’s third-largest
life-sciences sector, largely due to sustained [cal-
lan investment in research (40 ltalian universities
offer biotechnology degree courses, with a key
FOCU.S il'l tCChnUI()g}_«" (.I.CVCI()P]T\C"I:, 521}"'5 C()I‘I‘a—
dini). Despite its recent entry, ltaly now hosts
more medical trials than Germany (16 are cur-
rently in progress).

In particular, ltaly seeks to stimulate start-ups,

the sector where many expect the naton to do best.

7

After extensive competition for available public and
private funding, 2 new bioincubacor in lurin’s

Bioindustry Park announced that six biotech firms

(conceived by academics and government researchers)

o)

-
-y
\l

will divide up 5.7 million euros
(roughly $7 million) to launch their
companies. This is a large step for
Iraly because it underlines the
government’s commitment to har-
nessing biotechnology as an engine
of economic development. ltalian
officials are optimistic about the
future: “We are able to provide
[biotech] innovations to the market at

an extraordinary rate,” says Corradini.

Tightening the Focus

Rescarchers are also innovating older technologics.
Radiation therapy for cancer, for example, has been
re-interpreted. Nucletron, a Dutch company, has
taken old-fashioned radiation and imbued ic with
new precision to allow for much more pinpointed
targeting of discased tissue. For many years, radia-
tion has been very effective ac eliminating malignant
cells and has served as a first-line tool in attacking
many specific cancers, such as lung, breast, and
prostate cancer. But with conventional radiation
therapies, many padents suffer severe side effects
(nausea, vomiting, even organ damage in some
instances) and, incvitably, Ial‘gc arcas of healthy tis-
sue are exposed to radiation in an attempt to reach
the cancer. Now Nucletron  has  pioncered
brachytherapy (from the Greek, “brachy,” meaning
close or nearby), allowing it “to treat the cancer right
near the tumor,” says Nucletron’s General Manager
Mark Adam. Conventional radiation therapy treats
from outside the body, but “with brachytherapy we
treat from inside the body,” says Adam. Brachyther-
apy is designed to get the radiation source as

physically near the tumor as possible. Aside from
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reduced radiation exposure to healthy dssues,
brachytherapy delivers a number of key benefits,
including reduced treatment time, says Adam. “We
can compress the treatment cycle in many cases
down from five or six weeks to
three or four days.”

Brachytherapy, too, is usually
much less expensive than other
treatment options: Costs can fall to
perhaps a few thousand dollars for
a full treatment regimen. So in

many developing countries,

patients with gynecological and
breast cancers who often wouldn’t
have been treated at all are getting
healthy. “We're finding great inter-
est from physicians in China and India,” relates
Adam. Similarly, in developed nations, patients and
physicians who want to side-step the issues involved
in chemotherapy or surgery also are rediscovering
the benefits of brachytherapy, says Adam. “Existing
therapies can be reinvented and given new rele-

vance,” says Adam. “I'ha’s what we are proving.”

The Next Industrial Revolution
Right now, in the universe of industrial biotechnol-
ogy, a number of initiatives already are changing
how things get done. “This is a real industrial revo-
lution that is happening now,” says Brent Frickson,
a vice president at BIO. “Industrial biotech is taking
()'FF.TJ In(lllstl'ial bi()tcch gCnCI'EltCS SUbStanCCS Elnd.
processes that improve upon nature. Denim, for
example, wraditionally was distressed by washing it
with rocks — until biotechnology created an enzyme
that does this job more quickly, more uniformly,
and at much less cost,

Now industrial biotech is penetrating more areas.
A new white paper from the Natural Resources
Defense Council (NRDC) asserts that biofucls,

pr()pcrly nul‘turcd, C()Uld CI'I(]. th{: C()St]}_«" (_I.CPCI'I(].CI'ICC

%

on gasoline to power motor vehicles. According to
the NRDC, biofuels can eliminate our need for
gasoline by 2050; save U.S. consumers and busi-
nesses roughly $20 billion annually on fuels by
2050; deliver $5 billion annually
in new profits to farmers by 2025;
and dramatically curtail emissions
of greenhouse gases that are linked
to global warming. What's not to
like about that?

Erickson elaborates that the use
of biotech-created enzymes to con-
vert biomass into ethanol can
increase ethanol production “by
several orders of magnitude.” In
fact, biofuels already are the lead-
il‘lg SOLLFCE UF rCnC\VabIC Cl‘lcrg}", aCC()l‘ding to thC
U.S. Department of Energy (DOE). The DOE
reports that for 2004, biofucls pmduccd more than
]0 til‘n{:s more Cncrg}f than Wil‘ld Or S()Iar Cn{:rg}".
Erickson asserts that advanced industrial biotech
approaches will continue to give us more biofuels to
power motor vehicles less expensively.

Industrial biotech inttiatives benefit, too, because
they usually are not subject to FDA review and,
therefore, time to market can be very fast—a macter
of months, not the many years it takes the FDA (o
approve a drug. “Industrial biotech is in your housc
and. }"Uu n'la.}" naot IQnU\«\" it,” Sa}"\‘s F;ric]iﬁ(]n, \«\"h() Ii\‘st\‘s
a range of places where industrial biotechnology is
making itsclf felt, from laundry detergents, bread,
Elnd. bakcd g()()dﬁ (L‘:I‘IZ}’IT‘ICS N P]‘C\"Cnt cancer-
causing acrylamide from forming in baked goods) o
Vitamins B and C (now largely produced by biotech
processes). “You already arc benefiting from indus-

trial biotech,” says Frickson.

Raising the Bar
Criven all the actencion biotechnology has received

of late, it can be easy to forget that ac its core,
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biotechnology is stll is all abouc life and death.
Countless rescarchers are attacking  fundamental
questions that, when answered, will prelong life in
ways that couldnt have been imagined even a
decade ago.

The Center for Biomedicine & Geneties ar the
Beckman Rescarch Tnstitute of the City of Hope in
Duarte, CA, aims to turn evervday white blood cells
into agents of cancer-cell destruction. How? “We are
reengineering white blood cells so that they learn to
recognize cancer cells and kill those targets,” says
Director Larry Couture. 1f this comes to pass, it will
be huge — “this is a far cry from chemotherapy
which, of course, kills healthy as well as cancerous
cells,” says Couture. While chemotherapy can be
life=saving, going through chemo “is nasty,” says
Couture, because the chemotherapy is essentially
indiscriminate in its assault on tissue. “If we can har-
ness the white blood cells, thcy will Lill only the

cancer, not the healthy cells,” says Courure.

Going to Game

Another problem wich traditional cancer thera-
pics is that, even when apparcnt]y successtul,
scattered cancer cells may remain— and may
gather strength and muldply. But the City of
Hope project’s goal is to create, in offect, internal
armics of smarr, tough white blood cells {or
T cells) that have been specifically designed to do
battle with cancers. Even better, a few platoons of
these savvy I cells can be kept on patrol in a
recovery patient, with no harmful effects antici-
pated because, again, these are basically ordinary
cells found in all of us. Can the body be
redesigned to keep itself healchy? Will this City of
Hope project pan out? Early indications are
highly encouraging. Perhaps just as important,
though, is that this kind of work illustrates how
researchers are determined to shatter the para-
digms and invent wholly new biotech modalitics,
\‘thrc nature iS, il‘l 'Fa.ct, i]T‘lPrOVCd. uP()n to ]T\E].IQC

all of our lives hetcer.

You are a brilliant biochemist doing research at a top Ivy League school. You come upon a substance that seems to do magical things
when brought in contact with, say, cancer. You also know that bringing o drug to the marketplace is an arduous road that takes many
years—perhaps a decade—and millions of dollars. That phase is about business, not science, and smart researchers know their limits.
Whai’s your nexi move?

Call in the experts. Like whom? At the top of the list would likely be Bruce Babbitt, a principal consultant at Waltham, MA-based
PAREXEL Consulfing, a service area of PAREXEL International, a leading global bio/pharmaceutical services provider. In the past 20 years,
PAREXEL has helped 800 clients launch some of the era’s most important medical devices and drugs. Babbitt, personally, has worked
with dozens of start-ups and one guiding precepi in this work is that there now is litile time to waste.

“Companies need fo gei their substances into human trials very, very quickly today,” says Babbitt. & decade ago, drug development
involved what now looks like leisurely experiments involving animals. Today, the call is to fust-track testing on humans. That's what
venture capitalists in particular want to see, says Babbitt, and doing this kind of testing safely, responsibly, intelligently-und in ways
that will safisfy both V(s and the FDA-takes rich skills that, mainly, are possessed by specialisis such as Babbitt. “We act as middle-
men, in helping start-ups deal with the FDA and others,” says Babbitt.

This scenario illustrates two trends converging: The first is the proliferation of what experts call “virtual companies.” These compa-
nies usually are working on the outer limits of breakthrough research but are often just an MIT assistant professor with o packet of
good ideas and a mail drop in Somerville, MA. The second trend is the emergence of an industry of consuliants who specialize in assist-
ing these viriual companies. Companies like PAREXEL are staffed with middlemen, expediters, even hand-holders and guides who know
how to chart the course from the lab 1o the marketplace. The good news: Because of PAREXEL and other similar firms, the discoveries
by the virtual companies can indeed make it down the winding road that leads to the marketplace.
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TOOL KIT

Scanning the Periphery

by George S. Day and Paul J.H. Schoemaker

The biggest dangers to

a company are the ones
you don't see coming.
Understanding these
threats—and anticipating
opportunities —requires
strong peripheral vision.

NOVIMBLER 2005

ETWEEN 2001 AND 2004, Maticl
lost 20 of its share of the worldwide
fashion-doll scgment to smaller rivals
such as MGA Entertainmaent, creator of
ahip noew ling of dolls called Bratz, MGA
recognized whal Maltel had railed to—
that preleen girls were becoming more
sophisticated and maturing more Quickly.
Al younger ages, Lhey were oulgrowing
Barbie and increasingly prefeming dolls
Lhat looked like their teenage siblings
and the pop stars they idolized. As Lhe
Largel markel for Barbie narrowed from
girls ages three to 11 to girls about three
Lo live, Lhe Bratz line cut rapidly inte
the scemingly unassailable Mattelfran-
chise. Mattel finally moved to rescuc
Barbic’s declining fortuncs, launching
a brand extension called My Scenc that.
targoeted older girls, and a line of hip
dolls called Flavas o compete head-on
with Bratz. But the damage was done.
Barbie, queen ol dolls for over 40 years,
lost a fifth of her realm almost over-
nighl—and Mallel didn’t see il coming,
Companies oflen [ace demographic
shills, new rivals, new Lechnologies, new

regulations, and othor cnvironmental
changes that seem to come out of left
ficld, How can they sce these changes
sooner and capitalize on them as MGA
Entertainment did? How can they avoid
being blindsided as Matlel was? 'I'he
challenges (aced by companics like
Mallel ollen begin as weak signals at
Lhe periphery, the blurty vone al Lhe
edge of an organization’s vision. Aswilh
human peripheral vision, Lhese signaly
are difficull Lo see and interpret but can
be vilal Lo success or survival.
Managers are used to interpreting
daLa Lhat are sel before them, but Lhey
also need to be able to recognize when
part of the picture s missing—to answer
the question, “What don’t we know that
might matter?™ Drawing on rescarch in
stratogy, organization and decision the-
ory, and other disciplines, as well as our
decade-long study of emerging toch-
nologies al Wharlon’s Mack Center for
Technological Innovation and our work
wilh organizalions around the globe,
we have developed a fslralegic cye
exam.” IL serves as a diagnoslic Lol for
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evaluating and sharpening companiey’
peripheral vision We have administered
the exam Lo senior execulives in more
than 150 companics around Lhe world
and have consulled with companies
dcross industries — including agricul-
tural equipment, media, energy, and
soflware — Lo help them bring Lhe pe-
riphery inLo focus.

Ag Lhis article shows, improving pe-
ripheral vision heging by asking the
right questions.

Defining Scope

How good docs a company’s periph-
cral vision need to be? Lor many busi-
nesses, the status quo isn't good cnough,
Our survey of global senior managers
found that 219 porceived their future
need (or peripheral vision Lo be grealer
than their current capacity. A survey
ol 140 corporale stralegists conducled
by the Tuld-Gilad-Herring Academy of
Compelilive InLelligence lound Lhal
fully two-thirds had been surpriscd
by as many as three high-impact com-
petitive cvents in the past five years. In
addition, g97% of (he respondentls said
their companies lacked an carly warning
system,

This docsi't mean, however, that
CVCry company necds to boost its surved-
lance of the periphery, Its important to
malch capabilily with need. Companies
in complex, rapidly changing environ-
menls require well-developed periph-
eral vision; Lhose in relatively simple,
slable environments have less ol aneed.
In facl, companies thal have Loo much
peripheral vision can end up being neu-
Totic, wasting resources by focusing on
unimportant signals. (To asscss your
company’s Need and capability for pe-
ripheral vision, sco the cxhibit “How Is
Your Peripheral Vision? A Strategic Eye
Exam?X)

Once an organization has defined the
scope of the peripheral vision it needs,

it Lhen must determine how Lo scan
within this ficld of vision. What arc the
questions iL should address?

Asking the Right Questions
When a company examines ils main
areqs of focuy, ils questiony are Largeted
and the answers preciser Whal is our
markel share? Whal are our profits?
| lave our sales volumes increased? Whal
[s oLr cmployece turnover? What arc our
rivals up to?

