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The New Market Leaders








CHAPTER 1
Meet the New Market Leaders


The idea for this book originated during a World Economic Forum summit meeting in 1996. Over lunch, I joined a number of U.S. and European executives in an animated discussion about the emerging Internet economy. In the United States, some of the Europeans noted, managers appear fascinated by colorful stories about upstarts, whereas in Europe they show a bias for hard data and solid track records. “Tell me,” one person asked, “when you watch all the hype about the Web and these New Economy players, how do you size up their true influence and potential?” With no satisfactory answer, it occurred to me that we needed a fresh way to look at companies’ performance and market strategies, and one that would apply to both conventional and new businesses.


Consider: When Fortune magazine surveyed more than ten thousand executives, directors, and securities analysts to compile its 1999 list of most-admired companies, Caterpillar Inc. led the industrial and farm equipment suppliers, and Merrill Lynch & Co., Inc., the securities firms.


The question is, did Fortune’s list really identify the role models for the New Economy? Did it pick out those companies that strongly influence how the marketplace is evolving in this era of unprecedented competition? These questions assume critical importance as managers try to cope with today’s challenges.


When I designed my own list of the top 100 new market leaders that same year, Caterpillar and Merrill Lynch were not on it. And that was only the beginning of where the lists differed.


My list included then (as it still does) Yahoo! Inc., QUALCOMM Inc., Amazon.com, Inc., Amgen Inc., Solectron Corporation, Infinity Broadcasting Corporation, and Carnival Corporation. These highfliers and others whose names you recognize instantly—because their appeal to customers and performances in the stock market over the past several years have been nothing short of phenomenal—were not even mentioned on Fortune’s 1999 roll of honor. A year later, Fortune still had not recognized them.


How can that be? To start, I cast a much broader net to find the most influential companies. Unlike my friends at Fortune, I didn’t restrict my list to the ten largest corporations in each industry, which rules out up-and-coming companies. And I gave much greater weight to the one success factor that I consider absolutely critical in the New Economy: an organization’s ability to attract valuable customers, both now and in the future. This is vital because today’s most serious business challenge doesn’t involve implementing new management techniques, raising capital, or any of the familiar bugaboos of recent decades. Today’s most serious business challenge, as we shall see, is a scarcity of customers.


It seems that times are changing faster and becoming more uncertain with each turbulent day, and questions are emerging from everywhere: How will the Internet affect brick-and-mortar retailing? Will today’s upstarts become tomorrow’s dominant players? Should we simply improve our current practices, or do we need to revolutionize the ways we operate?


Broadly speaking, there are three ways that companies deal with such questions, none of which is perfect.


• First, market-leading companies such as Microsoft Corporation and Sony Corporation take the future in their own hands by creating it, thus setting a standard for others to follow. Still, in spite of their tremendous success in shaping demand, these firms have setbacks when the marketplace doesn’t follow their lead, as Sony did when its Betamax VCR format succumbed to VHS.


• Second, companies may anticipate the future by understanding the trends and undercurrents at the root of change—technological, demographic, or social trends—and then figuring out how these affect their businesses. For example, Royal Dutch/Shell is famous for its long-term-scenario planning. Finland’s Nokia Corporation and Japan’s NTT DoCoMo, Inc., are well known for anticipating their customers’ explosive demand for cellular services. This approach suffers, however, when it comes to the kind of abrupt, revolutionary change represented by the Internet.


• Third, companies may simply try to learn from others at the forefront of change. Cisco Systems, Inc., has a knack for spotting new ventures that are developing breakthrough technologies, and then acquiring those companies. To quench its thirst for knowledge, the General Electric Company sends teams of people around the world to learn from innovative companies such as Cisco.


This book endorses all three approaches, with an emphasis on the third—learning from successful companies. Also, it offers a new logic to identify both promising up-and-comers that are transforming the way business is done and veteran companies whose experience and time-tested practices continue to exert inordinate influence in the marketplace. Eclipsing the others are the one hundred new market leaders, a collection of businesses that are stellar by almost any standard.


