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Preface


OUR RESEARCH over the past three decades has led us to conclude that winning organizations:


	Have strategies encompassing well-aligned cultures as well as market and operating foci designed to deliver results and processquality (versus products and services) to important constituencies.

	Achieve results and process quality through the following:

	adherence to promoting relationships in what we call a value profit chain, one designed to foster customer, employee, partner, and investor loyalty, trust, commitment, and ownership.
reliance solely on those measurements and incentives that reflect primarily the means of achieving the strategy and, secondarily, the goals of the strategy.

	establishment of strong cultures (based on widely shared values) that foster adaptive behavior as well as the development of ideas and people.

	As a result, achieve superior “brand” franchises, encompassing all those things that contribute to an organization’s long-termstatus as the preferred seller, buyer, employer, neighbor, or place to invest.



This work, which was inspired by scholars we cited at the time, stimulated many other researchers to test our conclusions in a variety of business settings. More than 40 examples of this effort, all based on empirical research, are reviewed in Appendix A. All but two supply evidence supporting our conclusions concerning one or more of the links in the value profit chain. We believe we can provide possible explanations for the exceptions.

Ideas embodied in the value profit chain are regularly employed today by consulting organizations large and small. One of the most comprehensive of these efforts, supported by findings from detailed analyses of a large database of experience, is even touted as a “total blueprint for worldwide capital.”1

Our homework in support of value profit chain thinking began with the introduction of a new course, Management of Service Operations, into the Harvard Business School curriculum by Earl Sasser in 1972. This inspired other research that resulted in the publication of three books.2 The first of these essentially laid out the hypotheses that would later evolve into value profit chain concepts. The second examined ways in which these concepts were being applied to create what we called service breakthroughs. The last provided, through research in more than 200 large corporations, factual evidence about the kinds of strong corporate cultures that did—and did not—support outstanding long-term performance.

The work continued with the publication of a Harvard Business Review article, “Putting the Service Profit Chain to Work,” in 1994 and a book that expanded on the theme.3 The article and the book presented evidence to support a set of relationships accounting for much of the corporate profitability and growth that we had been observing throughout a collective experience of nearly 100 years of teaching, consulting, and managing. It was intended to provide a fact-based roadmap for leaders of for-profit and not-for-profit service organizations wishing to upgrade the performance of their organizations, based on a pattern of experiences observed in the very best service organizations, ranging from Southwest Airlines (from shortly after its founding to the present) to the New York Police Department (under then-commissioner William Bratton).

Our goal was to set forth an organizing framework that was simple, workable, measurable, and memorable—all essential to effective implementation. The service profit chain and its related concepts served the purpose on all counts. It was so simple and intuitive that it has been labeled obvious by some of our critics, a label we regard as the ultimate compliment. In a sense, our goal was to provide a cookbook intended to demystify a number of overly complex management concepts, not unlike what Julia Child achieved in simplifying and providing wide access to the intricacies of French cooking in her writings and television programs.

Our past work, concentrated primarily in the service sector, raised more questions than it answered, among them the following: (1) Can these ideas that have worked well in greenfield start-ups provide the basis for transformational change in ongoing enterprises? (2) Can they be applied in manufacturing as well as service-providing firms? (3) Assuming the ideas are applicable, where does one start in introducing change into an existing large organization? (4) Regrettably, more recently, how do these ideas hold up in the face of a massive “discontinuity,” such as the terrorist attacks of September 11, 2001, or economic contractions associated with a recession? Over the past 5 years, we have had an opportunity to come up with responses to these questions, albeit responses that may lead to yet other questions.

Value is the uniting theme running throughout our recent observations and measurements and those of others. We are speaking here of value for all major constituents of an organization: its clients, its employees, its suppliers, its investors, and its communities, among others. This includes value for organizations that are manufacturers or service providers. It also includes value for important stakeholders in both for-profit and not-for-profit organizations.

The goals are to (1) maximize value in a web of relationships and (2) ensure that value is distributed in ways that are perceived as fair. Value improperly apportioned among important stakeholders leads to eventual failure, as so many Internet start-ups demonstrated in recent years. In an attempt to impress potential customers with free or nearly free goods and services, the start-ups, under the “get big fast” mantra, neglected value for many investors and employees. Unless value generates value for all important players in the chain, there is no fuel to drive the next cycle of the socioeconomic internal combustion engine.