EBut the questions used to cxaminc the
periphery need to be much more open-
cnded and the answors far loss precise.
Lior example, as part of Johnson & John-
SOITS strategy process, the organization’s
execulive commillee and members ol
a stratogy task force asked themselves,
Whal will Lhe demographics of 2010 look
like? What will a typical doctor’s office
look liker Whal role will governments
lay? What role will payers play?

The rellowing questions can help
guide scarce scanning resources to those
places most likely o reveal hidden op-
portunitics or threats, The questions,
Lesled in more than 5o stralegy develop-
ment sessions and strategy postmortems
globally, arc organized around the past,
present, and future. This has proved to
b anatural and thorough way to cover
the vast terrain,

Learning from the Past. While the
past may nol be Lhe most reliable predic-
Lor of the fulure, it can point out blind
spols in your company ot industry, as
well ag lessony Mrom other industries.
Those who lail o leam these lessons
will be slow Lo see Muture opporunities
and threats.

What have been our past biind spots?
What is happening in these areas now?
Start a fow decades back and systemati-
cally lisL all Lhe social, Lechnological,
ceonomic, cnvironmental, and political
changes that occurred in and around
your industry. Which ones did manage-

ment miss that have had major conse-
quenees for the organization? The pur-
pose of Lhis profiling is Lo see how well
your commpany has resporded Lo cxler-
nal changes (were you behind, abreast
of, or ahead of Lhem?} and Lo identify
pergistent blind spots in certain areas.
Maybe you were well altuned Lo polil-
cal changes, Mfor instance, bul repealedly
missed key competitive developmants.

Consider UPont’s cxpericnce in the
19908, Early in the decade, DuPont cxec-
utives began sceing a disturbing pat-
tern of slowed growth across its busi-
nesses, in the old stalwarts like Dacron
polyester amd in newer businesses such
as nylon cnginecring resing, As sales
declined and compelition intensified,
largc segmaents of the markets for these
businesses were unwilling Lo pay aprice
premium lor Dulonl’s superior prod-
ucts. Fach of Dulont’s businesses inde-
pendently decided tofocus on the more
profitable high ends of Lheir markets, con-
coding the low-price markets to now ri-
vals emmerging rom the periphery. These
low-cnd cntrants wore able to parlay in-
creased volume inlo ever lower costs.

DuPont’s systemic myopia about the
significance of low-cnd competitors, and
its resulting stratogic retreats from mar-
kels, led o sagging capacity utilizaton
and increased unit costs, This, in turn,
made Lhe company even more vithera-
ble (o low-price competition. 1o leam
[rom Lhe past and beller prepare lor
rurther allacks rom below, a group of
buginess managers gol Logelher Lo eval-
udle this mew Lhreal and the company’s
successiul and unsuccessiul responses.
As they came Lo understand Lhe Lhreat
and why the multiple husiness units
had missed it, they developed processes
for anticipating low-cnd competitive
threats carly and for developing preemp-
tive strategics, This group of managers
became the nucleus of an organization-
wide learning network that went on to

George 8. Doy (dayg@wharton.upenriedu) is the Geoftrey T. Boisi Prafessor of Mavketing and codirector of the Mack Center for
Technological Inmovation at the University of Pennsylvania’s Wharton School in Philadelphia. Paul LH. Schoenurker (schoemaker@
thinkdsi.com) is the founder and chairiman of Decision Strategies ternational, a consulting and training firnt specializing in
strategic management, and the research divector of the Mack Center at Wharton, where he teaches strategy and decision making.
Thefr book, Peripheral Vision: Seven Steps Lo Seeing Business Opporlunitics Sooncr, fs fortheoming fn the spring of 2006 from

Hairvard Business School Press.
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Scanning the Periphery = TOOGL KIT

Organizing for Scanning

Whaose job is it to ask questions about the periphery? In many organizations, the periphery is everybody’s
responsibility —and nobody’s. There are several ways companies can focus their eyas onthe margins and create
accountability. All of these ways, it must be emphasized, start with a mandate from the top.

- Assign the responsibility to an existing functional group.

Groups such as corporate development, competitor intelligence, market ressarch, or technology forecasting can be
qiven the task of scanning. The risk is that these midlevel groups may limit themselves to collecting and processing
data from the domains they know best rather than scanning breadly and educating others about what they have
learned.

» Mobilize ad hoc issue groups.

The CEC or executive committee, aleng with the board, identifies the mest important questions to address and forms
separate task forces to pursue each question. This process is often quided by a scenario analysis that identifies key
uncertainties to be understood and menitored.

» Create a high-level lookout.

IBM has an ongoing capability called Crow's Nest, a tzam that scans specific topics at the periphary, such as customer
diversity and cellaborative networks, and shares its insights with top management. The group’s responsibility is to
rise above functional and product blinders and act as lookouts for new land and dangerous reefs ahesad.

« Start new initiatives.

Tofocus managers’ attention on the periphery, Roval Dutch/Shell began its GameChanger program in 1994, It was
designad to encourage managers to envision and test hypothasas about new opportunities beyond the core. Inits
first six years, the pregram screenad 400 ideas, commercialized mere than 20 technelogies, and created three new
businesses.

- Invest in start-up ventures.

Most large companies in the technolegy sector have a pool of capital to invest in promising start-ups. Thase invest-
ments may be modest stakes but sufficient enough to get a clear view of any emerging technologies and their
markets. If a start-up succeads, then an option to acquire can be exercised.

« Qutsource,

The arganization can alse cutsource responsibility for peripheral wision to consultants, wheo can help predict what fac-
tors could transtform the firm’s business. While thess outside partners can provide fresh perspactives, the company
needs to pay careful attention to coordination to ensure that the insights of these "private eyes” are incorporated into
strategic decision making.

These and cther ways to structure scanning activities are often combined. For example, the LLS. Central Intelligence
Agency has brought together a Crow’s Nest—type group to identify potentially important technologies and a venture
fund {In-Q-Tel} to seek cut and invest in such technelogies. To ensure it is taken sericusly by the agency’s other de-
partments, the scanning group reports to the director. Its primary activity is to link agency management and In-3J-Tel,
an internal but separate group. By bringing together the scanning group and the venture fund, the crganization can
mare effectively search out and respond to opportunities created by emerging technolegies. And because In-0-Tel has
accass to Tier 1 venture capital companies, the CIA can get involved during a technology's earliast stages, when it's
possible to shape it to the agency’s neads.
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identify and eliminate the root causes
of the company’s collective blind spot.

Is there an instructive analogy from
another industry? Find an analogous in-
dustry or market situation where com-
panies have been blindsided from the
periphery or have exploited an emerg-
ing opportunity. Consider nanotech-
nology. This emerging technology has
shown abundant promise—as did genet-
ically modified foods in Furope hefore
activists fanned the fears of consumers
and rctailers began resisting, What can
nanotech developers learn from the
GMO (genetically modified organismy)
debacle? The potential social, legisla-
tive, and cthical issucs raiscd by nano-
Lechnology have some similarilies Lo
those that have bedoviled GMOs,

Preliminary toxicily studies, for exam-
ple, have alecady raised alarm about the
possible health hazards from nanopar-
ticles. What's more, the potential use
of nanetech-based sensors and tracers
for food labeling raises privacy concerns.
And nanotech developers are large,
global firms whose motives are often
regarded with suspicion —a fact that
could be exploited by activists trying
to attract media attention and financ-
ing. Finally, there are no uniform rules
governing the release and control of
nanomaterials, which could invite scru-
tiny and regulatory oversight.

The opposition to GMOs took root in
large part because the public could eas-
ily imagine GMO hazards but could not
see clear benefits from the technology.
It follows that if the nanotech industry
expects consumers to accept risks, it
must also demonstrate tangible bene-
fits. Are there analogies to the introduc-
tion of other controversial technologies,
such as nuclear power, that might also
be instructive for nanotechnology? Are
thore analogics to technologics that were
more successful, such as the biotech and
PC revolutions? Scarching for suitable
analogies helps managers see their situ-
ations through now lenses and can reveal
unexplored risks and opporlunities.

Whao in vour industry is skilted at pick-
ing up weak signals and acting on them
ahead of everyone efsef I an organi-
ralion in your industry has repeatedly

done a good job of detecting and acting
on signals from the periphery before
others, you may want to emulate some
of its practices. Did your competitor suc-
ceed because some key leaders asked
the right questions, or did the organiza-
tion’s knowledge management system
flag unusual occurrences? For example,
Anheuser-Busch was one of the pioneers
in the low-carb category, launching
Michelol Ntra in September 2002, Tt
rapidly became the leader, capturing
5.7% Of the light-beor market by March
2004, The company jumped on thiswave
carly and rode the upsurge of the low-
carb trend. Coors, in contrast, didm't enter
until March 2004, when Michelol Ultra
hegan eroding share for Coors Light, 18
months behind Anheuscr-Busch, The
new Coors brand, Aspen ldge, was Loo
little, too late, despite the company’s
$30 million investmenl in Lhe launch.
Sales peaked at just o.4% of the beer mar-
kel in July 2004 before sliding.

What did Anheuser-Busch see that
Coors didn’t? Although the concept of
light beers had been around for decades
(Anheuser-Busch first began consider-
ing lower-calorie beers in the early
19608), company research in the 1980s
showed that consumers would be inter-
ested in a “healthier” beer. Over the
years, the company discussed a variety
of ways to create such a product, includ-
ing adding vitamins. So when the low-
carb trend emerged, the groundwork
Anheuser-Busch was already doing al-
lowed it to pick up the low-carb signal at
a time when other brewers were pro-
moting their beers’ brand associations.

Benchmarking against the past is at
best a starting point, a way to catch up
and reduce your vulnerability to surprises.
But to truly benefit from the periphery
in a competitive sense, you will also
need to examinge the present and future,

Examining the Present. Rescarch
shows that wo filter and ignore large
amounts of information thal reach our
sonscs. While this filtering ofton scrves
us well by culting through the cluller
of irrelevant stimuli, it can also exclude
essential information from our percep-
tion, The [ollowing questions will help
you lecus on important information

HAEVARD BUSINESS REVIEW



Lhal you may be missing as you evaluale
your cnvironment.

What important sighals are you ratio-
nalizing away? Nearly all surprises ave
visible antecedents. owever, people
have a powerful Lendency Lo ignore
waming signals thal contradicl their
preconceptions. Such ralionalization
may have delayed Mattel’s recognilion
of the threat from the Bratz line; the
company may have believed its Barbie
franchise was invulnerable. Similarly,
Coors was slow to react to the low-carb
diet revolution because it failed to con-
sider that a diet trend could be impor-
tant in the alcoholic-beverage industry.
And the assumption that falling foam
insulation posed no serious threat to
the space shuttle—an attitude the Colum-
bia Accident Investigation Board called
the “normalization of deviance”-unfor-
tunately had catastrophic results.

In assessing the current environment,
managers must separate signals from
noise. It is not practical for them to as-
sesy each weak gignal, and there {8 no
simple formula for sharpening intu-
ition. Bul managers should enLerlain
the notion that they arce missing impor-
tant signals, scck insights about those
signals throughout the organization,
and make important judgmoent calls
about the degroe of attention the signals
demand. Managers should invite em-
ployees and senior cxeculives, aswell as
Lthose oulside the company who can
olTer relevant perspeclives — such as
channel partners, vendors, and industry
mavens — Lo idenlily signals that may
warranl 4 closer look. (For example,
the tise of Lhe ALking diel book on the
best sellers’ list might have heen a signal
that Coors employees or olhers could
have brought t0 management’s atten-
tion. ) The ecmphasis should be on devel-
opments that are outside the organiza-
tion’s main arca of focus but potentially
threatoning to the corc,

But how de you identily importanl
signals? A good way, wo've found, s to
selecl a signal and rfasi-forward ils devel-
opment using scenario planning or
other Mulure-mapping Lechnigues. For
cxample, we used a scenarioplanning
process in Lhe runeral services business
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TOOL KIT = Scanning the Periphery

Lo systematically idenlily a variely of
wealk signals that could transform the
business. T'his induslry, which consists
ol small local funcral homes and corpo-
Tale enlities thal operate hundreds of
funeral parlors across Lhe country, lfaces
4 large number of uncertainties. 'I'here
has been an merease in cremalion, a shifl
from mouming Lo celebraling life, more
Temole service participation via video
or the Tnternet, and a tendency to un-
bundlc scrvices (such as casket viewing
and burial) with separate pricing of
components. The implications of the
shift toward celebrating life, for exam-
ple, could change the role of a funeral
director from one who directs a conven-
tional funeral service to one who facili-
tates a highly personalized ceremony.