In this group, we find a hundred companies that, in the six years ending in May 2000, increased their sales, on average, three times faster than their peers. (In comparison, the hundred most-admired corporations on Fortune’s list grew a little more than twice as fast as their peers.) In addition, we find a hundred enterprises whose investors earned an average annual return of 48 percent since 1994. This surpassed not only Fortune’s hundred most-admired corporations (which returned on average 29 percent per year) but all major stock market indices, including the hot Nasdaq, which went up 32 percent per year in the same time period, and the more staid Dow Jones Industrials, which returned 20 percent. In fact, the top 100 market leaders’ return was more than three times higher than the return on the average stock in the 5,009 companies that I have been tracking. Those stocks returned an average of just 14 percent per year. (Mind you, we are talking about five extraordinary years.)


What these companies share, beyond their outstanding performance, is an awareness of today’s most crucial challenge: the scarcity of customers. Customer scarcity should not be construed to mean that there aren’t an enormous number of customers or that they aren’t buying enough. In fact, never in history have there been more customers whose collective buying power has been more formidable. The problem is that the typical company, battling increasingly voracious competitors for customers’ shortening attention, does not see or feel this awesome buying power, because, paradoxically, supply and demand get out of synch when markets undergo the kind of turbulence they are undergoing today.


Surging productivity has created such an abundance of products and services that customers—at least those in the industrialized world—can barely keep up with them all. At the same time, customers have unmet needs. It’s like when everyone brings a covered dish to a neighborhood picnic and you end up with far too much food but no one has brought dessert.


Meanwhile, rampant innovation causes supply and demand to misalign until customers catch up to the new products and suppliers get a better handle on what customers like and don’t like. The net effect is that supply is plentiful and demand becomes a bottle-neck—customer scarcity. While there may, in fact, be a vast number of buyers, that is not the perception of anyone trying to close a sale. This is not necessarily bad news. For those who know how to capitalize on it, the flip side of any problem is an opportunity.


As always, a key to business success is knowing how to exploit scarcity wherever it appears—a concept as useful to modern art dealers, IPO managers, and Ivy League colleges as it was to Scythian goldsmiths three thousand years ago. In the past when raw materials were hard to procure, they were more prized. It was no coincidence that the foremost steel companies owned iron pits and coal mines. If the need for vast manufacturing plants put a premium on capital, the leading companies were those that knew how to accumulate and deploy it. Then the information revolution made talented workers the most vital resource. The ability to attract and retain talent is one reason why businesses like General Electric (number 2 on my current list of new market leaders) and Microsoft (number 3) have maintained their prominence. More than any other factor, it is lack of customers that constrains a company’s growth; it is not a scarcity of natural resources, capital, or talent.


In an era when customers are bombarded with choices, the new market leader has figured out why customers favor one choice over another, and more important, uses that insight to improve the odds of becoming their choice—time after time. Today’s leader is the company that views customer loyalty as a fragile condition that requires fastidious attention. We are going to explore the realities of competition in markets where customers are, according to my definition, scarce. While Fortune’s most-admired rankings pay homage to accomplishments from a bygone era, I identify the leaders already shaping the marketplace of the future—the exciting, unorthodox companies that will transform the way we do business in the twenty-first century. (To be fair, Fortune now has a separate list of the Internet’s top 50 e-businesses.)


It does not matter whether a company’s market leadership derives primarily from customer intimacy, operational excellence, or product leadership. (Those are the three disciplines that my coauthor and I identified in our 1995 book, The Discipline of Market Leaders. Customer intimacy produced best total solution, operational excellence led to lowest total cost, and product leadership yielded best product.) A market leader must now expect to meet challengers that match or surpass its own expertise.


Intense competition for customers is driving companies to excel at every level. For example, the Home Depot, Inc. (number 6 on my list), is not alone among hardware retailers in its preoccupation with customer intimacy. Wal-Mart Stores, Inc. (number 7), retains its operational excellence but must do battle with a number of other best-cost rivals. And Intel Corporation (number 4) is far from the world’s only producer of leading-edge computer chips.


In other words, top performers don’t necessarily stay on top. The bar is higher; yesterday’s star is today’s also-shone. Just as the four-minute mile was converted from an impossible dream to the standard for any world-class distance runner, so a compelling value proposition has become the starting point for today’s market leaders.