It is easy to assume that everything is managed for value of some kind. Who wouldn’t attempt to achieve it? If this is the case, however, why are only a few organizations able to deliver on the promise and many more of their competitors unable to do so? Further, surprisingly few organizations are capable of completely rethinking their businesses. Fewer yet identify with any enthusiasm and creativity the core values that guide the enterprise. Finally, only a select circle of managers has the mind-set and skills to manage the change required. What can be done about this are issues to be addressed here.

We know much more now than we did only several years ago. For instance, we have learned that organizations achieving what is described earlier:


	Don’t have to trade off objectives of achieving low cost or a differentiated position in the minds of customers (somethingCollins and Porras in their landmark book, Built to Last, have labeled “avoiding the Tyranny of the OR, and embracing the Genius of the AND.”)4


	Know no bounds, either in terms of geography or organizational reach; they can organize and lead entire supply chains.

	Can achieve astounding size, encompassing a million employees or more.



We have also learned that the concepts set forth in The Service Profit Chain are not confined to the creation of greenfield organizations we have studied closely—the Southwest Airlines, the Cisco Systems, and the WalMarts—whose founders and leaders understood them (and continue to understand them) well. They can be employed in rethinking and remaking organizations—in managing organizationwide change, either under the pressure or in anticipation of crises, as we have seen in organizations as diverse as IBM, Alcoa, Office Depot, and the Willow Creek Community Church,5 or they can be employed to reenergize organizations to sustain outstanding performance, as at General Electric.

The last 20 years, beginning with the publication of Tom Peters’ and Robert Waterman’s book, In Search of Excellence, have produced a myriad of “roadmaps” for managers. A veritable blizzard of disparate ideas, such as economic value added, culture change, differentiation, the profit zone, customer relationship management, the value chain, knowledge transfer, supply chain management, and the balanced scorecard, confronts the thoughtful manager today. The intensity of interest in these ideas has been heightened by the speed with which organizations have experienced such phenomena as globalization, deregulation, and privatization. The technological advances leading to the so-called New Economy have given new emphasis to the need for speed in management decision-making and implementation. The turn of the century—ushered in with a visible increase in terrorism-inspired reflection on personal values, lifestyles, and work styles—is prompting much speculation about the nature of the twenty-first-century company. Without an organizing concept based on empirical research and fact, today’s leaders are faced with a daunting, somewhat confusing, ideologically biased, and potentially disruptive body of ideas. The value profit chain is just such an organizing concept. It provides the missing link between many of these management roadmaps.
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Introduction


SUCCESS DRIVEN AND SUSTAINED by value profit chain thinking starts with attention to what we call the “performance trinity,” comprising leadership and management, culture and values, and vision and strategy. The third of these elements is “hard” in character but the easiest to formulate. The real challenge is in the first two “soft” elements. The performance trinity is implemented in the context of a world of sociological, technical, regulatory, and economic change. While providing the starting point for sustainable change, it is also a backdrop for other value profit chain concepts. It is the foundation for achieving five value profit chain virtues—leverage, focus, fit, trust, and adaptability—leading to a sixth, value for customers, employees, partners, and investors. Of these, trust and adaptability result from winning cultures and values. Leverage, focus, and fit are largely achieved through vision (goals) and strategy (ways of achieving the goals), something we call the strategic value vision.

The strategic value vision targets customers for which value is to be created, primarily through the vehicle of a “value concept”—a business definition—based on results and the way they are to be attained (process quality), not products or services. The value concept is achieved with maximum benefit for customers, employees, partners, and investors through an operating strategy that seeks to leverage results over costs by means of such factors as organization, policies, processes, practices, measures, controls, and incentives. All this is supported by a value delivery system comprising elements of an organization’s infrastructure.

The virtues of leverage, focus, fit, trust, adaptability, and value are achieved through an array of levers. Foremost among these are information technology, knowledge transfer, supply chain management, value exchange, operating strategy, and such financial concepts as economic value added, all representing important elements of operating strategy in the strategic value vision. The relationships between elements of the performance trinity, value profit chain virtues, strategic value vision, and these levers are illustrated in Figure 1. The levers in turn fuel the value profit chain itself.

The value profit chain, core to sustaining outstanding performance, is shown in Figure 2. It is based on “value equations” for customers, employees, partners, and investors. For customers, the appropriate value equation is
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For employees, it is adapted to read:
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Similar adaptations are shown for partners and investors in Figure 2.

Important to this thinking, which is based on empirical research, is that elements of the cycle are self-reinforcing. Employee value leads to the satisfaction, loyalty, and productivity that produces customer value, satisfaction, loyalty, trust, and commitment. Satisfied, loyal, trusting, and committed customers are the primary driver of company growth and profitability, important determinants of investor value. Finally, the fruits of growth and profitability are reinvested in value for partners (suppliers, communities, and others), employees, customers, and investors.