Though funeral directors surely are
aware of life celebration memorials, it’s
easy to see how this weak signal could
be rationalized away by a professional
whose mental model of the business as-
sumes that funeral activities revolve
around mourning. To identify the rele-
vant signals, the National Tuncral Direc-
Lors Associalion inviled aboul Bo people
to spend two days [ a scenario-building
worlshop to map trends and uncertain-
tics in their business, The participants
were then asked to cxaminge which com-
binations of these trends and changes
might alter the playing lield. 'I'he com-
binations varied by region and markoel,
bul each raneral direclor lellwilh aclear
[isL of signals Lo moniter in his or her lo-
cale. As aresult ol Lhis exercise, (or exam-
ple, one direclor of a group ol Muneral
homes crealed anew “lfamily lile cenLer!”
designed for more personalized memo-
rial services. Tt integrated a so-inch, flat
screen Lelevision o display photos and
videos during the scrvice and Live video
streaming over the Web to allow remote
participants to watch and scnd c-mail
comments in real time from anywhere in
the world. The funcral home also hired
an everll plamer Lo supporl custormized
maemaorial services,

What are your mavericks and outliers
trying to tefl you? Most organizations
have maverick employees with insightls
aboul Lhe periphery, bul ey rarely Lap
these individuals. Find informed people,
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either ingide or oul, who reject Lhe con-
ventional wisdom about your businessas,
Maybe Lhey are congenitally unhappy
willh the direction of (he business, or
maybe they are talented outhiers with
nsights inte new cuslomers and Lech-
nologies Lhat give them anidea for a new
business, What shifting winds arc thoy
leeling Lhat the rest of the organizalion
is missing? As Andy Grove notes in his
hook Only the Paranoid Survive, these

£ o
LR A1

o4

ularly cheerful. This weak signal, which
would have remained isolated at the
periphery in many organizalions, was
brought e the allention of managers
invoelved in Lhe rial by the secrelary
who Tecognized ils polential signifi-
cance. Through chance and further re-
search, Lhe company discovered Lhat
Lhis new drug was, in lacl, an elTectlive
Lrealmenl for depression. Organon suc-
cessfully developed the drug and, in
1974, markcted it as Tolvon.

There are many other examples of
accidental drug discoveries in the phar-
maceutical industry, from Alexander
Fleming’s penicillin to Pfizer's Viagra.
Interestingly, Fleming discovered the
penicillin mold in 1928, but he didn’t
fully grasp its significance. It was not
until 1938, when Oxford University pa-
thologist Howard Florey happened upon
Fleming’s paper, that penicillin’s true
value was appreciated. And it was an-
other three years before Florey’s team

Most organizations have maverick employees
with insights about the periphery, but these
individuals are rarely tapped.

mavericks usually have a difficull time
cxplaining their visceral feclings to top
management, who are wsually Lhe last
Lo know.

It is also crilical Lo talk Lo the rank
and file and listen carefully Lo what
Lhese employeeys are saying. Wisdom
doesn’t always (low (rom Lhe op down,
of course, and so listening lor weak sig-
nals rom within the organivalion is
important, too. Fffective lcaders have
wide internal as well as external net-
works, Somce CEOs, for cxample, schod-
ule periodic mectings with cmployocs
multiple levels below them specifically
to listen for weak signals,

Consider how drugmaker Organon
recognized the polential for anew anti-
depressant. The clinical trials for the
company’s new anlihistamine lailed Lo
prove its officacy as a treatment for hay
lever and other allergies. Bul a secretary
helping to administer the trials noted
Lhal some of Lhe volunteers were partic-

completed human tests that revealed pen-
icillin's astonishing therapeutic powcr.
'I'ne weak signal Fleming picked up went
unexploited for more than 4 decade,

What are peripheral customers and
competitors really thinking? MosL man-
agery feel they have a good grip on the
realities ol Lhelr markets, but Lhey are
usually focused on their current cuslomer
base rather Lhan Lhe broader pool of all
potential customers. Naturally, they are
espedally allentive o Lhe cusLomers con-
tributing the most to current carnings.

But theres much to be learned from
complainers and defectors, Both groups
arc cxprossing—albeit in different ways—
that you're not mecting their needs, Aslk
yoursell why you are losing customers.
This is a fertile source of nsights about
Lhe periphery, since mosL companies ex-
pericnee between 12% and 18% “churn,”
or deflections, each yedr.

Lostsales reporls and postmorlems
o contracls won by compelilors can be
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TOOL KIT = Scanning the Periphery

revedling, but only i those doing the
pathology arc open to digging deeply
and sharing their leaming. Organiza-
lions also need Lo encourage cuslomer-
contact people Lo share insights aboul
customer dissatisfaction from their di-
recl inleraction wilh Lhe market. Com-
panies can also leam aboul customer
digsalisfaclion by monitoring blogs, chal
Tooms, and Web sites, such as www ihale
microsoft.com, devoted to panning a
product or company. By trolling Inter-
nct chat rooms, for instance, Proctor &
Gamble discovered unsubstantiated
rumors in December 1998 that its fabric
deodorizer lebreze was harmful to pets,
The company responded immaediately,
gathering supporl from Lhe American
Society for the Provention of Cruclty
Lo Animals and olher respecled au-
thoritics to defuse the rumor and avert
d large-scale consumer backlash.

By focusing only on dircet rivals,
companies may ohscure less immediale
threats from the periphery, In industry
alter industry, frrom airlines and chemi-
cals to mainframes, the long-run threats
have lypically come (rom Lhose compa-
nics that offer cheaper rather than
maore sophisticated products or services
{as DuPont’s cxpericnes dramatically
shows), The real competition for United
Alrlines, for cxgample, proved to be re-
gional players such as Southwest rather
(han the other legacy airlines such as
American. Incumbents should ask whal
low-end producers could enter Lheir
price-sensitive markets rom Lhe periph-
ery. Similarly, managers should ask whal
threatening moves Lheir business part-
ners might be making. Can they inte-
gratc forward or backward?

Envisicning New Futures. Asking
questions about the past and present
provides crucial information but only
a partial picturc of what lics ahcad. The
following quastions focus specifically on
the future and so provide further guid-
ance aboul how Lo elfectively scan the
periphery today.

What future surprises could really hurt
{or help} us? Start by asking yoursclt,
What luture surprises might allect our
business in Lhe same way (hat signili-
cant past surprises have? For example, in
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linandial services, whal change would be
as hig as the introduction of credit cards
or the repeal of GlagsSLeagall? IMyou are
n g business related 1o home cooking,
what inventions could rival the introduc-
Hon of Lhe refrigeralor or microwdve?

Somelimes managers picture an ide-
alived fulure Lo envision Lhe suwrprises
that could give rise Lo it T Lhe 1970%,
researchers al Bell Labs were asked Lo
imaginc that the entire Bell phone sys-
tem had been destroyed. They were
then challenged to cnvision the tele-
phone of the future without worrying
about prosent constraints or imitations.
Unshackled from the past, the group
dreamaod up features such as voice mail,
call forwarding, aulomated dialing,
and vice commands, Although we take
Lhese Teatures for granted now, Lhey
wiere radical concepts at the time, These
ideas went far beyond whal AT&'I'knew
how to detiver, but they becama the ingpi-
ralion for developing new capabilites.

Managers can also reveal weakl sig-
nals by asking themselves how they
would attack their own businesses as
anew markel entranl, either by selling
up an internal team or bringing in out-
siders, Recently, a tcam of consultants
imagined a new-gencration car company
by challenging the car industry’s conven-
tional approach. In effect, it imagined
a next-generation canmaker thal would
sell mobility, not vehieles. ' This “virlual”
carmaker would oulsource almost all
aclivities, rom design Lo logistics Lo leas-
ing Lo service. Parls would be made by
anelwork ol suppliersin low-wage coun-
Lries. Assembly would be done in micro-
laclories Lhal would distribute low vol-
umes of cars as close as possible to the
local market. 'I'he company would lease
the cars to customers and retain owner-
ship for the lifc of the vehicle, Elements
of this model —weak signals — alrcady
cxist in a variety of industries,

What emerging technofogies could
change the game? Companies are profi-
ciont at tracking developments in cxist-
ing Lechnologies thal could alfecl Lheir
business, But this focus can defleet at-
Lention rom emerging Lechnologies
that could be important in the folure.
1o track these inmovations, Clay Chris-

How Is Your
Peripheral
Vision?

A Strategic Eye Exam

Whether your organization needs
better peripheral vision depends
on your current capability for it as
well as your strateqgy, the nature
of your business, and your indus
try environment. The following
2Xam an p. 144 can help you
assess your organization's nead
and capacity for peripheral vision:

- Ask each member of the senior
managemeant team to taks the
EXaIm.

« Have them score each item
from 1ta 7.

+ QN po148, add up the totals for
sactions I, I, and |11 to arrive at
a score for “need.” Add up sections
WAV VI and VI to arrive at
a score for “capabil ity”
among team members, and
discuss why these might have
occurrad.
- Arrive at a consensus on the
most accurate scores for "need”
and “capability” for your
arganization,
- Using “The Periphearal Vision
Scoring Tool,” determine whether
your arganization is vulnerable,
vigilant, focused, or naurotic.
You can receive benchmarking
data about how your scores
compare with those of more than
150 other companies by taking
the elactronic version of this
survey at www.thinkdsi.com.

tensell has suggested focusing on the
customer conditions that might drive
their development. ‘These conditions
may be signaled by the needs of three
groups of customers; Lhose who are
overserved and consider the existing so-
lulions Lo be more Lhan they need; those
who are underserved by these solutions;
and those on the (ringe who lack Lhe
skills and resources Lo benelil from
Lhese solulions. 17 Lhe music industry had
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TOOL KIT = Scanning the Periphery

Assess Your Need for Peripheral Vision

%3\ | NATURE OF YOUR STRATEGY {circle a number)

@ Focus of your strategy
Narrow (protected niche) 1 2

LA
ey
i
o
]

Broad {global)

€ Growth orientation
Maodast 1 2 3 4 5 & 7 Aggrassive

@® Number of businesses to integrate
Fes 1T 2 3 4 5 &6 7 hany

® Focus on reinventien
Minar 12 3 4 5 &6 7 Major {504 of revenue must comea
from new preducts in three years)

Total (add numbers) [ ]

% ICOMPLEXITY OF YOUR ENVIRONMENT
& Industry structure
Few, easily identifiable 12 3 4 5 & 7 Wany competitors from

oM pEtitOI’S LIﬂEKpECtEd S0UTCES

) Channel structure
Simple and direct 1T 2 3 4 5 & 7 Long and com plex

® Market structure

Fixed boundaries and simple 1 2 3 4 5 & 7 Fuzzy boundaries and complex
sagmantation segmeantation
® Enabling technologies
Few and mature (simple systems) 1T 2 3 4 5 & 7 Many converging (complex systems)

® Regulations {federal, state, etc.)
Few or stable 12 3 4 5 & 7 Many cr changing rapidly

@ Public visibility of industry

Largely ignored 12 3 4 5 & 7 Closely watched by media or
special-interest groups

@& Dependence on government funding and political access

Low: cperates largely T2 3 4 5 & 7 High: sensitive to pelitics and
independeant of government the funding climate

{8} Dependence on global economy

Lowe: affected principally by 1 2 3 4 5 & 7 High: affectad by global conditions
domestic conditions

Total {add numbers) I:I

144 TTARVARD BUSTNTSS RTVIEW



Scanning the Periphery = TOOGL KIT

Zom

VOLATILITY OF YOUR ENVIRONMENT

€ Number of surprises by high-impact events in past three years

Nans 12 3 4 5 6 7
{ Accuracy of past forecasts
High: small deviations from 1 2 3 4 5 & 7
actual forecasts
(® Market growth
Slow and stable 12 3 4 5 & 7

Growth opportunities

Have decreased dramatically 12 3 4 5 & 7
in pastthree years

Three or more

Lowe: results differ greatly

from forecasts

Speed and direction of tachnological change

Very predictable 1 2 3 4 5 6 7

Very predictable 1T 2 3 4 5 & 7

Postura of key rivals

Live-and-let-live mentality 1 2 3 4 5 & 7

§ Behavior of key competitors, suppliers, and partners

Susceptibility to macroeconomic forces

Low sensitivity to price changes, 1 2 3 4 5 & 7
currencies, business cycles, tariffs, etc.

@) Dependence on financial markets

@) Customerand channel power

Lo 1 2

Low 1T 2 3 4 5 & 7

LA
ey
i
o
]

(3 Sensitivity to social changes {fashion and values)

Lowe: mostly gradual change 1 2 2 4 5 & 7
from the past

@ Potential for major disruptions in the next five years

Low; few surprises expactad 1 2 3 4 5 & 7
mostly things we can handle

Total {add numbars)

[ ]

High

High

Rapid and unstable

Have increased dramatically
in past three yaars

Highly unpredictable

Highly unpredictable

Hostile (aggressive)

High sensitivity to price changes,
currencies, business cycles, tariffs, etc,

High: goed chance of major disruptions
and changes in businass modals

High: several significant business shocks are
expactaed, without knowing which in particular

analyred these customer condilions circa
1996, when the Web was cmerging, it
might have scen peer-to-pecr music file
sharing carly on and realized that it
mel an underserved need: the desire [or
onlinge access to a large catalog of un-
bundled tracks. Wilh Lhat understand-
ing, legitimate file-sharing models might
have emerged soomer and headed ofT
the [recHor-all of illegal [ile swapping
ignited by Napsler.