To dominate their industries, companies must view each and every customer’s buying decision—whether it is a repeat purchase or a new order—as a contest to be won against a host of competitive alternatives. To achieve and sustain competitive advantage, the winner must master additional market strategies aimed at coping with the new challenge of customer scarcity. My purpose is to identify those strategies and to show how they apply to all customers, whether businesses or individuals.


The winners of this race—the new market leaders—have discovered how to attract the customers who everyone else seeks.


THE FIRST MEASURE OF A NEW MARKET LEADER
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How do you spot today’s most influential companies? I evaluated a number of methods with which to answer that question, including the prevailing wisdom that has guided our thinking for decades: Market leaders are the largest companies in any industry. Implicitly, and often without thinking, we have equated leadership with size. But today, size is deceptive. It blinds us to the growing likelihood that giants stumble and that the meteoric rise of up-and-coming businesses will profoundly shake up industries. In the battle between David and Goliath, the giant’s size was irrelevant (perhaps even the fatal weakness) when matched against the shepherd boy’s agility and technology.


Most important is the fact that size in itself provides no compelling reason for customers to prefer one company over another. Customers gladly patronize smaller businesses if these are more attentive to their needs. This is the reason I decided against ranking companies on the basis of their sales revenues. While that is the method used to rank the Fortune 500 and other venerable lists, it is not designed to detect up-and-coming highfliers. (To illustrate: My top 100 list includes thirty-three companies that were too small to appear on either the domestic or global Fortune 500 radar screen.)


Another method for evaluating companies’ influence is surveying people familiar with them, which is how Fortune and the Financial Times conduct their research on admired and respected organizations. But since that approach is nearly impossible to apply to more than a few hundred companies, all but an established, select group in each industry are excluded.


How about using market share as the guiding yardstick? Again, the drawbacks outweigh the appeal. Beyond the practical difficulty of obtaining this information, there is the problem of defining what constitutes a market. If you define it narrowly, your market share will be higher than if you include all conceivable competitors in the equation. And because market share and sales are so strongly related, we would once again be likely to exclude up-and-coming businesses.


Instead of resorting to these commonly used measures, I look for companies with a proven—by which I mean repeated—ability to win the battle for customers. I want to identify the influential companies whose business strategies make them prosper while others run into difficulty. My ideal company has a special gift for shaping market demand, for changing and raising customer expectations, thereby earning itself the status of standard setter. The single criterion that best exemplifies this is a company’s ability to establish and grow customer franchises. Attracting customers is the key to market leadership in this new age, so sales growth is the number to watch. Yet traditional year-end lists of top companies can be too easily swayed by transient results: A new product soars for a year and then fades, for example. So I decided to look at sustained sales growth over the six-year period ending May 31, 2000.


Casting my net as wide as possible, including both domestic and global companies, I gave as much attention to information-based and technology-driven industries as to industrial and service businesses. Both large and small companies were included, and both established and emerging companies were recognized as long as they influenced their markets equally. To reflect today’s global business environment, I included companies based outside of the United States whose stocks are traded here or on major international exchanges. However, I excluded privately held companies because they don’t provide sufficient information to judge their performances accurately.


Ultimately, the research covered 5,009 companies, about a quarter of which are based outside the United States. Together they account for some 80 percent of the global market value of all stocks.


To level the playing field, I compared each company’s growth record with that of a peer group that included twenty other organizations of similar size competing for the same customers. I simply divided each company’s sales growth, expressed in dollar terms, by the average sales growth of its peer group and called the resulting number the sales-growth index. An index of 1.0 means the company grew as fast as its peers. An index of 2.0 means it grew twice as fast as its peer group average. (Please see the Appendix for more details on the methodology used to compose peer groups and to calculate companies’ standings.)


Several factors make the sales-growth index my preferred indicator of a company’s competitive prowess. One is that it assumes that customers are the ultimate arbiter of success. The only way to increase your sales is to get customers to change their buying decisions; merely repeating the same purchases isn’t enough. (As I explain in the Appendix, I’m looking at companies’ organic sales growth, not growth by acquisition or merger.) Growing faster than your peers requires convincing customers to cast their votes for you instead of others. Another strength of the index is that it compares companies with similar competitors, just as bantamweight boxers square off against other bantamweights, and welterweights against welterweights.