Some of the best examples of value profit chain thinking are organizations that were established on the basis of many of these ideas. They include Southwest Airlines, Wal-Mart, the Vanguard Group of mutual funds, ServiceMaster, and Shouldice Hospital, organizations from which we have learned a great deal firsthand. What about leaders of organiza-tions that were not founded on these ideas, organizations seeking to be-come more than just merely good? How do they cut into these seemingly self-contained, self-reinforcing relationships? Where do they start in the process of developing sustainable performance excellence? How do those organizations achieving value profit chain excellence sustain their positions in a rapidly changing competitive environment?
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■ Figure 1 FACTORS IN VALUE PROFIT CHAIN SUCCESS
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■ Figure 2 THE VALUE PROFIT CHAIN

Further research as well as practical experience since our earliest writing suggests some very clear starting points. The few quantitative studies of cause and effect support practical experience and management intuition. Change begins with a leadership team capable of creating value for employees, among other factors centered around employees’ capability to deliver results to valued customers. It is driven by a reevaluation of culture and values just as importantly as it is by new visions or strategies. It is led, not merely managed.

In just the past few years, value profit chain concepts have been used as an underlying driver of change to one degree or another in a wide range of organizations, including Harrah’s Entertainment, Au Bon Pain, Taco Bell, Omnicom, AC Nielsen, Office Depot, Limited Brands, American Express, PNC, Continental Airlines, Sears, SYSCO, and Loomis Fargo in the United States. In other countries, the list includes British Airways, BUPA (in England), CEMEX (in Mexico), Swedbank (Sweden), the Bank of Ireland, and the Nova Rede division of Banco Comercial de Português.

■ Organization of the Book

We begin by revisiting the remarkable accomplishments of two organizations that have delivered value to customers, employees, partners, and investors for years—Wal-Mart Stores and the Vanguard Group of mutual funds. Both have risen to leadership positions in their respective industries by maintaining a strict adherence to value profit chain thinking. Because these organizations were based on value profit chain concepts from the outset of their development, we next turn to companies such as IBM that have more recently realized growing success through a transformation based on this kind of thinking.

The process of leading change requires either the presence or the creation of dissatisfaction with the status quo within an organization. Without this, the foes of change—stasis and equilibrium—continue to prevail. The second section of the book suggests ways leaders can disturb the equilibrium and develop such dissatisfaction, ways we have found useful in our work. The first of these, addressed in Chapter 3, is the estimation and communication of information about customer lifetime value, a process that often yields astounding information and a wake-up call to management to reduce customer defections. The second, the subject of Chapter 4, is an estimation and communication of employee value, a process that inevitably elevates the importance of retaining productive talent in an organization. Finally, in Chapter 5, we address ways of mobilizing for change by challenging strong, often nonadaptive, cultures. Here the experiences of James Kinnear, then president and CEO of Texaco Inc., are both remarkable and instructive.

Once awareness of the need for change has been created, it is important to turn to ways of engineering value profit change through superior models and processes for action. The starting point is a reengineering of the performance trinity. The experiences at Office Depot, the world’s largest office supply organization, suggest that there is a hierarchy within this trinity in which leadership and management first influence culture and values and then develop a vision and strategy, all of which have a high degree of “fit” with one another.

The final four chapters of this section deal with levers for change. Chapters 7 and 8 deal with two important stakeholders that drive performance, employees and customers. They argue that in working with employees we can learn a lot from insights about how to treat customers, as is the case in organizations as different as Cisco Systems and the Willow Creek Community Church. The reverse is also true, as we see in a subsidiary of one of the largest global providers of marketing communications and services. Chapter 9 concentrates on the long-term significance of a very simple but powerful concept, value exchange—what an organization gets for what it gives in relating to customers, employees, and others by utilizing the levers of information technology and knowledge transfer. Experiences at Capital One, a leading practitioner of the concept, help us understand how it must extend to all links in the value profit chain to be truly effective. Finally, Chapter 10 reviews other important levers for achieving value (leveraging results and process quality over cost) in the chain, utilizing what we have learned over 27 years of contact with Southwest Airlines, during which time we and our colleagues have prepared several case studies of the organization.