NOVIMBLER 2005

The choice of which technologies Lo
track depends on the company and in-
dustry, but there should be somecone in
the organization looking creatively at
how new techmolesgies could allect Lhe
business. This is what GE did with its
“destroyyourownbusiness.com” inilia-
tivie, in which business units were asked
Lo apply Inlernel business models Lo
destroy Lheir current businesses, 'lis
moves Lhe congideration of new Lech-

nologics from a scicntific curiosity to
an explicit cxamination of the implica-
tions for the business. How far should
managers go in looking at the horizon?
Should they leook al far-oul ideas such
as thorapoutic cloning or mind-maching
interfaces? Whal aboul Slarrek-like
matter transporters? Consider that most.
ol the technologies Lhal will alTect the
business in Lhe shorl run— say, wilhin
a4 decade or so—are in a laboralory or
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TOOL KIT = Scanning the Periphery

Assess Your Capability for Peripheral Vision

%IV YOUR LEADERSHIP ORIENTATION

) 'mportance of the periphery in the husiness leader’s agenda
Low priority 1 2 3 4 5 & 7 High priarity
{ Time horizon overall

Emphasis on short term 1 2
two years or less)

(v 8
I
un
o
]

Emphasis onlong term
imore than five years)

® Organization’s attitude toward the periphary

Limited and myepic: 12 3 4 5 5 7
few people care

Active and curicus: systematic
rnonitering of periphary

® Willingness to test and challenge basic assumptions

Mostly 1 2 3 4 & & 7
defensive

Very willing to test critical premises
or widely hald views

Total {add numbers)

[ 1

@\‘E\ YV YOUR KNOWLEDGE MANAGEMENT SYSTEMS (ESPECIALLY COMPETITIVE INTELLIGENCE AND CUSTOMER DATABASES)

(4] Quality of data about events and trends at the periphery

Poar: limited coverages and 1 2 3 4 5 & 7
often out-of-date

Excellent: broad coverage
and timely

@ Accessto data across organizational boundaries

Difficult: limited awaraness of 1 2 3 4 5 & 7
what is available

Relatively easy: wide awareness
of what is available

(@ VUse of database for existing business

Limitad 1 2 3 4 5 & 7 Extensive

{8 Technologies for posing queries to databases

Cld and difficult to use 1 2 3 4 5 & 7

Total {add numbers)

[ ]

State-ofthe-art inquiry systems

joumal somewhere right now, perhaps
cven in the company’s own labs, It's un-
likely thal people will be beaming (rom
place to place by 2015-—this theorctical
technology is a long way from the lab.
But clectrode implants are alrcady al-
lowing subjects to connect their brains
with computcrs—and thus, prosumably,
with the InLtenet. That's a weak signal
the gaming and telecommunications in-
duslries should probably be walching.
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Is there an unthinkable scenario? I
see Lhe Mull elMect of potential fulure
surprises, managers should develop al
least one “unLhinkable” scenarie that,
while remotely plausible, is so unlikely
that it's easily dismiissed as not worlh
considering. By explicitly cntertaining
these unthinkable possibililies — poyi-
tive and negative—you can bogin to roc-
ognize the many ways to interpret the
signals in the cureent environment,

Without conscious intcrvention, the
mind will naturally force fit any faint
nclinations into precxisting mental
modcls, When subjects are shown a red
spade in a deck of cards, [or example,
they often identify it as a heart because
Lhey force this anomalous card inLo Lhe
well-known model of the standard four
suils. Bul a viewer who has enlertained
the possibility of a red spade may be
able e see il
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Scanning the Periphery = TOOGL KIT

ESN VI YOUR STRATEGY MAKING

) Experience with uncertainty-reducing strategies (e.g., real options}
Limited T2 3 4 5 & 7 Extensive

Use of scenario thinking to guide strategy process
Never 1 2 3 4 5 & 7 Fraquent

Number of alliance partners
Few 1T 2 3 4 5 & 7 e

@® Flexibility of strategy process
Rigid, calendar driven 1 2 3 4 5 & 7 Flexible, issues crientad

Resources devoted to scanning the peripheary
MNegligible 1 2 3 4 5 & 7 Extensive
Integration of customer and competitor information into future technology platforms and

new-product development plans
Poorly and sporadically integratad 1 2

Total (add numbers} |:|

(¥5)
I
o

[ Systematically and fully integratad

%3\ VIl YOUR ORGANIZATIONAL CONFIGURATION (STRUCTURE AND INCENTIVES)

&) Accountability for sensing and acting on weak signals
Noone isresponsible 1 2 3 4 5 & 7 Responsibility is clearly assigned to
project team or dedicated group

d Earlywarning systems and procedures
None 12 3 4 5 & 7 Extensive and effactive

& Incentives to encourage and reward wider vision

None 12 3 4 5 & 7 Recognition from senior management
and direct rewards

Total (add numbersy [ |

W11 YOUR CULTURE (VALUES, BELIEFS, AND BEHAVIORS}

@) Readiness to listen to reports from scouts on the periphery

Closed: 1 2 3 4 &5 & 7 Qpen:
listening discouraged listening encouraged

 Wwillingness of customer-contact people to forward market information
Poor 1 2 3 4 5 &6 7 Excallent

@ sharing of information about tha pariphary across functions

Poor: information ignored
or hoarded

Total (add numbers) I:l

Excellent: ongoing information-

2 3 4 5 6 sharing at multiple levels
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TOOL KIT = Scanning the Periphery

Calculate Your
Totals Here
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The Peripheral Vision Scoring Tool
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Capability for Peripheral Vision

need” score on the Scering Teol's vertical axis; locate your total “capability™ score on the horizontal axis. Plot 3

point inthe quadrant where the need and capability scores intersect. For example, a "need” score of 130 and a “capability™ score of

5o place a company at the center of the “vulnerable” guadrant. If your organization is vigilant or focused, you don't need to do any-
thing different from what you're already doing, although you should stay alert for changes in the envirenment that may increase

your nead for peripheral vision. If your organization is neurotic, you should look for ways to narrow its focus. If it's vulnarable, you
should actively cultivate better peripheral vision, beginning with the guiding questions cutlined in this article.

In the carly 19908, one of us was
helping the Venczuclan oil company
Petroleos de Venczucla SA (PDVSA)
conslruct Mulure scenarios. 'I'he wsual
unknowns, (rom oil prices Lo exporl
markels, received much of manage-
menl’s attention. Bul whal aclually Lran-
gpited in Veneruela was never envi-
siomed in any of Lhe scenarios. 'I'he
emergence of the populist leader ugo
Chaver, who would Llake on the eslab-
Tishment, declare martial law, nation-
alive Lhe oil company, and fite all the
top cxecutives one Sunday afternoon
during a national TV address, was an
“irrational” scenario, Could managers
have scen the warning signs in the polit-
icallandscape? In retrospect, yes, but this
scenario was unthinkable, al legst in the
minds of PDVEAs leaders, Similarly, the
fall of the Berlin Wall was an irrational
scenario that was not taken scriously by
many politicians and organizations.

By conlrasl, when the federal credil
union l'or linron was developing scenar-

T4

08 In 1999, managers reluctantly consid-
cred the outrageous possibility that its
corporate parcnt might collapse, At the
lime, linron was being praised around
the world by investors, the press, and
business gurus. Bul when Lhis“unthink-
able” scenario aclually came Lo pass, Lhe
Imron Federal Credil Union was belter
able Lo react quickly and survive in parl
hecause it had enterlained the possibil-
ily. Often the early warmings ol pending
turmoil are faintly visiblc at the periph-
ery. Nonetheless, Lhe credil union field
has scen many ¢ases where corporate
sponsors suddenly vanished, usually not
because of fraud but because of merg-
crs and acquisitions, and the attached
credit union often went down with the
moller ship. I youmine [or these wam-
ing signs and then combine them into
seemingly lar-fetched scenarios, you
may sce the threats and opportunitios at
Lhe periphery more clearly. Otherwise,
you mdy simply dismiss or absorb (he
anomalies into your current worldview.

While the complexity of peripheral vi-
sion may defy simple recipes, our work
has made iL clear Lo us Lhat such vision
can be strengthened, These guiding
questions are an important firsk slep.
like heing aware Lhat a sudden oulflow
of Lhe Lide s a sign of a coming Lsunamd,
recognizing Lhese warning signs early
can be a matter of life or death. Organi-
rations wilh good peripheral vision can
gain tremendous advantages over rivals.
They can recognize and act onopportu-
nities more quickly. They can avoid being
blindsided. It takes skill to do this well,
but as the environment changes more
quickly and becomaes more uncertain, the
payoffs from peripheral vision may be
grealer Lhan ever As Charles Darwin said,
“Tt’s not the strongaest of the specics who
survive, nor Lhe most intelligent, bul the
ones most responsive to change”

Reprinl Ros11H
1o order, see page 170,
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BEST PRACTICE

Defensive Marketing
How a Strong Incumbent

Can Protect Its Position

by John H. Roberts

Facing deregulation,

the Australian telephone
company Telstra developed
a marketing strategy that
blunted the attack of

a potentially powerful

new rival.
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MARKETING IS TYPICALLY SEEN as
atool for growth, A company can
use it to successfully launch a product,
make inroads intoe a new markcet, or gain
sharce with ¢cxisting products in its cur-
renl markel. Bul for nearly every new
product launch, markel enlranl, or in-
duslry upstart grabbing market share,
Lhere is an incumbent Lhat must defend
its pogition. INthe defender car’L hang on
Lo whal it has, il loses Lhe foundation
on which to build its own growlh.
While there has been much research
on marketing as an offensive tactic,
Lhere has been remarkably litLle on how
strong incumbents can use marketing
to precmptively respond to new or an-
ticipated threats, whether thoy arise be-
causc of deregulation, patent cxpiration,
changing technology, or rivals’ shifting
compelilive advantage, And Lhal’s &
shame, because many of the marketing
challenges defenders lace have distinel
characteristics, Tor example, an incum-
henl usually has an installed base of cus-
Llomers, which means (e company has
detailed information about Lhe custom-

ors it wants to keep and how it might
keep them, But a new entrant has the
advantage of being able to cherry-pick
valuable customers, raiding the most
fertile segments in the market, while
Lhe incumbent has o defend across ity
cnitire cuslomer base,

When the Australian lelecommunica-
Lions markel was (ully deregulaled in
Lhe late-19904, stale-owmed Telstra Mfaced
compelition for the lirsl time. And it
new tival, a jomt subwidiary of American
company BellSouth and UK company
Cablc & Wircless, promisced to be a for-
midable conlender. lelsira knew it was
going to lose significant market share
0 the neweomer, called Optus; its goal
was to both minimize and slow the rate
of that loss while retaining its valuable
CUStOMICTS,

Telstra adopled a delensive markel-
ing method that allowed it to do just
Lhat. Using amodel to predict consumery’
responsas to the rival service (a modcl
Lhat marketing analysl Charles Nelson,
markeling professor Pamela Morrison,
and | helped develop as consullanLs Lo
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Telstra), the company was able to select
from a variety of strategies that ulti-
mately helped to blunt Optus’s attack.
Telstra’s defense was particularly effec-
tive because the company initiated it even
before Optus began doing business.

In some cases, the method led Telstra
tomake sharp changes in strategic direc-
tion. The company rethought its pricing
strategy, for instance, to counter an Optus
strength that the customer response
model unexpectedly revealed, helping
Telstra to retain several points of market
share it otherwise would have lost. The
strategies described here, though spe-
cific to Telstra’s situation, offer lessons
for any company facing new and poten-
tially damaging competition.

Deciding What to Fight With

Defensive marketing begins with an as-
sessment of the weapons you have avail-
able to protect your market position.
These include your brand identity, or
how customers perceive you; the mix of
products and services supporting that
identity, including their pricing; and the
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means of communicating your identity,
such as advertising.

The effectiveness of these weapons
will depend on several factors, including
your status as an incumbent. For exam-
ple, you may decide that your brand
identity needs to be modified if you are
to retain customers or delay their defec-
tion. But this may prove difficult: While
consumers’perceptions of a new entrant
are likely to be malleable, their image of
an incumbent is likely to be well formed.
The defender may own the perception
of “heritage” in the customer’s mind —
but may also be stuck with that label de-
spite massive advertising outlays aimed
at changing it. Meanwhile, a new entrant
can relatively quickly and easily adopt
an image — say, “breath of fresh air”—
from an array of branding alternatives.

In other cases, a weapon such as ad-
vertising may be more effective in the
hands of a defender because of the
incumbent’s size. For example, if the in-
cumbent has ten times the revenue of
the new enlrant and each puls Lhe same
perecitage of revenue into advertising,
the defender will be able Lo oulshoul Lthe
neweomer by an order of magnitude,
giving it an obvious advantage—at lcast
when communicating messages that
aren’t intended to cntirely reposition a
well-cstablished brand,

An assessment of Lhe strengths and
weaknesses of your arsendl will help
you choose lrom four Lypes of defensive
markeling sirategies. A customer de-
fecls when the benelils of staying with
an incumbent are outweighed by Lhose
ol switching Lo a new entrant. And thal
doea’L necessarily happen right away;
an incumbent may be able to delay a
customer’s switch. Consequently, to hold
on to customers, the incumbent can try
to [ncreasc its porecived advantages in
their eyes (a positive strategy). Inthe case
of customars who will ultimately switch,
the incumbent can try to at 1cast slow
the rale of Lheir departure (an inerfiaf
strategy). Similarly, the incumbent can
try Lo reduce ils perceived drawbacks

The defender may own the perception of
“heritage” in the customer’s mind-but may also

be stuck with that label despite massive

advertising outlays aimed at changing it.

relative to the now rival, again cither to
relain cuslomers (4 parify strafegy) or
Lo decelerate Lhe loss of them (4 refard-

g strategy). Wilh the first Lwo Lypes ol

stralegies, you establish and communi-
cdle your poinls ol superiority relative
Lo Lhe new enLrant; wilh Lhe second two,
you eslablish and communicate strate-
gic points o comparabilily with your
rival. {Sce the exhibit “Choosing the
Right Defensive Strategy”™)

Telstra identificd its arcas of supcri-
ority and weakness relative to Optus
by conducting an cconomic analysis
of the competitive landscape and by
using the model for predicting customer
responses Lo bolh companies’ moves.
Take the issuc of pricing. Telstra had
originally planned (o meel an antici-

fohin H. Roberts (Gobnr@ogsm.edieau) s a marketing professor with joint appointments
at the Austrafian Graduate School of Management —a schoof of the University of New
Sauth Wales and the University of Sydney—and ai the London Business School.
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pated Optus pricing challenge head-on,
relying onils greater (imancial resources
Lo wealher a price war, Bul an cconomic
analysis suggested Lhal pricing was in
lact likely Lo be a source of weakness (or
lelstra because it had a cost disadvan-
lage. While governmentl regulalions
stipulated Lhal ‘Telstra charge Oplus
only Lthe marginal cost of providing ca-
pacity to the newcomer on the Telstra
network, the incumbent had to bear the
cntire fixed costs of maintaining the net-
worle, Despite Telstra’s doep financial re-
sources, a price war clearly wouldn't be
a good way to retain customers.