The most surprising statistic I found was that the average sales-growth index of the top 100 new market leaders was 3.1. In other words, their sales grew at an astonishing rate of three times that of their peers. Looking at all of the new market leaders (which I will define shortly) and not just the top 100, we see that their average sales-growth index was 2.0, meaning they grew twice as fast as their peers. Not only has this finding held up over the several years that I have been studying these numbers; the gap between top performers and their peers is, in fact, widening.


Clearly, this is telling us that it isn’t enough to perform as well as your peers. The true implication is what I describe as the sales-growth imperative. That is:


Unless you are growing at twice the pace of your peers, you’re at risk of falling behind in the race for market leadership.


No doubt this represents a stretch for any company. Yet it is the pace set by new market leaders such as Cisco Systems, Wal-Mart, and Sony, each of which increased its sales in the past six years by more than its four closest competitors combined. It’s a pace that makes you question whether companies such as the Home Depot, which grew at an annual 28 percent for the past six years, have any room left for expansion. (The answer is that they do.) It’s a pace that becomes truly mind-boggling when you consider rapid-growth, Internet-driven markets that are doubling in size each year, making it necessary for leaders such as Ariba, Inc., to grow at more than 200 percent annually just to secure their position.


Yes, growing at twice the pace of your peers is daunting. But that’s what defines the winners in the age of customer scarcity, which is the challenge we will focus on.


THE SECOND MEASURE OF A NEW MARKET LEADER
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The sales-growth index provides a powerful indicator of a company’s ability to win customers. What it does not do is shed light on prospects for continued growth and success. Has growth come at the expense of profitability? Were new customers short-term buyers? Did the company convert its success with customers into solid and sustainable business results? Without answers to these questions, the sales-growth index can be very misleading.


To use an extreme case, consider CHS Electronics, Inc., a computer products distributor that caught my eye a few years ago. Its sales in the previous five years grew at an almost unbelievable eleven times the pace of its peers. Even so, the company ran into serious difficulty, forcing it to file for protection under Chapter 11 of the bankruptcy laws just a year later, despite the facts that the company’s sales had grown to $8.5 billion in 1998 and that its high volumes enabled it to negotiate attractive deals with its vendors. Ultimately, the company failed to run a highly efficient operation in an industry known for its wafer-thin profit margins. It didn’t help that its overlapping business units often competed against one another for customers. Having a very large customer base was of no import when other performance dimensions suffered.


Clearly, additional measurement tools were needed for determining the value of attracting and keeping customers.


Of course, companies track results in a variety of ways, from operating margins to net profits and from return on equity to earnings growth. Current profitability could have been used as a yardstick. But profits can vary widely from year to year, and moreover, this would have eliminated many successful companies that have temporarily suffered losses—American Home Products, Sprint Corporation, the Seagram Company Ltd., and Toshiba Corporation are examples. Using profit as a yardstick also eliminates many New Economy players, such as Amazon.com and BUY.COM Inc., which influence customers’ buying patterns and the evolution of the retail marketplace considerably yet have never shown even a dollar of profit. In any case, these measurements tell only where a company is today.


In time, it became clear that the most useful indicator of a company’s future prospects would incorporate the judgment of the millions of people who determine its market valuation every day: stock market investors. That’s the logic behind Business Week’s Global 1000, Forbes’s International 500, and the Financial Times 500 scorecards. But again, looking only at market value would overemphasize size, and most likely not reflect an organization’s competitive vigor. Ultimately, I decided to consider a company’s market value only in relation to sales; that is, my aim was to figure out what each customer was worth to investors.


This reasoning is not unprecedented. In the spring of 1999, America Online Inc. bought Netscape Communications Corp. for $9 billion, essentially to purchase rapid access to millions of Netscape customers. The industry and the press labeled the practice “capturing eyeballs,” and the term was uttered repeatedly in testimony during Microsoft’s antitrust hearings. In essence, America Online (and many companies before it) placed a dollar value on each customer, then projected the company’s future earnings from that perspective. The phrase “monetizing eyeballs” also entered the vocabulary.