Once value is achieved for employees, customers, partners, and investors, the primary challenge is to cement the gains and sustain performance. This involves revisiting the core values, those shared beliefs that provide the heart of an organization’s culture, in ways illustrated by IBM, Johnson & Johnson, Cisco Systems, and others, our concern in Chapter 11. It argues for the development of measures and methods for recognizing performance on important dimensions of the value profit chain through balanced scorecard concepts, as illustrated by experiences at Mobil, Sears, and others that are described in Chapter 12. Next, performance can be “hardwired” by redefining the very purpose of an organization in terms of solutions, then guaranteeing their delivery to customers. Efforts at CEMEX (for ready-mix concrete), Intuit (personal financial software), and eBay (the “people’s” trading exchange), described in Chapter 13, provide important examples to suggest the potential in this concept.

The book concludes with the ultimate method for sustaining organizations that set the pace in their fields of activity over long periods of time through listening, learning, teaching, best practice, and knowledge transfer, all behaviors requiring enlightened leadership that is all too rare these days. Here, rich examples from the Omnicom Group, a global advertising and marketing communications firm, and GE help shed light on the complex set of efforts needed to make “the corporate brain” function effectively.

■ A Final Note

In the process of exploring the value profit chain we have learned something about what we still don’t know. Others have tested our ideas and discovered complexities in the relationships that we may not have described fully. We have been able to collect much more data and many more examples to suggest conditions in which the process of unlocking value in the value profit chain is particularly applicable.

Most important, we have become convinced that the thinking behind the value profit chain provides a basis for sorting and organizing the confusing array of ideas for managers being advanced today. It helps bring order out of chaos while providing a basis for benchmarking an organization against best practice on various dimensions of the chain, as suggested in the audit we have included as Appendix B to the book.

There has been a long-running debate about whether more value is created out of the formulation or implementation of strategy. A parallel debate has centered around strategy as primarily (1) a question of positioning an organization against competitive forces and the needs and relative power of important constituencies, or (2) a process of identifying and developing core competencies in capitalizing on a “position.” Neither of these is a particularly useful debate because strategy formulation means so many different things to different people—everything from defining a business to setting goals to doing deals—and because of the overlap in strategy formulation and implementation or positioning and core competencies. To the extent that successful implementation requires the proper definition of the business in the first place by means of what we call a strategic value vision, we discuss strategy formulation in this book.

However, you won’t find us telling stories about how a clever, all-seeing CEO was able to switch his company out of one business and into another. (Why is it that only CEOs are credited with doing this in the popular write-ups when in fact it requires leaders at all levels?) Instead our primary interest is in documenting, through both stories and empirically based research, ways in which value profit chain thinking can be used to lead change in existing businesses in ways that significantly increase value for customers, employees, shareholders, and others while moving them from the ranks of the “merely good” to those of business sector leaders.


PART I
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Achieving Value-Centered Change


MOST DECISIONS made by managers either destroy long-term value or don’t create any. This includes both tactical and strategic decisions, and it includes decisions made by well-meaning, intelligent, and even well-trained managers. It’s hard to believe this is the case in an era in which new concepts and how-to’s for planning, strategic development, and decision-making are trumpeted at a rate unknown in the past.

To be fair, most managers today don’t have a fighting chance to create value. They are often forced to plan, decide, and act without clear, coherent, or comprehensive roadmaps. They substitute goals for plans and strategies. They lose strategic focus in an effort to extend the reach of the organization, confusing products and services with results. Once the focus is lost, it becomes more difficult to know how (and even which) results are to be leveraged over costs, thereby resulting in misallocation of resources. They must operate without appropriate value-centered measures to tell them where they’ve been, what has worked well in creating value, and what is possible. Too often, they must move forward without agreed-on shared values that anchor a culture, itself an important element in a value-building strategy. As a result, they hire the wrong people for the wrong reasons, paying a frightful price not only in terms of lost time and progress, but in terms of strict limits on sustainable growth. Of course, to the extent that they are responsible for ensuring that this doesn’t happen, well-meaning managers are rightly held accountable for their own demise.

Some destroy value by failing to react to changes in the competitive, social, economic, or legal environment. Ironically, they are sometimes victims of their own past success. There is a strong temptation to resist significant change in a winning strategy.

Still others destroy value out of sheer greed and arrogance, as we witnessed in the recent fall of Enron. They are assisted in this process by inactive boards of directors who often provide insufficient oversight over accounting and other matters, as well as nonvocal shareholders who merely vote with their feet rather than hold management and directors accountable for their actions. They may parade their values in front of employees, but managers in these organizations are recognized whether or not they adhere to them. Fortunately, they represent a minority. In the process, however, they adversely impact customers and employees as well as investors, in fact all constituencies having anything to do with an organization.