If Tclstra had gone ahead and de-
cided, despite its cosl disadvanlage, Lo
compete with Optus on price, the strat-
egy would have been doubly Mawed, as
the customer response model revealed.
I'he madel allows an incumbent Lo ac-
curately gauge consumer reactions to
bolh {ts and the new entrant’s markel-

TTARVARD BIISTNTSS RTVIRW



Innewvalive compan cs can develop beller products Tasler and more el denlly because they are buill thal way, UGS delivers a suile of
cnterprise Product Lcovcke Management, o PLM, solut ans designed 1o drive topd ne rovenue gresth By bulding a streaml ned, ropeatatlo
process of nnevaloen forall Lypes and sizes of compan es, Beller vel, the LGS porlol o offers an open approach hal works wth vour
legacy systoms and spans the ent e product lifecvele, By standard zing vour company’s best pract <os, ourr PLM salutions alloa vou 1o spead
up the enlre collaborilve development process, sovou can evialuale more deas and gl the bBest ones Lo markel

lasler Aulomaled processes reduce wasle, prevenl duploalon and improve the qual Ly ol products Plus, the ‘V

LICS portlel o s bacleed by an unparalleled commilment Lo cur cuslomers suecess, With LGS solutions you won'l U G s
jusl crenle products hal are cne slep ahead, youll creale a company thal s Visil wewwiugscomigosiralegy 1o

X . Transforming the
explore cur cuslomer e sludies and Lo d scover [eryourselDwhial LGS can de e belp ranslorm your company. process of innovation

If you want to create
more innovative products,
you need to create a
more innovative company.

UGS is a registered trademark of UGS Corp. Copyright @ 2005 UGS Corp. All rights reserved.



BEST PRACTICE - Defensive Marketing

ing aclions — and Lhereby locus ity el-
forts on arcas that will be most cffective
in minimizing the level and rale of mar-
kel share loss Lo Lthe new entrant. (L'or
4 detailed description of the model, go
Lo www.agsm.edu.aufcam-delence.)

In the area of pricing, the model re-
vedled Lhal'lelstra's customers, alLhough
Tikely Lo respond favorably o Oplus's
low prices, didn’L view lower 'lelstra
prices as a strong incentive to stay with
the company—possibly bocause a Telstra
price decrease would only raise ques-
tions in consumers’ minds about why
the company hadn't dropped its prices
betore it had competition.

Realizing its dual weaknesses in this
area—hindered Mrom offering belter pric-
ing bocause of its higher cost structure
and now realizing Lhat ils customers
would't value its price cuts as much as
Optuy's—'lelsira adopted a parily sbrat-
cuy inwhich it created strategically cho-
ser, but quile imiled, points of price su-
periority over Optus, That is, while Optus
on average offered lower prices, 1elsira’s
prices were lower on some routes and
al cerlain times of day. This meant Lhal
the lower-priced carrier for a given cus-
tomer depended on that individual’s
specific calling pattorns—a muddicd sit-
uation in which consumers were less
likely to take the big step of switching
phone companies on the basis of price.

The suceess of 'lelstra's pricing siral-
egy, supporled by aggressive adverlis-
ing, was evidentin survey results—when
asked whether ‘Telstra or Oplus ofTered
cheaper service, many people said Lhey
did’t know or #it depends”—and in an
desessmenl by Lhe Australian Consum-
crs’ Association, publishor of Choice
magdzine, which declined to recom-
mend cither Telstra or Optus asthe out-
right cheapost provider.,

Another arca of weakness that Tel-
stra needed to counter, this one with
a retarding strategy, concerned what
might be called the “punishment fac-
tor” The model suggested that people
would switch more quickly Lo Oplus i
they were angry with Telstra and
wanted Lo “leach 'lelstra a lesson” 'lel-
stramoved swillly Lo assuage these peo-
ple with a Lelevision adverlising cam-
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paign that implicilly acknowledged Lhe
company’s service shortcomings but
emphasized its vow Loimprove. The an-
themic jingle proclaimed, “Good, betler,
hest. We will never resL. Until our good
ig belter. And our betler besl” In mount-
ing Lhis campaign, Telstra leveraged Lhe
ncumbent’s typical advantage of advor-
Lsing cloul: Six months alter Oplus en-
tered the market, Telstra still had a mar-
ket share 12 times that of its rival and
could afford a major advertising cffort.

But this rctarding strategy wouldn't
have worked if Telstra hadn't backed up
its mossage with improved service. The
customer response model indicated that
nearly 60w of customers thought that
*mosl people had a major service prob-
lem wilh 'Telstra” {Interestingly, only
19% reported having experienced aprob-
lem themselves—an indication that Tel-
stra, while disappoinling a significant
number of customers, was actually doing
a heller job of providing service than it
was in communicating its record to cus-

Lomers.) Consequently, lelstra launched
a high-profile effort to upgrade and pub-
licize iLs service efTorls—parlicularly in
the area of billing, a ol spol for crili-
clsm—as a way L Improve cuslomers’ ex-
periences and perceplions.

lelstra considered and rejected one
inertial strategy, The customer data sug-
gesled Lhat consumers’ perceptions of
rcliability were an important driver in
the rate of share loss: “Using Optus
might be risky”was one of the strongest
factors in poople’s decisions about
whother to switch quickly to the new
provider, Telstra wondered if it could
leverage this risk aversion, as well as it
long-cstablished reputation for depend-
ahilily, Lo slow cuslomers” defeclions Lo
Oplus. Bul Lhe market research also
showed Lhat customers lell Lhey could
easily swilch back to'lelstra ir Oplus did
notL live up o ils promise, so'lelstra de-
cided not to make any marketing moves
hased on customers” dilTering percep-
tions of reliability.

Choosing the Right Defensive Strategy

Defensive marketing strateqies can be categorized by their aims—that

is, whether a strategy is designad to retain customers or merely to slow

the rate of their switching to a new rival. They can also be categorized

by the means to achizve those aims—that is, whether a strategy focusas
on the incumbent’s strengths or on the rival’s perceived strengths.

Leverage your strengths

Positive strategies:
Hold on to customers by
emphasizing the perceived
advantages of your product,
sefvice, or company.

Retain customers

Mitigate your rival’s strengths

Parity strategies:

Hold on to customers by match-
ing. neutralizing, or blunting
the perceived advantages of the
new entrant’s product, senvice,
or company.

Inertial strategies:

Acknowledge that some cus-
tomers will leave despite your
strengths, but offer product or
service enhancements that will
delay their defection. Emphasize
that henefits lost in the switch
may be major onas.

Slow the rate
of customer loss

Retarding strategies:
Acknowledge that some customers
will leave because of the new
entrant's perceived advantages,
but offer product or senvice en-
hancements that will delay their
defection. Emphasize that henefits
gained in the switch may be only
minor ones.
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An nertial stralegy thal the company
did use is one available, in some form, to
many incumbents. Based on consum-
¢rs’ posilive perceptions of ‘lelsira as a
homegrowm company, Lhe incumbent
{in ils adverlising copy, press releases,
and producl supporl) played up its
Australian roots — and, by implicalion,
Opluy's foreign owners and recent ar-
rival in the Auslralian markel. 'I'his,
combincd with the established relation-
ship consumers had with Telstra, al-
lowed a somowhat nostalgic fecling of
“better the devil you know™ to influence
consumaers’ judgments,

Deciding Whom to Fight For

Aller having looked al the markeling
stratogios you can adopt and the weap-
ony you can wield o defend your share,
you need to take a closer look at your
customers. Individual consumers will
diffcr hoth in the likelihood that they'll
switch Lo a rival and in Lhe reasons that
would prompt them to do so. Turther-
maore, Lhere are clearly some cuslomers
you’'d hate to lose more than others.

Therefore, you need Lo segment your
customers basced on two variables; their
vilue o you and their vulnerabilily Lo
being poached by the new entrant, (See
Lhe exhibit “*Value and Yuerability”}
You can identily the customers you are
al greatest risk of loging, or the vudnera-
bies, by using Lhe cuslomer response
maodel. You can idenlify Lhe customers
you would most like to retain, or the
valuables, by assessing their direct and
indircet cffcet on your profitability. [n
Telstra’s case, this included, for cxample,
the degree towhich customers used the
network during nonpeak hours, when
there was plenty of system capacity, In-
cumbents have the advantage of know-
ing which customers Lthey want Lo keep
bcause of existing data—for Telstra, its
currenl customers’ calling pallerms. (AL
Lhe same time, however, lelstra couldn’L
easily walk away (rom Lhe mass markel.
Unlike Optus, it couldn’t sclect only the
mosL profitable customers, the ones iL
had identificd as valuables,)

So what challenges do you face with
cach of these customer scgments? In

Value and Vulnerability

Classifying your customers based on their value to you and thair
vulnerability to being poached by a naw rival helps determine who
iswarth kezping and haw you should go about doing so.

Yulnerahle

These prafitable cus-
tomers are unhappy
with your company.
Work vigorously

to refain them.

Valuable

These unprofitable cus-
tomers are ikely to de-
fect from your company.
Let them go, or even
encotirage their
departure.

Not ¥aluahle

Not Yulnerahle

These loyal, profitable
customers are currently
happy with your com-
pany. Maintain their
margins.

These unprofitable cus-
tomers are happy with
your company. Try to
make them valuable
or vulnerable.
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Lhe case of cuslomers who are vulnera-
bl but not valuable, none at all; In fact,
you hope Lhey swilch o the new enlrant.
Lor customers who are nol vulnerable
and not valuable, you Lry Lo make them
more valuable by reducing the cost of
serving Lhem or gelting them Lo in-
crease Lheir purchase ol highermargin
productls or services. I that is'L success-
ful, you may actually try to incrcasc
their vulnerability to the blandishments
of your rival by, say, reducing the scr-
vices you currently offer that are un-
profitable for you, T'or cxample, deregu-
lation typically permits companics to
climinate such practices as rate averag-
ing, which in cffect subsidizes ceortain
customers al Lhe expense of olhers
through discounts and concessions like
exlended paymenL plans.

I'he big challenge comes wilh your
valuable customers, whether Lhey're
vulnerable or not. The goal (s to give
Lhe valuable-vulnerables a reason Lo
stay without offcring the valuable-not
vilnerables a benelil thal {sn'lL needed
to cnsure their loyalty, Telstra had to
ligure oul how Lo price ils services in a
way that would defend the valuable-
vulnerables against efforts by Optus to
lure them away without cutting the
rates of Lhe valuable-nol valmerables,
customers perfectly happy with the cur-
renl services at the current prices. 1L is
unethical, and sometimes illegal, to oller
dilTerenL deals o dilferenl customers,
unless Lhe pricing discrepancy 1s based on
Lhe dilTerenL costs of serving them. But
whal il lelstra could get the Lwo groups
Lo seli~select Lhe desired pricing plan?

1o do Lhig, Telstra analyred Lhe Lraits
of the two segments. One important
finding: The valuable-vulnerables wore
particularly knowledgeable about the
scrvices thoy were paying for, and they
wore more likely than the valuable-
notvulnerablesto rescarch alternatives
in order to get a good deal. With this in
mind, Telstra launched Flexiplans, add-
O services costing between $2 and $10
per month, which allowed customers
10, say, cxtend the hours in which they
could make calls at Lhe low weekend
rate. The packages targeted particular
Oplus price plans, as well as times of the
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day and days of the week Lhat were de-
sired calling timaes for consumaers and
times of spare capacity for'lelsira.'I'his
way, Telstra would always have some
roules and times of day in which its ser-
vices were cheaper Lhan Opluy's.

The Lypical reacton of Lhe inguisitive
valuablevumerables was to do Lhe math
and say, “Yes, T'l e alot beller of T even
dlter paying the addilional monthly
charge” The reaction of the valuable—
not vulnerables was to say, “I'm paying
cnough alecady, and I dom’t necd any
cxtra services™—oven if they would have
saved moncy overall with one of the
plans, The extra charge didn't generate
much additional revenue for Telstra.
What il did do was get only Lhose keen
on saving moncy to apply for the Tlexi-
plan packages—and Lhereby give Lhem
a rcason to stick with Telstra,

The Spoils of War

Telstra’s defensive analyses and strate-
gics helped the company better prepare
for Optus’s agsanll by providing accu-

rale estimates ol Telstra’s polential mar-
ket share loss, The customer response
model indicaled that, even given 'lel-
slrg’s use of several delensive slrategics,
share loss alter six months would be
more than lwice whal 'lelsira’s manage-
ment had originally planned for—mearly
gt talher than Lhe anlicipaled 4%. The
lforecast helped Lhe company beller al-
locate its human and capiltal resources.
T'or cxample, Telstra reduced its engi-
neering cxpenditures so they were n
line with the lower physical plant ro-
quirchents resulting from the reduced
market share.