Microsoft followed the same logic in 1997 when it spent close to $400 million to buy Hotmail, Inc., an e-mail services provider. Microsoft was more interested in Hotmail’s 10 million subscribers than in its technology or profit stream (which was non-existent) when it paid almost $40 per customer. Today, three years later, that price seems like a bargain when compared with the value of telecommunications customers. As the Economist reported, the German company Mannesmann AG acquired the British telecom company Orange PLC a few years ago for about $9,600 per customer. France Telecom SA paid about 4,200 Euros (or about $4,700) per customer when it bought E-Plus, a German mobile phone firm, while Deutsche Telekom AG acquired a British mobile phone company, One 2 One Personal Communications, Ltd., at a price of about 5,000 Euros ($5,600) per customer.


In a similar vein, I put a price tag on a company’s customer franchise by calculating how much a dollar of its sales was worth to its investors. Once again, to maintain a level playing field, I compared each company’s numbers with those of a peer group including twenty similarly sized businesses competing for the same customers. Richly valued up-and-comers such as Yahoo! (number 5 on my list) were compared with other richly valued newcomers, which immediately cast their sky-high market values in a different light. Likewise, larger, established businesses were compared with their equivalents. For each company, I divided how much investors were willing to pay for a dollar of sales into the average amount they were willing to pay for a dollar of sales of the company’s peer group. For simplicity’s sake, I call the resulting number the market-value index. As before, an index of 1.0 means you’re at par with your peers. (For more details on the methodology, please see the Appendix.)


On the average, the new market leaders in my research had a market-value index of 2.1. That means investors believed each dollar of their sales was worth more than twice that of their peer group—in other words, their customer franchise was judged to be very valuable. It also means that the market leaders had a superior ability to attract investment capital for every dollar of sales, which permits them to fuel their own growth and invest in opportunities unaffordable to others.


A prime example is Cisco Systems. By valuing each dollar of Cisco’s sales at 5.5 times that of its not-exactly-undervalued peers, investors boosted Cisco’s vast war chest of what analysts called Cisco dollars—that is, highly valued shares of stock. In recent years, Cisco used the equity to acquire sixty-five companies, all to enhance its product and service offerings, and thus to solidify its lead in the marketplace. All in all, the market-value index proved to be an indispensable complement to the sales-growth index for evaluating the 5,009 companies in my database.


MEET THE NEW MARKET LEADERS
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To narrow the field to the truly outstanding performers, I focused on companies whose results were better than their peer group average in both performance measurements—attracting customers and turning them into a highly valued future customer franchise.


Among the database of 5,009 companies, almost a third, or 1,779, expanded their sales faster than their peers. But of these, 1,139 had a below-average market-value index.


Likewise, a total of 1,642 companies had a market-value index larger than that of their peers, but of those, 1,002 didn’t increase their sales as rapidly.


That left 640 companies that outperformed their peers according to both criteria. This is the group I consider new market leaders, which, surprisingly, represents just 13 percent of the investigated companies. In other words, the odds of being above average on the two measures are only one in eight, while seven out of eight analyzed organizations fell short in one area or another.


Of these 640 new market leaders, this book features those that are superior to all others: the top 100 companies. As said, on average they grew three times faster than their peers and earned an annual 48 percent return for their investors. Here they are in order of overall performance:


1. Cisco Systems, Inc.


2. General Electric Company


3. Microsoft Corporation


4. Intel Corporation


5. Yahoo! Inc.


6. The Home Depot, Inc.


7. Wal-Mart Stores, Inc.


8. Oracle Corporation


9. Nokia Corporation


10. AOL Time Warner


11. JDS Uniphase Corporation


12. NTT DoCoMo, Inc.


13. Pfizer, Inc.


14. Dell Computer Corporation


15. EMC Corporation


16. Sprint PCS Group


17. Amazon.com, Inc.


18. Citigroup Inc.


19. QUALCOMM Incorporated


20. Nextel Communications, Inc.


21. Amgen Inc.


22. Enron Corp.


23. Broadcom Corporation


24. American International Group, Inc.


25. Sun Microsystems, Inc.


26. Telefonaktiebolaget LM Ericsson


27. Medtronic, Inc.


28. Network Appliance, Inc.


29. Vodafone Group Pic


30. Sony Corporation


31. Hewlett-Packard Company


32. Softbank Corp.


33. Nortel Networks Corporation


34. Toyota Motor Corporation


35. United Parcel Service, Inc.


36. Palm, Inc.


37. Lucent Technologies Inc.


38. i2 Technologies, Inc.