There are significant exceptions. A handful of organizations have been created in recent years that are literally value-creating machines. It’s hard to believe, but many of them—FedEx, Cisco Systems, Home Depot, Microsoft, Wal-Mart, SAS, Vanguard Financial Services, and Southwest Airlines—all leaders in their respective industries, essentially are products of the last 30 years. They were built on elements of a value-centered framework that has stood the test of time. The concepts it encompasses are those underlying much of what we regard as success in today’s rapidly changing business environment. They work for constituencies both internal and external to the organization. They produce results for both nonprofit and for-profit enterprise, and they can stimulate a complete rethinking of the business, one that results in a new vision and mission.

These organizations were the product of people with both vision and the latitude to follow through on the vision. What about organizations that don’t have the luxury of starting from a blank page, those whose histories go back far beyond an era in which we’ve begun to make significant progress in understanding the true roots of value creation, or, in some cases, those saddled with the baggage of past mistakes? Here the task is much harder, but not impossible, as demonstrated by such organizations as IBM, Office Depot, and Texaco.




Chapter 1
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The Value Profit Chain


A HANDFUL OF ORGANIZATIONS have created extraordinary value for customers, employees, investors, and others. The way they’ve done it follows identifiable patterns. The remarkable thing is not how successful they’ve been. It is rather the fact that there are so few who’ve done it.

■ Advocate for the Investor


The Vanguard Group1 of mutual funds was founded on the premises that mutual fund investment managers (1) through their investment decisions destroy as much value for investors as they create and (2) through their behaviors destroy value for investors by running up high management fees, in part for their own enrichment. In response, its strategy, since its founding, has been to (1) avoid to the extent possible making investment decisions for its investors and (2) through a variety of policies and practices, minimize costs and management fees incurred by its mutual funds. The results have been nothing short of remarkable. They have been achieved by an organization that its founder, John Bogle, describes grandly as embodying “the majesty of simplicity in an empire of parsimony.”2

As an investor, if you check the management fees associated with various mutual funds, you will find that those of the Vanguard Group of mutual funds are invariably lower than the average for all others, in fact lower by a factor of 3 or 4, depending on the type of fund. On this score, there is no comparison. As a result, even though many of the Vanguard funds perform in the middle of the pack in terms of investment performance, comparatively low fees add so much to the compounded value of Vanguard’s customers’ holdings that they invariably are found near the top on this measure. It requires that an investor hold the fund long enough to reap the advantages of low costs. This is all right with Vanguard’s management; it doesn’t encourage short-term investors to invest in its mutual funds. In fact, it institutes various policies designed to discourage them from investing with Vanguard. This is part of a process by which Vanguard delivers superior value to the customers it seeks, at the same time growing at the fastest rate of any major mutual fund group in the industry over the past decade.

As you might imagine, Bogle, Vanguard’s first chairman and CEO, is not popular in the mutual fund industry. He has refused consistently to join the club of high-cost, high-fee competitors. As a result, it has been more than a decade since he was asked to address the industry’s top managers. The head of at least one high-profile competitor hasn’t spoken to him in years.

Vanguard’s rapid growth rate attests to the fact that it is perceived as delivering investment results to investors. With such low operating costs, however, one might assume that Vanguard’s service is compromised, or that employees display dissatisfaction with lower salaries, nonpalatial facilities, and the like. After all, they all must fly coach while in the company’s employ and forgo reserved parking spots, leased autos, and an executive dining room—unheard of in the world of financial services. In fact, Vanguard’s base compensation levels, although not published, are probably no greater than the industry average, but employee dissatisfaction and turnover are much lower. Why? Because the company also delivers high value to its employees by treating them with respect, rewarding them with substantial bonuses for saving money for investors, and providing a stable, positive working environment in a growing organization.

■ Agent for the Customer


A visit to the weekly management meeting at Wal-Mart Stores in Bentonville, Arkansas, is noteworthy in many ways.3 The first is probably the day and time, Saturday morning at 7:30. One reason for this is that Wal-Mart’s operating executives are thought to generate little value holed up in their offices all week. Hence, they spend nearly every week on the road from Monday morning through Thursday evening, reserving only Friday and Saturday morning for meetings in Bentonville.