Morc important, the defensive strate-
gies Telstra employed provented the
share loss mom being even worse and
helped the company contain any losses
Lo stralegic areas il had deemed less im-
portant, The company’s analysis found
Lhat the Flexiplan pricing siralegy
helped Telstra hold on to roughly 43 of
Lhe markel — representing $28 million
in annual revenuce —that the company
alherwise would have lost Telstra’'s

#*(rood, beller, best” adverlising cam-
paign, designed to prevent the rapid
Night of customers angry with Lhe com-
pany’s pasl performance, helpedil hold
on, al leastinilially, Lo an addidonal 3.5%
ol the markel. Changes in Lhe way Lhe
company managed ity large comporale
accounts, the cell phone market, and ity
internalional calling services also pro-
duced significanL savings.

Yiewing markcting through a defen-
sive 1ens helped turn what might have
been a rout by Optus into a closcly
fought battle that 1eft Telstra with some
losses but the lion's share of the mar-
ket 'lelstra was ready to fight another
day. Its precmptive strategy, implo-
mented prior o Opluy's launch, had
bluntoed Optus’s initial momentum, And
once thal happened, iL was a loL easier
for Telstra to defend its customer basc
in the long, slow Lrench warlare that
followed v,

Reprint RO511)
To arder, see page 170.
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Learning in the Thick of It

I rcad with much interest Marilyn Trar-
ling, Charles Parry, and Joscph Moorc's
article, “Learning in the Thick of It”
(July=August 2005), about the Army’s
aftcraction review (AAR) and its appli-
cability to business. As someone who
has servied on active duty n the Army,
I am lamiliar with Lthe AAR and have
often wondered how it could be applicd
Lo buginess, specifically in a manulac-
TULIng Or SCIVICS COVIFoNmt,

The AAR was developed as a Lool o
aid i Lraining. AL the lowesl levels,
Army units, an AAR is followed by are-
play of the Lraining scenario or mission.
I'his Teplay is Lhe key benelit of Lhe
AAR. Not only do you have a detailed
discussion of whal was supposed to hap-
pe, what actually happened, and how
it could have been done better, but you
get to put the lessons to the tost shortly
aftcrward, while the discussion is fresh
in your mind, The opportunity to act on
Lhe lessons learned immediately, eilher
within the next hour or the next day, in

eilther Lhe same or a very similar sce-
nario, is the reason why AARS at the pla-
toon or scction level are effective. Tn
turn, the lessons learned from thesc
AARS can be used at the company, bat-
talion, and brigade levels to anticipate
probloms with communication, plan-
ning, and control.

It should be noted that AARS are not
always scheduled. 11" Lhings get oul of
hand during an ¢xercise, the action is
stopped and an imprompu AAR s con-
ducted on the spol 'TI'his is where Lhe
AAR concept breaks down in a busi-
ness setting, and why it tends to degen-
erate into postmortems. In many AARS,
the Opposing Force (OPFOR) unit (the
group playing the “bad guys”) shares
its perspective on how the “good guys”
approached the mission. In addition,
someone external to the unit doing the
training exercise is observing and evalu-
ating how it is unfolding. There is no
counterpart for that in business. There's
no one saying, “OK, let’s replay the sce-
nario again and see how we perform?”

The authors have hyped the AAR as
atool applicable to business without ad-
equately considering Lhe Army’s unique
culture and siructure, which make such
a Lool effective in Lhat environmenL
Wilhoul firsL acknowledging Lhese dil-
lerences, il would be foolish o think
civilians could make AARs work in their
organization,

Richard Rodriguez

Moore responds; Richard Rodriguer
raiscs an important qucstion that we
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are faced with constantly: How do you
take a practice that was born of a unique
culture in which the motivation to learn
is life or death and translate it into the
more mundane environment of civilian
organizations?

What he ig perhaps unaware of is
that the AAR long ago stopped being
just a facilitated training tool. Many
AARs are conducted throughout the
Army without the benefit of a training
environment that provides facilitators,
rich data, or an OPFOR to train against.
Now, many units, including my own,
use AARs as their primary feedback
mechanism for everything from human
resource management to maintenance
and supply processes to resolving issues
during extended projects. Today, such
AARs are being used daily in places like
Iraq and Afghanistan.

Before the AAR was introduced, the
Army suffered from many of the cultural
norms that plague corporate cultures
today. We had few honest mechanisms
for self-crilicism. Our success wds based
oninspeclions dnd checklists that rarcly
correldaled Lo Mulure success—in Lhe gar-
Tison or in Lhe field. Many leaders hid
their mistakes and widely adverlised, ir
not cXaggeorated, their successcs, The
invenlion of Lhe AAR led Lo Lhe creation
of the army culture Rodrigucz describaes
in hig letter, not the other way around.
And our cxpericnces tells us that the
AAR can do the same thing for the cul-
ture of corporate Amecrica.

AARS do not provent mistakes from
happening. But they do speed the pro-
cesy for correcting Lthem like no olher
system in our experience. We nvile your
Leam Lo give Lhe BAR-AcUon-AAR cycle
we outlined in our arlicle a try. Make
4 “do three” commilment and apply il
Lo gclivilies or programs you deem im-
portant. Teams that use the tool and ac-
tually see Ltheir performance improve

NOVIMBLER 2005

after a few tries are the source of the
kind of cultural transformation we expe-
rienced in the Army.

Managing for Creativity

Richard Florida and Jim Goodnight’s
“Managing for Creativity” (July-August
2005) clearly articulates SAS’s success
in attracting and retaining creative work-
ers by developing a management phi-
losophy that contributes to rather than
deters the creative process and foments
a working relationship both within the
organization and between SAS and cus-
tomers that breaks down traditional
restrictive silos. It is refreshing to see a
company understand that dollars spent
on making employees happy — that is,
intellectually challenged, emotionally
undistracted, and physically nurtured—
is one of its wisest investments.

However, the authors rather quickly
gloss over the primary condition that
allows this crealive enviromment: SAS i
aprivately held corporation. TTaving lad
Lhe global Lreasury services business
for a major financial institution, I can
allesl Lhat Lhe relationships thal can be
forged with privately held corporations
such as Cargill and SAS differ greatly
from those with typical publicly traded,
quarlerly measured corporalions.

Googlds leaders clearly understood
Lhe potential impact upon their orga-
nization's creativity of being sucked into
Lhe prevailing sLockholder-maximizing,
cmployee-minimizing managemant phi-
losophy: Lhey instilled two-Lier owner-
ship to retain control, In a letter included
in the initial Google slock registration,
founders Larry Page and Scrgey Brinin-
sisL that Lheir employees are “everything”
and that they will “reward and treat
them well” and will “add henefits rather
than parc thom down over time?”

ADVERTISEMENT
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SAS, like Google and Cargill, under-
stands the valuc of creative workers,
crealive work enviromments, and cre-
alive alliances wilh customers and olher
external ractions. | would like Lo gee
publicly Lraded corporations reach the
same understanding: more important,
I would like Lo see us Lrain our analysls
and institalional investors so Lhat Lthey
expect—no, demand- such vale.

Deb Talbot

Toward a Theory of High
Performance

Julia Kirby wriles i *loward a 'I'heory
of Iligh Performance” (July—August
2005) Lhal we are al the poinl when
managementl researchery are able Lo
build on one anolher’s work aboul
high-performance organizations. Tel us
hope so.

Tor my new book, Big Winners and
Big Losers (Wharton School Publish-
ingy, I revicwed the prior work on high-
performing organizations. I found that

KENNETH R. ANDREWS (1916-2005)

As chief editor of the magazine from 1979 to 1985, Kenneth Andrews
helped to create the modern Senvgrs Susiness Zeviavy—which our
editors today describe as a bridge between the world of research and
the world of practice. Andrews, who had a long and distinguishad ca-
rear as a professor at Harvard Business school, believed strongly that
every company faced unigue challenges. He saw that the concepts,
ideas, and case studies of scholars could help executives in the field
reflect on their own experiences, clarify their purposes, and think
through their distinct situations. HBR's tradition of clese collabora-
tion betwezn author and editor, with the editor serving as reader ad-
vocate, received a significant boost under his leadership.

That's not to say that Professor Andrews simply told executives
what they wanted to hear. The sarly 1980s were a time of great chal-
lenges for American business, and HBR published bold, provocative
articles on global competition. The article "Managing Our Way to
Econamic Decling” pulled no punches, while "The Clobalization of
Markets” pushed executives toward new opportunities.

Professor Andrews left his mark on HBR through his eclectic writ-

ings as weall as his editorial philosophy. He wrote 15 articles on sub-
jects ranging from management training to board governance. An-
drews also cofounded the concept of corporate strategy in the 1960s,
and during his editership, HBR published seminal articles on that
subjact. In later years, he axtended his early thinking on strategy and
moral purpose, and wrote presciently on what organizations can do
to promote ethical behavior, That foundational effort in ethics helpead
spawn a range of writings by other HBS professors, which also made
their way into HBR. In all of his work, Kenneth Andraws hoped to
give executives the awareness necessary to carry out their respensi-
bilities more effectively.

Steven C. Wheelwright
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nearly all of the books rell inte one of
two camps, Either they stressed finding
a sweel spol and being agile, or Lhey
stressed discipline and focys, When
I examined Lhe behaviors and charac-
Leristics of winning and losing irmy,
I found thal the winners did ic all.'I'hey
foumd & sweel spol, and Lhey had agilily,
discipling, and focus. They succeeded
because they combined these traits in
unigue patterns that were hard to copy.
I contrast, the loscrs found themsclves
simultancously in a sour spot, Immao-
bile, incpt, and unfocused.

[nher article, Kitby looks for a break-
through book that truly builds on other
peoplc’s work, I think I have madc this
breakLhrough with my Lheory thal con-
sistent success deponds on combining
Lhe conlrary characleristics of being
in a sweel spol and agile, on Lhe one
hand, and having discipline and focus,
on the other.

Collaboration Rules

Philip Evans and Bob Woll present g
compelling discussion ol corporate col-
laboralion in Lheir arlicle, “Collabora-
Liom Rules”( July—August 2005). T'he prac-
Lices they recommend, however, will
cause intellectual property Lo die. As
anew corporate standard, collaboration
is not wrong; but carly adopters must
understand how differenL aconceptitis
and the long-term Iegal and socictal con-
sequences ofits adoption. Collaboralive
teams will not cmerge with defensible
intellectual property rights. ‘Lo protect.
inventions and other creative output,
Lhere musl be certain sacrifices of (Tee-
dom and individual cxpression: Allwork
canmol be kept visible, shared by every-
one, freely combined and recombined.

Intelleclual property has become a
crilical megsure of company value, The
vibranl synergies of collaboralion may
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GE International says
France has a talent %701'
innovation.

GE is as American as apple pie. What's it
like doing business with the French?

GE today is a truly global company with a long history in
Europe. There is a way of doing business which France
and the United States have in common. Look at our

50/50 joint venture with SNECMA producing jet engines
in France [CFM International]. It's an outstanding and

extremely successful partnership. It has existed for
30 years and will probably be around for 30 more.

What qualities does France have to offer?
The French have a passion for engineering and
technology, for research and solutions that push back the
boundaries. The Ecole Polytechnique is one of the best
engineering schools in the world and French technology
tends to be very sophisticated. ['m a car fanatic, and

T can still remember when the Citro#n TS was introduced
in the mid 50s. It was incredibly advanced, way ahead
of its time.

Has France kept that edge?

Alot of European countries have either limited or even
non-existent portfolios of technology products. France is
different. They still have a pharmaceutical industry,
aviation, space, a helicopter industry, a train industry...

Does that make

1t attractive

for a foreign

investor?

Yes, especially

if you're trying

to make

a techmological

praduct. Tn France,

GE has one of the

world’s mosl

technologically

advanced units for
producing turbines as well as the technology center for
our medical business. The French are very creative. They
have a great capacity for dreaming and thev're not afraid
to launch large-seale projects. TGV is a perfect example.

The French also value tradition. Does that
make them conservative?

Respect for tradition doesn’t mean you're afraid of
change. I've brought my fair share of change to GE,

bul I have lremendous respecl [or tradition. You can lell
by the way I dress. I'd say France strikes the right balance
between tradition and innovation.

THE NEW FRANCE., WHERE THE SMART MONEY GOES.

“The French have
a passion for
engineering and
technology, for
research and
solutions that push

back the boundaries.

GE is a major player in financial services.
How do you rate France in that department?
France is an advanced and sophisticated country where
it’s natural for financial services to be thriving.

1t has 60 million consumers. Thal’s a rich community of
people Lthal has lo save money, spend money, buy houses,
buy cars, lake oul morigages and borrow.

Would you live there?

Absolutely. Paris is my favorite city. I'm Italian, but

I prefer Paris to Rome by a factor of 100, Paris is a place
which combines tradition with modernity.

Now is the time to invest in France.

To find out how the Invest in France Agency
has helped some of the world’s leading
companies and what they can do for you,
visit www.thenewfrance.com

ATVFRTISEMENT
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one day result in organic growth thal
renders the concept of conventional in-
tellectual property mool. Untl then,
wilhoul secure inlelleclual properly
rights, inventions and olher crealive
oulpul canmol be measured by conven-
tional slandards and cannot be assigned
an aclugl numeric value on balance
sheets or (imancial stalemenls.