39. CIENA Corporation


40. The Coca-Cola Company


41. Paychex, Inc.


42. Siebel Systems, Inc.


43. Morgan Stanley Dean Witter & Co.


44. Vivendi SA


45. McDonald’s Corporation


46. Medimmune, Inc.


47. L’Oreal SA


48. Berkshire Hathaway Inc.


49. SAP AG


50. The Gap, Inc.


51. Taiwan Semiconductor Manufacturing Company


52. The Charles Schwab Corporation


53. Tyco International, Ltd.


54. Viacom Inc.


55. SK Telecom Co Ltd


56. Wells Fargo & Company


57. Bank of America Corporation


58. Gemstar-TV Guide International, Inc.


59. International Business Machines Corporation


60. Murata Manufacturing Company Ltd.


61. H & M Hennes & Mauritz AB


62. EchoStar Communications Corporation


63. British Sky Broadcasting Plc


64. E. I. du Pont de Nemours and Company


65. PMC-Sierra, Inc.


66. Solectron Corporation


67. Agilent Technologies, Inc.


68. Ariba, Inc.


69. Eli Lilly & Company


70. Schlumberger, Ltd.


71. Infinity Broadcasting Corporation


72. Kohl’s Corporation


73. MBNA Corporation


74. Applied Materials, Inc.


75. Genentech, Inc.


76. Comcast Corporation


77. Sage Group Plc


78. Priceline.com, Incorporated


79. Schering-Plough Corporation


80. Fannie Mae


81. Bombardier Inc.


82. Royal Dutch/Shell Group


83. Infosys Technologies Limited


84. Flextronics International


85. Allianz AG


86. Marsh & McLennan Companies, Inc.


87. The Walt Disney Company


88. Amdocs, Ltd.


89. Lloyds TSB Group Plc


90. Bristol-Myers Squibb Company


91. Koninklijke Philips Electronics NV


92. E*Trade Group, Inc.


93. Cox Communications, Inc.


94. Forsakrings AB Skandia


95. Carnival Corporation


96. Firstar Corporation


97. Walgreen Co.


98. At Home Corporation


99. UnitedHealth Group


•. Omnicom Group, Inc.


The top four—Cisco, General Electric, Microsoft, and Intel—should come as no surprise. They have been touted and well covered in the business press for some time. Others that are high on the list didn’t exist six years ago (such as Yahoo!, number 5), or were a fraction of their current size: JDS Uniphase (number 11), a communications technology company, and NTT DoCoMo (number 12), the world’s most prominent mobile phone company. Six years ago, AOL was only a tiny, scrambling enterprise. Now the combined AOL Time Warner organization ranks tenth on my list. (This assumes that their merger will be completed. If I were placing AOL alone, I would rank it third. Time Warner alone would rank 55.)


Aside from General Electric, several other very large companies—Home Depot (number 6) and Wal-Mart (number 7)—grew at an annual 30 to 40 percent rate, a pace normally associated with much smaller firms. Home Depot quadrupled its sales in six years, while Wal-Mart expanded from $75 billion in 1993 to an astonishing $156 billion at the close of the millennium.


Among the many companies that I will discuss in more detail later in this book are EMC (number 15), the leader in data storage, and Amgen, ranked 21, which distinguished itself in the pharmaceuticals field. Moving down the list, Toyota (number 34) is the only automotive company that made the top 100. UPS, at number 35, emerged as the leader in its field. Other less known companies that deserve attention are handheld computer maker Palm (number 36), Paychex, a provider of payroll services, which came in at 41, and Solectron (number 66), a contract manufacturer of electronics products.
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Figure 1. How 5,009 companies fared against one another


To show just how much the new market leaders stand out, I’ve lined up all 5,009 companies in my database in order of overall performance. In the graph (see Figure 1), the market leaders appear at the far right. We can see in one glance that there is a huge difference in performance between the top-ranked companies and the rest of the field, and catching up to them will be a tough task for any challenger. Beyond the top performers, however, the differences become less distinct, with numerous companies within striking distance of the dividing line between leaders and laggards.