The second thing a visitor notices is the size of the meeting room, filled with nearly a thousand people. The big room is necessary because of the relatively broad criteria for who may attend: members, their relatives, and invited friends of the Wal-Mart “family,” a word still used frequently in an organization that now includes more than a million employees and several million family members. Third is the circus-like atmosphere of the meeting, with “ringmaster” and since retired Chief Operating Officer Don Soderquist (who happened to be leading the meeting that one of us last observed) introducing vendors with new merchandise, interacting in a somewhat orchestrated fashion with selected guests in the audience, and leading the Wal-Mart cheer (one of several programmed during the morning). The cheer, at one point given by the latest graduating class of young management trainees from the the company’s Walton Institute—“Give me a W, give me an A, give me an L, give me a squiggly (with a roll of the hips) …”—culminates in the shouted question, “Who’s number one?” “THE CUSTOMER!”

Of even greater significance is that in the midst of this hoopla a great deal of information about the week’s, month’s, and year’s performance is communicated, decisions are actually made, and a visitor comes away from the meeting with a sense that there is truly a family spirit to the meeting. Both retired and active managers are in the room. Employees have brought their children and parents with them. Exchanges among audience members are encouraged along with questions put to senior executives gathered near the front of the auditorium. A meeting that one of us witnessed began with the introduction by Don Soderquist of a store manager we’ll call Bill Smith, manager of Wal-Mart store number 1038 located somewhere in Washington. Bill had been invited to the meeting with expenses (including a ride to and from Bentonville in a corporate aircraft) arranged by his regional manager so that his accomplishment of increasing soft goods sales by 20% over the previous 6 months could be recognized. As Bill stood up and reported his results, someone in another part of the auditorium requested a “roving” microphone to say, “Bill, I used to work with your dad, and I can tell you he wouldn’t be satisfied with a 20% increase.” Whereupon Bill replied, “I couldn’t agree more, Joe; this is just the beginning.” (A host provided assurance that the exchange between managers hadn’t been rehearsed.)

Maudlin as this behavior may sound, a sense of pride and belonging actually seems to pervade the group as it files from the room at the conclusion of the meeting, with knots of attendees remaining behind to exchange greetings and converse with one another, not unlike a congregation at the conclusion of a church service.

Perhaps the most telling clue to the continuing success of Wal-Mart is the massive tote board extending much of the way across one side of the large room. The board’s flashing lights report a huge updated number every second. What is it? Sales? Profits? Number of employees? It’s none of these. Instead, the number reports the amount of money saved for its customers by Wal-Mart during the year. The board is an icon of one of the organization’s most important core values, “serving as agent for the customer,” a core value that spurs Wal-Mart’s buyers to get the best value from their vendors, something done in the name of the customer, not the company. This helps explain why Wal-Mart’s vendors describe what its buyers are like in such terms as “tough,” “brutal,” and “demanding” (but also “fair”). When negotiating on behalf of customers—a selfless endeavor—buyers can be very tough and demanding.

When an organization serves as the agent for the customer, value pervades everything it does. For example, one of the things many people remember about a visit to a Wal-Mart store are the employees at the door, often senior citizens, who greet customers and bid them good-bye. Most customers regard this as a “nice touch” that doesn’t cost the company too much money. In fact, its greeters were placed there originally in part to save the company money in the form of reduced shoplifting. The idea originated from a 1980 visit to a Wal-Mart store in Crowley, Louisiana by erstwhile company founder Sam Walton and one of his senior executives, Tom Coughlan, when they were greeted by an elderly gentleman stationed at the door by the manager. According to Coughlan,

The store, it turned out, had had trouble with shoplifting, and its manager was an oldline merchant named Dan McAllister, who knew how to take care of his inventory. He didn’t want to intimidate the honest customers by posting a guard at the door, but he wanted to leave a clear message that if you came in and stole, someone was there who would see it.4

True, it’s unlikely that any of these elderly gentlemen and ladies could stop a shoplifter, but their mere presence at the door seems to have repaid their wages many times over. Thus, Wal-Mart enhances customers’ perceptions of its service while reducing its costs and enabling it to deliver merchandise at even lower prices.

Other shoppers may remember the Wal-Mart slogan, “Everyday Low Prices.” Again, a policy that appears designed primarily to deliver low prices to customers also produces lower costs for the company. By avoiding the sales peaks and reduced margins resulting from periodic price promotions, Wal-Mart is able to create regular flows of merchandise that save inventory carrying costs for both itself and its suppliers.