Commumal sharing, particalarly across
cnterprise lincs and among competi-
tors, means there is no individ-

aas and Wolf resposud: Sigrid Schroder
correctly points out that intellectual
property is a crucial aspecl of modem
business strategy. However, Lhere is
much more Lo stralegy Lhan issuing
cedse and desist letlers.

Owver g 20-year period,' loyola compo-
nenl suppliers have growm Lheir produc-
Lvity al Lhe same rate as Toyola itsell.
By Lhe same melric, U8, automolive
supplicrs have dropped further and

ual or defined group to claim
invention or authorship; indi-
viduals and enterprises cede
authorship to the whole. When
work is openly and freely
shared with everyone, particu-
larly across or between organi-
zations, there is by definition
no secure intellectual prop-

erly. Collaboralive Leams will
cmerge with a tenuous grasp
on whao contributed what, when, and
where, At the end of the process, it will
be too lale Lo ask whelher the commu-
nity intended to have smaller, ¢losed
leams thal were gudranleed secure n-
tellectual property. [P will have cffer-
vesced into communal value; intellec-
tual property lawyers will not be able to
sceure value for the team or for the on-
terprise.

Withoul secure intellectual prop-
crly righls in the form of patent, Lrade-
mark, copyright, or trade secrel, no bar-
Tiers Lo compelitors’ markel entry may
exisl beyond Lhe lag Ume 1L Lakes Lo copy
and produce someone else’s invenlion.
There may be no need lor cease and
degist lelters or lawsuils lor inlringe-
ment. However, such Tawsuits may be
the only medns of recapluring the prof-
its lost when a competitor bogins mon-
ctizing the pirated value that would
have been the inventors’ due. If all com-

petitors arc joint inventors, the first of
these competitors to successtully pro-
duce will profil Lhe most and Lthe resl
will profit only in so far as the tide rises.

Sigrid Carcline Schroder

I e
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further behind Lheir OEMs. 'T'he differ-
cnee is largely duc to the open sharing
of process knowledge across the supply
chain. That trusting context made the
gpeclacular response Lo the Alsin fire
possible, Imagine how long recovery
would have talen had it been arranged
through the lawyers!

1P strategy may cnd with ccase and
desist, but it should not bogin there.
Instead, it beging with the choice ol a
collaboralive network, which may in-
clude suppliers, customers, and even
{sometimes) competilors. Within Lhal
nelwork, 117 rules (among other mecha-
Tigms) can ensure low Lransaction cosls,
11 Tules can also protecl Lhe network
from external predation: 'T'he viral na-
ture of Linus’s General Public Ticense,
lor example, prevenls culsiders rom ap-
propriating code. Indeed, in IP torms,
Linux canbe seen as a large patont pool
in which hardhcaded companics such
as IBM and HP collaborate with their
own cmployees, end users, and hobby-
155 Lo lower Lhe cost ol sollware,

Such strategics will not cause ntel-
leclual property Lo die. Once an organi-
zation has created and protected a col-
laborative nelwork, there will be plenty
of value [or Schroder and her colleagues
Lo delend.

Fixing Health Care from the Inside,
Today

Steven Spear’s article*lixing Heallth Care
from the Inside, loday” (Seplember 2005)
offers an overdue prescriplion for an ail-
ing patient: American health care. Alag,
much more Lhan aprescriplion is needed.
[Teallh care has a stubbom and chronic
illness, and a clear-cul diagnosis and
long-term treatment plan is requisite.
Now that government paymoents
drive all hospital budgets, free enter-
prise in health care is dead. Instead,
health care in America has become a
compliance-driven business in which
he who has the gold makes the rules.
Failure to comply means no payment.
The resulting culture of fear and com-
pliance runs contrary to the principles
that Spear offers as hope for a better
prognosis. What health care needs is a
cutture of improvement. But until afun-
damental cultural shift occurs, Spear’s
cxamples will remain outside the con-
Lol of mainstream health care.
Anthony ). Joseph, MD

[was pleascd to read Steven Spear’s arti-
cle promoting the health care industry’s
adoplion of best practices Irom olher
ndustries ICs exciling o think about
Lhe prospect of heallh systems no longer
groaning thal government and regula-
Lion hold them back and inglead Laking
ownership for whal they can manage.
Too often our knowledge manage-
menl remaing in silos, and we donot take
advantage of what can be transferred
across artificial organizational bound-
arics, Now that wehave soma clear casc
studics that cxemplify cxccllence, Thope
that many health care institutions will

follow the lead and take action,
Elizabeth Merry

Spear responds: Heallh care 1s deter-
mined by evidence-based science; Lreal-
ments are deployed for which there is
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clinical evidence ol efTicacy. The hospi-
tals discussed in“Tixing Health Care from
the Ingide, Today” demonsilrate thal
there are elfective trealments (or deliv-
ery systems’ problemsin Lerms ol patient
salely, quality of work, and efliciency.
Ay Elivabeth Merry points oul, myriad
obstacles prevent Lhe integralion of dis-
ciplinary knowledge within organiza-
tions. 'I'he obslacles can be removed by
making problcms quickly evident, solv-
ing them when they first appear, shar-
ing knowledge through collaborative
problem solving; and developing broad-
bascd capabilitics in work design, im-
provement, and knowledge sharing,

Anthony Joseph is correct that cul-
tural change is necessary, bul here, Loo,
a medical analogy is appropriate, Ulti-
malely, Lhe efficacy of any trealment de-
pends on patient behavior, [rom cating
less and exercising more Lo following so-
phisticated treatment plans, paticnts
have Lo commit Lo prescribed regimens
if they are to have offect; the same is
true ol curing ill work systems.

People behave as the system would
have them behave, I that means toler-
aling ambiguily in objectives, respon-
sibility assignments, handolls of in-
formaltion, services, and products, and
individual work metheds, Lhey will. IT
it meany repealedly working around
problems while underlying causes re-
main unremediated, they will. On Lhe
olher hand, when given the opporlu-
nity to design work processes that arc
reliable and to solve problems as they
arise, frontline employecs do so because
they benefit, Their work gets casier,
and their ability to do something of
value for someone else increases,

Ultimatcly, what distinguishes the
organizations in Lhis article from low-
performing organizations is that senior
leadership hehaves differently. 'They
model what to do, teach others to do
Lhe same, and provide Lhe resources
and time to make rapid, continuous
improvements possible withoul hiding
behind the excuses of regulation and
compensalion.

Fat Chance

I read Lhe case study “Fal Chance” (May
2005) and the Letters to the Editor (Sep-
Lember 2005) aboul it wilh greal inter-
est. [ have conducted a 2o-year longitu-
dinal study regarding salespeople and
how “fat” — that clusive critcrion — plays
Lo sales success.

Hare are the results of my study: Tat
people who did nol work hard were
outperformed by skinny and average-
sized people who did. When T reversed
the study, skinny people and average-
sized people who did not work hard
were outperformed by fat people who
did. I have come Lo Lhe conclusion Lhat
people — no matter what size — cither
work hard at Lheir jobs or they don’.
‘This is the main factor in sales success or
failure.

Joe Murphy

e by T o
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“Somewhere between idea an
most organizations stumble.’

Professor Vijay Govindarajan
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What's the number of
product or service
offerings that would
optimize hoth your
revenues and your

profits?
—page 62

62 | Innovation Versus Complexity:
What Is Too Much of a Good Thing?
Mol Ceotirecdyon and Kefth Aspinal!

What's the number of product or service offerings
that would optimize both your revenueas and your
profits? For maost firms, it’s considerably lowsr than
the number they offer today. The fact is, companies
hawve strong incentives to be overly innovative in
new product develepment. But continual launches
of new products and line extensions add complexity
throughout a company's oparaticons, and as the
costs of managing that complaxity multiply, margins
shrink. To maximize profit potential, a company
needs to identify its innavation fulcrum, the point at
which an additional offering destrays mere valus
than it creatas.

The usual antidotes to complexity miss thair mark
hecause they treat the problem on the factory floor
rather than at its source: inthe product line. Mark
Cottfredson and Keith Aspinall of Bain & Company
present an appreach that goes beyond the typical Six
Sigma or lean-oparations program o reot aut com-
plexity hidden in the value chain.

The first step is to ask, What would our company
lonck like if it made and seld only a single product
or service? [nather werds, you identify your com-
pany’s equivalent of Henry Ford’s one-size-fits-all
Model T—for Starbucks, it might be a madium-size
cup of coffeg; for a bank, a simple checking account—
and then determine the cost of producing that base-
line offaring. Next, yau add variety back into the
business system, product by preduct, and carsfully
forecast the resulting impact on sales as well as the
cost implications across the value chain. When the
analysis shows the costs baginning to overwhelm
the added revenues, you've found your innovation
fulcrum.

By deconstructing their companies to 3 zere-
complexity baseling, managers can break through
organizational resistance and deeply entrenched
ways of thinking to find the right balance between
innovation and complexity.

Reprint RO511C; HBR OnPoint 222X
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18 | Gel Aggressive Aboul Passivily
If managers always acted on their valuss,
haraic whistle-blowing might never be
required, But, research shows, people
den't think that doing the right thing is
part of thair johs, Reprint FO511A

The Trouble with CIOS Because of
high turnowver, TFCs have less and less time
tor learn the ropes—yet they’re shouldering
mare and mare respansibility. A realloca-
tion of tima is in order. Reprint FO511B

Crap Circles The mest dubious business
plans can appear solid, even smart, when
illustrated with snappy circle-and-arrow
daraphics. Loak closely, thaugh, and yau’ll
see that many of these diagrams are full of
it. Reprint FO511C

leading Mrom Lhe Faclory Floor Fix-
ing a dysfunctional plant isn't easy, but it
can be done if you involve everyones in the
overhaul, Reprint FO511D

Banana War Mancuvers How Dole
beat Chiquita by working around a restric-
tive EU trade pelicy instead of struggling
against it. Reprint FOS11E

il and 'lroubled Walers When a crisis
forces outside directors to navigate major
changes, investors and directors must adopt
new roles, The case of Roval Dutch/Shell
provides useful lessons. Reprint FOST1F

What? Me, Worry? Espionage expert
H. Keith Meltan shows how executives
can best guard their company secrats,
Reprint FO511G

The Department of Mobility By cen-
tralizing oversight of businass travel and
transportation, companies can improve
efficiency, raise employee satisfaction, and
reduce costs, Reprint FO511H

1M You Wanl Lo Lead, Blog Sun Micre-
systemns president and TS0 Jonathan
Schwartz explains how blogging has en-
hanced public perception of his company
and fosterad loyalty within, Reprint FO511)

Is 'There a Patient in the House?

The best solutien to the looming shortage
of nurses and doctors may be to move
chronic disease monitaring and care out
of hospitals and into pecple’s hameas.
Reaprint FO511K

Book Reviews HBR raviews four books.

| SELF-MANAGEMENT

39 | Riding the Celtic Tiger
Lileen Eoche

John Dooley, BioSol's vice presidant af
strateqic research, has been making a namea
for himsalf at the bistechnalogy company’s
offices in lreland, He's been doing so well,
infact, that the firm has offered him a pro-
motion to director of strategy at headquar-
ters—in Califarnia.

He’s lived abroad before, In the 1980s,
making a living in lreland was tough: Jobs
wera scarce and unemploymeant was high.
S Jehn and his wife, Fiona, moved to Mass
achusetts, whare John attendad MIT. Thay
were not alene; many of their friends and
family members alse moved out of Ireland
then. John and Fiona enjoyed their timeain
Boston; they became active ina large expa-
triate community and established reputa-
tions in their professional fields.

By 1990, howaver, the Caltic Tiger was
running at full speed. The Irish economy
was hooming and the whole country
seamead to be bursting with possibility,
When John was offered a job at Biosol's
Cublin subsidiary, he and Fiena moved
home and never locked back—until now.
The naw promotion would give his career
a huge boost, but accepting it would mean
upraoting his family and baceming an
expat again. [raland’s acanamy is gaing
strong now, but what if it doesn't last?
Should Jehn cast his lot with his country
or his campany?

Commenting on this fictional case study
are Raj Kendur, the CES of Nirvana Busi-
ness Selutions in Bangalore, India; James
Zitrin, a senior director at Spencer Stuart
in Stamford, Connecticut; Maurice Traacy,
the director of biotechnology at Science
Foundation lreland in Cublin; and Arna
Haslberger, wha teaches HR management
at Webstar University Yienna in Austria,
and Sharman Esarey, also based inVienna,
editer of the annual repart of the Organi-
zation for Security and Co-operation in
Europe.

Reprint RO511A

53 | Are You Working Too
Hard? A Conversation with
Mind/Body Researcher

Herbert Benson

Stress is an essential response in highly
competitive environments. Before a race,
before an exam, before an important mesat-
ing, your heart rate and blood pressure
rise, your focus tightens, you become maors
alart and more efficient. But bayond a cer-
tain lavel, strass overloads your systam,
compramising your performance and,
aventually, your health.

Sothe guestion is; When does strass
help and whan does it hurt? Te find out,
HBR talked with Harvard Medical Schaoaol
professar Herbert Benson, M.D, founder
of the Mind/Body Madical Institute. Haw-
ing spent mare than 35 years conducting
worldwide research in the fields of neure-
sCience and stress, Benson is best known
for his 1975 best sellar §fe dalpation L
srniee inwhich he describes how the
mind can influgnce stress levels through
such tools as meditation. His most recent
research canters on what he calls “the
breakeut principle;” a method by which
stress is not simply reduced but carefully
controlled so that vou reap its benefits
while aveiding its dangers, He describes a
four-st2p pracess in which you first push
yourself to the mast preductive stress laval
by grappling intently with a problem. Next,
just as you fesl yourself flagging, you dis
angage entirely by doing something ut-
terly unrelated —geoing for a walk, petting
adog, taking a shower Inthe third step, as
the brain quiets down, activity paradoxi-
cally increases in areas associated with at-
tentiom, space-time concepts, and decision
making, leading to a sudden, craative in-
sight—the breakaut. Step four is achisve-
ment of a“new-normal state” in which you
find that the improved performance is sus-
tained, sometimes indefinitely.