In all, the top 100 are a mix of large, small, high-tech, low-tech, service, and manufacturing businesses from all over the world. A quarter of the top 100 companies are based outside the United States, which is consistent with the proportion of non-US. companies in the database. While some industries are better represented than others, new market leaders are found in nearly every one.


Covering the top 100 new market leaders, as well as the next one hundred highest-ranking companies, Exhibit 1 (at the end of the book) shows the rankings and other statistics by industry category. Sorting them geographically, Exhibit 2 provides a more detailed look at all of the non-US.-based companies that passed the market leadership bar.


In the final tally, some household names did not make the top 100 list. For example, Ford Motor Company, Philip Morris Companies Inc., AT&T Corp., and Eastman Kodak Company are not on the list because their market-value index fell short of their peers. The same is true for BP Amoco Plc, Hitachi, Ltd., and Credit Suisse Group.


Still, let me be clear about the companies omitted from the new market leader list. The exclusion of those just mentioned and others does not imply that they lack either vigor or competitive strength. On the contrary, many of them are fierce competitors with stellar track records. More than a few of their managers could make the case that, judged by other yardsticks, or against a differently composed peer group, their performances were, indeed, above average. Others will argue that investors failed to appreciate their companies’ true strengths, hence under-valued their stock. Whether or not we agree, it would be difficult to incorporate such opinions in an objective ranking of this kind.


A natural question to ask at this point is whether the volatility of stock prices undermines the integrity of the ranking approach. The qualified answer is that it does not. After tracking the market-value index for several years, I have found that rankings are not nearly as affected by stock market fluctuations as one might expect, and that market leadership has an enduring quality. In fact, eight out of my top 10 new market leaders also appeared on my top 10 list last year. One reason is that the stock market’s effect is muted by the stabilizing influence of the sales-growth index. Another factor is that comparing companies with their peers dampens the market’s gyrations. Just as all boats rise and fall with the tide, related stocks tend to move up and down in concert. The strongest companies will rise above the fray whether or not their particular industries happen to be in favor with investors.


The qualifier is that my ranking approach will factor in changes in a company’s outlook, as it should. Earnings surprises and other unforeseen corporate developments will inevitably affect share prices and either penalize or bolster the rankings of individual companies. Especially vulnerable are New Economy companies with embryonic business models that are operating in unsettled markets. Examples are Priceline.com and At Home Corporation, ranked 78 and 98, respectively, on my list. In the months following my most recent ranking, Priceline.com’s prospects evaporated, while At Home’s performance deteriorated seriously.


To illustrate how all of these factors interact, consider the stock market’s correction during the early months of 2000, when the Nasdaq combined index dropped 18 percent in value from January 3 to May 31, while the Dow Jones Industrial Average lost almost 7 percent. Among the companies to be hardest hit were Microsoft and the Procter & Gamble Company, both losing more than 40 percent of their market value. Microsoft’s peer group as a whole also took a beating, with the exception of Oracle Corporation, whose prospects improved. Microsoft, despite its antitrust difficulties, was able to hold on to its number 3 status, while Oracle moved up to number 8 from its former position of 21. P&G, on the other hand, tumbled down to 101 from its previous spot at 64, reflecting its weakened outlook relative to rivals.


Clearly, there are no guarantees that the top 100 will continue to command superior valuations in the stock market or that they will be able to sustain their above-average growth. But just as Olympic medalists will be favored in the next race, so are the new market leaders in theirs; current track records and momentum bode well for their future prospects.


Note


My original ranking of new market leaders was completed in May 2000. Since that time, the stock market bubble of the late 1990s has burst and economies around the world have run into adverse conditions. These setbacks have placed further pressure on the issues of customer scarcity and overcapacity, making the patterns described in this book all the more relevant.


To see how companies coped with the challenges, I ranked my database again in May 2002. (See Appendix Two for the update.) It did not surprise me to find that the vast majority of market leaders had maintained their momentum and market prominence. On the whole, they appeared to be robust performers: four out of five (79 percent) of the top 100 continued to outdistance their peers. Their market strategies and practices deserve our ongoing scrutiny.








CHAPTER 2
Where Do They Lead?