Wal-Mart works with its suppliers in other ways as well. Several major suppliers, such as Procter & Gamble and General Electric, have joint agreements under which sales and inventory information is exchanged on a constant basis, shipment is made in carload quantities to storage points maintained by the supplier, the transfer of ownership of shipments to Wal-Mart is delayed to the last possible moment, and payment for shipments is actuated instantaneously by suppliers at the point of transfer, thereby reducing the costs of accounts receivable for them. As a result, costs are minimized for Wal-Mart, its customers, and its suppliers.

What about employees? Surely they don’t work for Wal-Mart because of plush offices (relatively small spaces in a converted warehouse), high salaries and wages, or lavish perquisites. Although wages at Wal-Mart are not high, all employees are given an opportunity to participate in a plan offering ownership of the company’s stock. This perhaps explains the presence of a daily posting of Wal-Mart’s stock price in all of its stores, a reminder to both customers (many of whom are shareholders) and employees of the company’s performance. In some organizations, this emphasis on stock price could lead to short-term behavior or, even worse, a potential loss of savings. At Wal-Mart, it seemed to create a spur to better performance during a period of several years when the stock price plateaued. As a matter of fact, Wal-Mart has the lowest rate of turnover of its employees in the large general merchandise discount retail chain business.

This is a value-centered organization at work. Value is created for customers, to whom Wal-Mart directs its efforts. Value is created for the right kind of employee, those who place the sense of family that the organization tries to create ahead of high wages. Value is certainly created for investors (including many employees), who have received handsome total returns on their investments during most of Wal-Mart’s years as a publicly listed stock. Value is created for vendors, with whom Wal-Mart’s management has helped work out ways of preserving profitable relationships while reducing the prices charged the company for its merchandise.

In its pursuit of value, Wal-Mart has been criticized for destroying value in the communities it serves by putting small competitors out of business and sucking the life out of traditional downtown retail centers by locating its facilities where it can obtain the large tracts of land needed to accommodate 250,000-square-foot stores and the parking that they require. Others have argued that good retailers offering customized service and close relationships with customers have survived against Wal-Mart’s competition, that Wal-Mart makes good retailers better, that city centers were in a state of decline before the company’s arrival, and that Wal-Mart creates jobs to replace those lost by retailers unable to compete with it. The issue is one to which the company’s leadership is sensitive. It represents one more challenge to be addressed through the value creation process.

■ Important Concepts in the Search for Value


The search for value, what you get for what you pay, is the primary motivation for the actions of customers, employees, suppliers, and others with whom an organization interacts. It has spawned several generations of investors whose poster boy is Warren Buffett, chairman of Berkshire Hathaway, an investment company emphasizing value in all its investments. It has created an entire consulting “industry” around the concept of economic value added, and it is what most customers seek when purchasing goods and services. Value means many things to many people and is a highly subjective, personal matter, but its pursuit has fueled durable business success. It is both a driver and a reflection of several important phenomena that we are only beginning to understand and act on. We have characterized these phenomena previously in terms of several evolving concepts, concepts we now refer to as the strategic value vision, the value profit chain, and the customer value equation. The Vanguard and Wal-Mart experiences help us illustrate them in a quick of review of each.

THE STRATEGIC VALUE VISION


The strategic value vision is a framework for strategic planning based on several assumptions:


	People buy results and process quality (the way results are achieved), not products or services—something we term a valueconcept, very useful in forming a business definition.

	To know what results and process qualities are sought, targeted customers must be carefully delineated, in both demographic(age and income, for example) and psychographic (such as lifestyle, needs, and fears) terms. Just as important, an effortmust be made to describe customers that are not being targeted.

	The primary goal of an organization should be to leverage results and process quality over costs. This is achieved througha focused, internally consistent operating strategy comprising policies, procedures, organization, controls, incentives, andan organization culture designed to do just that.

	The operating strategy is supported by information systems (sometimes more popularly known in Internet-based retailing todayas “clicks”), locations, technology, and the “bricks and mortar” comprising a value delivery system.

	Value results from both market and operating focus. Through focus, both superior results for customers (often termed “differentiation”by scholars of strategy) and low costs can be achieved.


	The vision is applicable not only to customers but to employees and other important constituents of a firm as well.



The strategic value vision is illustrated diagrammatically for Vanguard and Wal-Mart in Figures 1-1 and 1-2, respectively.

Target Market  Vanguard seeks to deliver results for investors desiring long-term financial return and good service. At the same time, it typically shuns the establishment of mutual funds featuring highly volatile securities. It has, for example, been a pioneer in lower-risk funds such as those based on indexes of large numbers of stocks. This makes it particularly attractive for employers offering 401(k) workplace savings plans to employees. At the same it discourages another group of potential investors seeking higher returns (with commensurately higher risks). By invoking penalties for the rapid turnaround (purchase and sale) of mutual fund shares, Vanguard discourages the shortterm investor as well.