As counterintuitive as this research may
seam, managers can doubtlass recall times
when they've had an“aha” momeant at the
qym, an the golf course, or in the shower.,
What Benson describes here is 3 way to tap
int2 this invaluable biclogizal wal when-
SYS WE want.

Reprint R0511B
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| DIVERSITY |

74 | Leadership in Your Midst:
Tapping the Hidden Strengths
of Minority Executives

Syhvia Ann Hewlett, Carolyn Buck Luce,
and Cornel West
All companies value leadership—some of
them enough to invest dearly in cultivating
it. But few management teams seem to
value one engine of leadership develop-
ment that is right under their noses, churn-
ing out the kind of talent they need most.
It's the complicated, overburdened but
very rich lives of their minority managers.
Minority professionals—particularly
women of coler —are called upen inardi-
nately to lend their skills and guidance ta
activities outside their jobs. Sylvia Ann
Hewlett, who heads the Center for Work-
Life Policy, and her coauthors, Caralyn Buck
Luce of Ernst & Young and Cornel West of
Princeton, present new research on the ex-
tent to which minority professionals take
on community service and other responsi-
bilities outside the workplace and more
than their share of recruiting, mentoring,
and committee work within the workplace.
These invisible lives, argue the authors, can
be a source of competitive strength if com-
panies can learn to recognize and further
cultivate the cultural capital they repre-
sent. But it's hard to convince minarity
professionals that their employer respects
and values their off-hours respansibilities.
Alack of trust keeps many peaple from re-
waaling much about their persenal lives.
The authers outline four ways compa-
nies can leverage hidden skills: Develop
a new level of awareness of minority pro-
fessionals’ invisible lives; appreciate the
outsize burdens these professionals carry
and try to lighten them; build trust by
putting teeth into diversity goals; and, to
finish the job of leadership development,
help minorities reflect on their off-hours
experiences, extract and generalize the |es-
sans, and apply what's been learnad in
other settings.
Reprint RO511D; HBR OnPoint 2211;
OnPoint collection “Required Reading
for White Executives, 2nd Edition” 2203

| FINANCE |

84 | You Have More Capital
than You Think

Robert C. Merton

Senior executives typically delegate the re-
sponsibility for managing a firm’s deriva-
tives portfolio to in-house financial experts
and the company’s financial advisers. That's
a strategic blunder, argues this Nobel lau-
reate, because the inventiveness of mod-
ern financial markets makes it possible for
companies to double or even triple their
capacity to invest in their strategic assets
and competencies.

Risks fall into two categories: either a
campany adds valua by assuming tham
on behalf of its sharehalders ar it does nat.
By hedging or insuring against non-value-
adding risks with derivative securities and
contracts, thereby removing them from
what the author calls the risk balance sheet,
managers can release equity capital for as-
suming more value-adding risk.

This is not just a theoretical possibility.
One innovation—the interest rate swap, in-
troduced about 20 years ago—has already
enabled the banking industry to dramati-
cally increase its capacity for adding value
to each dollar of invested equity capital.
With the range of derivative instruments
growing, there is no reason why other com-
panies could nat similarly remove strategic
risks, potentially creating billions of dollars
in shareholder value. The possibilities are
espacially impartant for private companies
that have no access to public equity mar-
kets and therefore cannot easily increase
their equity capital by issuing more shares.

The author describes how derivative
contracts of various kinds are already being
employed strategically to mitigate or elimi-
nate various risks. He also shows how com-
panies can use the risk balance sheet to
identify risks they should not bear directly
and to determine how much equity capac-
ity they can release for assuming maore
valus-adding risk.

Reprint RO511E

TTARVARD BIISINLSS REVITAW



LRsaREREnIE Innovation is dependent %
100 | Hiring for Smarts on effective execution i.
as well as creative ideas.
|

Justin Menkes

Yes, it'’s nice when a leader is charismatic
and confident. And a great résumé can tell
you a lot about a person’s knowledge and
experience, But such assets are no substi-
tute for sheer business intelligence, and
they reveal very little about a leader’s abil-
ity to consistently reach the “right” answer.

How can hiring managers flag individu-
als with such smarts? Historically, the only
reliable measure of brainpower has been
the standard |Q test, which is rarely used
in business settings because of the spe-
cific subjects it tests for—math, reading,
and spatial reasoning—and because of its
multiple<hoice format.

Despite its shortcomings, the standard
|03 test is still @ better pradictor of manage
rial success than any other assessment tool
companies currently use, Justin Meankes
argues, It's true that there isn't a version of

MIT Sloan Executive Education provides the tools and
framewaorks to transform today’s good ideas into

IQtesting that applies ta the corparate tomorrow’s successful products and services.

world, but in rejecting 1Q tests altogether,
Riring managars have thwarted thair own : :
attermnpts to identify true business stars. Upcoming programs include:

The author defines the specific subjects

that make up “executive intelligence”— Ll 22 Leading Innovative En.terprisgs: :
e e o Dlans o prreing wih Mar 26-31 Strategies for Growth in the Life Sciences

, ) , May 21-26
meennde, and sl He describes e
how ta formulate guestions to test job can- Jan 30-Feb 3 Entrepreneurship Development Program
didates for their mastery of these subjects, e
offering saveral examples based on real Mar 19-24 Driving Strategic Innovation:
situations. Knowladge questions, such as Achieving Breakthrough Performance
those used in standard behavieral inter- Throughout the Value Chain
views, reqlire paople to recite what they (m partnership with IMD)
have learned or experienced; intelligance Mar 28-29 Building, Leading and Sustaining the
questions call for individuals to demon- Jul11-12 Innovative Organization
strate their abilities. Tharefore, the ques-
tions in an executive intelligence tast Apr2-7 Managing the Extended Supply Chain:
shouldm't require specific industry expert- Beyond Praductivity and Efficiency
ise or experiance; any knowledge they call (in parinership with IMD)

for must be rudimentary and comman to
all executives, And the guestions should
not be designed to ask whether the candi-
date has a particular skill; they should be
configured so that the candidate will have

May 22-Jun 29 International Advanced Management
Propgram

INNOVATION @ WOrk’

to demanstrate that skill in the course of >>http://m it5|°an- mit.edU/hbr

answering them.

el BT For more information on these and ather programs,

including cusfom courses, contact us at:

MIT Sloan Executive Education
MITSloan phone: 1-617-253-7166
LA email: sloanexeced®mit.edu
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| MARKETING |

112 | The Perfect Message
at the Perfect Moment

Wirthi Nolvanan anad Mo Zwahen

Marketers planning prametional cam-
paigns ask gueastions to boost the odds that
the messages will be accepted: ¥Wha should
receive sach message? What should be its
contentr How should we deliver it? The

1 shaould

one question they raraly ask is,
we deliver it?

That's too bad, because in marketing, tim-
ing is arguably the maost important variable
of all. Indeed, there are moments in a cus-
tomer's relationship with a business when
she 38 to communicate with that busi-
ness because something has changed. If the

company contacts har with the right mes-
sage in the right farmat at the right time,
there’s a good chance of a warm reception.

The question of “when” can be answered
by 3 new computer-based madel called
“dialogue marketing,” which is, to date, the
highest rung an an evalutionary ladder
that ascends from database marketing to
relaticnship marketing to one-to-one mar-
keting. Its principle advantages over oldear
approaches are that it is complataly inter-
active, exploits many communication chan-
nels, and is“relationship aware": that is, it
continuausly tracks every nuance of the
customer's imteraction with the business.
Thus, dialogue marketing responds to gach
transition in that relatienship atthe mao-
MmNt the custamer requires attention.

Turning a traditional marksting strategy
int2 a diglogue-marketing program is a
straightforward matter. Begin by identify-
ing the batch communications you maks
with customers, then ask yourself what
avents could trigger those communications
to maks tham maore timealy, Add a question
or call to action to each massage and pre-
pare a different treatment ar rasponse for
aach possible answer, Finally, create a se-
ries of increasingly urgent calls to action
that kick in if the quastian or call to action
goes unanswerad by the customer,

As dialogue marketing preliferates, it
may provide the solid naw footing that
hadison Avenue seeks.

Reprint RO511G; HBR OnPoint 219X;
OnPoint collection "CRM —the Right Way,
3rd Edition” 2173

135 | Scanning the Periphery

ieprge S,

angd Faol L0 Schoamialer
Companies often face naw rivals, technalo-
gies, requlaticns, and other envirenmental
changes that seem to come out of left fiald.
Howi can they see these changes sooner
and capitalize on them? Such changes often
beqgin as weak signals onwhat the authors
call the periphery, ar the blurry Zone at the
edge of an arganization’s vision, As with
human peripheral vision, these signals are
difficult to see and intarpret but can be
vital to success or survival.

Unfortunately, most companies lack a
systematic methad for determining where
on the periphery they should be loaking,
how to interpret the weak signals they
see, and how to allocate limited scanning
resources. This article provides such a
method —a question-based framewark for
helping companies scan the periphary
micre efficiently and effectively, The frame-
work divides questions into three cate-
gorias: learning from the past (What have
been cur past blind spots? What instruc-
tive analogies do other industries offer?
Who in the industry is skilled at picking up
weak signals and acting on them?y; evalu-
ating the present (What impertant signals
are we rationalizing away? What are our
mavericks, outliers, complainers, and de-
factors telling us? What are our peripheral
customers and competitors really think-
ing?); and envisioning the future (What fu-
ture surprises could really hurt or help us?
What emerging technalogies could change
the game? |s there an unthinkable scenario
that might disrupt our busingss?),

Answering these questions is a good
first step toward anticipating problems or
oppartunities that may appeaar on the busi-
ness harizon, The article concludes with
a self-tast that companias can use to assess
their need and capability for peripharal
vision,

Reprint RO511H

| STRATEGY & COMPETITION | MARKETING |

150 | Defensive Marketing:
How a Strong Incumbent Can
Protect Its Position

Seilfin L Roberty

Theare has been a lot of research on market-
ing as an offensive tactic—how it can halp
companias successfully launch new prod-
Licts, enter new markets, or gain share with
existing products in their current marksts,
But for nearly every new product launch,
market entrant, or industry upstart grab-
hirg market share, there is an incumbent
that must defend its position, And there
has been little research on how these de-
fenders can use marketing te preemptively
respond to new or anticipated threats.
Jahn H. Roberts outlines four basic types

of defensive markating strategies: maciive
o 2 With the first
twio, you astablish and communicate your
points of superiarity relative to the new

antrant; with the second two, you establish

and rais

and communicate strategic points of com-
parability with your rival. Before choosing
a strategy, yol need 1o assess the weaapons
vall have available to protect your market
position—=your brand identity, the products
and services that support that identity, and
your means of cammunicating it. Then as-
5255 VoUr customears’ wite to yvou and their
to being poached by rivals.
The author explains how Australian
telecommunications company Telstra, fac-
ing derequlation, used a combination of
the four strategiss (plus the author’s cus-

tomer response madel) to fend off market
newcomer Sptus. Telstra was prepared, for
instance, to reach desp into its pockets and
engage in a price war. But the customer re-
spanse madel indicatad that a parity strat-
egy—in which Telstra would offer lower
rates on some roltas and at cartain timeas
of day, even though its prices, on average,
wera highar than its rival’s—was more
likely to prevent consumers from switch-
ing. Ultimately, Telstra was able to retain
several points of market share it otherwise
wolld have lost.

The strategies describad here, though
spacific ta Telstra’s situation, offer lessons
far any campany facing new and potan-
tially damaging competition.

Reprint RO511)
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“What is it that you want?” elicits responses as varied as the respondents. For the therapy patient,
it's his fathar's approval. For the actor, its roaring crowds and stinky greasepaint. For Miss July, it's
walks on the beach at sunset.

In companies, of course, a fair wage and non-herrific working conditions are required just to get
bodies inthe door. But it takes more than that to motivate employees to do the best job possible.
Managers assumeathat “mors” means external incentives such as money, titles, and job security
They forget that some employees find greater value inthe chance to lzarn a new skill, the satisfac-
tion of solving a tough problem, or a belief in the organization's mission.

In his book THe Qe g You Weod i Kaow, Marcus Buckingham urges managers to treat em-
ployees as individuals, designing motivations that play off 2ach person's strengths, waaknasses,
“triggars,” and learning styles. So ask your employees to tell you what itches. Then don't just
throw money at them. Instead, take aim and scratch.
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how to cultivate brand loyalty through quality customer relationships.
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predict results that strengthen its overall CRM strategy. The result? A 15 percent increase in customer
retention. To learn more about 1-800-FLOWERS.COM and other SAS success stories that go Beyond B}
visit our Web site.

www.sas.com/flourish

€,sas.

@

EDEL J0 S RUSDE Passiial GIE SHURU 80|65 0 Janpoud

UE 5N 341 Ul 90 8

g
:
g
g

1 BAL J0 SYIFWIBPES BIE SALUEL 1INPOX] PUE QUG B0

fiLs Iy "] SIS S




		2005-11-15T20:02:56+0800
	TeAM YYePG