You know the names of the new market leaders. Now let’s look in greater detail at the ways in which the new market leaders distinguish themselves. In the graph below (Figure 2), the horizontal axis shows the six-year sales-growth index. Companies located on the right side of the axis grew more rapidly than their peers; those on the left lagged behind. The vertical axis represents the market-value index, that is, how investors value a company’s sales compared to the value assigned to the sales of comparable peers. The above-average performers are in the upper part of the picture, while laggards ended up in the lower part. The small dots represent the 5,009 companies in my database. To illustrate where the market leaders are located relative to others, I have placed on the graph some of the leaders as well as some laggards. The new market leaders, shown in bold type, excel on both yardsticks and are located in the top right sector.


The rarefied domain of the new market leaders actually includes 640 companies (13 percent of all companies in the database), but the ones that truly stand out are the top 100 new market leaders, including Cisco, General Electric, Yahoo!, and others identified on the graph. It is this extraordinary subset of new market leaders that commands our particular attention.





[image: image]


Figure 2. All 5,009 companies as of May 31, 2000





Another group worthy of note is in the bottom right quadrant of the graph, composing 22 percent of my database. The strong sales growth of these companies testifies to their customer appeal, but their lagging market-value index represents a challenge. On average, their annual return to investors was an unimpressive 13 percent. In a way, investors were saying, “Your sales are growing just fine, but why don’t you make more money with that customer franchise?” For example, General Motors’ latest 12-month sales of $181 billion were an impressive $43 billion higher than six years earlier, which means that it managed to grow at 2.6 times the pace of its peers. In spite of this accomplishment, its market-value index, at 0.5, trailed its peers. Dollar for dollar, the company’s customer franchise was valued at less than either DaimlerChrysler or Ford, even though it surpassed these rivals in sales. General Motors’ market value of $44 billion looked paltry compared with Toyota’s of $170 billion, the highest-ranking automotive company among the new market leaders.


Given that these companies had about the same net profit margins (3.2 percent of sales), why was Toyota worth more than four times as much as General Motors? Because at the time of the ranking, industry analysts predicted Toyota’s earnings would grow at 17 percent per year over the next several years, versus General Motors’ at 8 percent. Toyota’s valued customers were simply more valued. The implicit message to General Motors is that it must increase its earnings, not just its sales.


That same message applies to others in the lower right quadrant, including Utilicorp and CarMax. The latter had been revolutionizing car retailing, but left investors cold—probably because they couldn’t envision how the company would build a profitable business model for the future.


Moving to the top left quadrant of the graph, we find companies that are richly valued by investors even though their sales performance was not up to par. Their investors earned an average annual return of 21 percent. These companies, of which there are two types, made up 20 percent of my 5,009-company database and had sales growth as their primary challenge. First there are entrenched businesses, such as Ralston Purina and Rio Tinto. Rewarded with rich valuations by investors, these companies boasted net margins and profit growth that exceeded those of their rivals. Their challenge was to keep up with their peer group’s sales growth. Simply cashing in on a stagnant customer franchise is not a particularly promising strategy for the long run.


The other type of company in the top left quadrant is newer businesses with rich valuations that are based more on high hopes than on proven performance. Good examples are eBay, the online auction company, and Sycamore, a strong newcomer in the communications products area. Their imperative is to expand the footprint in their market and augment revenues aggressively, and in so doing to make it harder for rivals to lay claim to that space. They have the opportunity to convert the riches bestowed on them by investors into sales growth and a solid customer franchise.


Finally, we have the remaining 45 percent of companies, which reside in the lower left quadrant. Neither their sales growth nor their market-value index were up to par. Investors in these laggards had to settle for a paltry 7 percent annual return. For these companies there was not a remedy as clearly mandated as “Boost earnings” or “Grow faster.” Prescriptions can conflict with one another, especially when companies are seriously lagging in both performance dimensions. Let’s consider the plight of the Venator Group, Inc., a large retailer of athletic shoes, and compare it with that of Bradlees, Inc., a discount store operator. Venator decided to boost its financial performance by closing many of its marginal stores, which improved profit margins-but, logically, caused its sales to drop. Bradlees, on the other hand, was able to speed up its sagging sales growth during 1999, but this came at the expense of its financial performance, because promotions and other customer enticements cut into profits.
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