By locating its stores originally in secondary markets, including towns of 10,000 or even less, Wal-Mart was founded on relationships with non-urban customers. This has, of course, changed for reasons ranging from real estate to customer “mentality,” but Wal-Mart continues to shun the centers of large cities for its stores. Although it targets certain geographic markets through its locations, the store serves people with a wide range of incomes in every community in which it operates. The one thing they have in common is a search for value.

Value ConceptῠῠVanguard delivers results to customers measured, among other things, in total return on investment over longer periods of time, not just 1 or 2 years. At the same time, its emphasis on customer service is quite high. It does this under the motto “advocate for the investor.” Because the Vanguard Group is operated on a “mutualized” basis, its investors are also its owners, enjoying the dual benefit of value through their investments and through the much lower cost structure that results from not having internal expenses “marked up” by managers who have ownership stakes in the substantial profits they earn by managing their funds. It also provides its own employees “crew members” with stable, secure employment in a high-recognition, nonhierarchic working environment in which they can achieve above-average earnings for jobs in Vanguard’s suburban Philadelphia labor market.
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■ Figure 1-1 THE STRATEGIC VALUE VISION FOR THE VANGUARD GROUP
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■ Figure 1-2 THE STRATEGIC VALUE VISION FOR WAL-MART STORES, INC.



Wal-Mart’s formula for results for customers is, in the words of Sam Walton, nothing more than “a wide assortment of good quality merchandise; the lowest possible prices; guaranteed satisfaction with what you buy; friendly, knowledgeable service; convenient hours; free parking; a pleasant shopping experience.”5 It achieves this, in large part, by serving as an agent for the customer, a mission remarkably similar to that for the Vanguard Group. In a sense, however, Wal-Mart also serves as agent for the employee, offering stable employment in communities where it is not always available, variable hours (often on a part-time basis), a “familylike” culture, and opportunities for personal (and financial) growth. To its suppliers, it offers a large, steady source of demand not disrupted by promotional peaks and valleys, representing a good “base” customer on which other higher margin business with less dependable customers can be built. To its investors, it has represented one of the more stable long-term investments available among retailing organizations.

Operating Strategy  The ways in which Vanguard leverages value over cost embrace John Bogle’s philosophy, quoted earlier, of “the majesty of simplicity.”6 On the investment side, each fund has explicitly stated investment policies and precise performance measurement standards (against peer indexes of investment performance). Portfolios are broadly diversified and conservatively managed. In fact, to the extent possible, Vanguard avoids managing equity funds in-house that require investment decisions, preferring to outsource them, often at very low rates in exchange for the vast amounts of capital that Vanguard can deliver to outside fund managers. The objective is for its investors to achieve the largest possible share of the returns for an asset class across the market.

The other half of the process of delivering value to clients is frugality in the manner in which the organization goes about its business, as we have seen earlier. Roger Hallowell has attributed the extremely low operating expense ratios of the Vanguard funds to cost savings (representing 43% of the difference between Vanguard and the industry average) and the fact that Vanguard’s investors are its owners, thereby eliminating margins needed to deliver profits to noninvestor owners (representing the other 57% of the difference).7 The company’s product policy, known for featuring index funds, those whose portfolios are determined on a formula designed to emulate the performance of large groups of individual securities, minimizes the need for high-priced investment managers. By targeting long-term investors, Vanguard avoids the high turnover and tax costs associated with large numbers of transactions generated by investors who constantly alter their portfolios. These investors expect Vanguard to practice frugality, as exhibited by the number of complaints received by investors when they receive duplicate mailings of announcements or statements. According to one report, Bogle noted that even this expense irritated investors, commenting that “Vanguard shareholders cannot tolerate the idea of waste.”8

At Vanguard, the turnover of employees, members of the “crew,” is lower than industry averages. This is likely achieved more through a stated policy of “mutual respect” than through high salary and wage structures. Vanguard offers performance incentives, however, that enable employees to earn up to 30% of their annual compensation. The incentives are diametrically opposed to those in existence at most of Vanguard’s competitors. They reward results that produce favorable comparisons between Vanguard’s cost structure and returns delivered to investors (vs. increased profits or share of market) and those of its competitors. Given the company’s adherence to a mix of money market, bond, and stock funds featuring relatively conservative investment policies, it enjoys less pronounced fluctuations in assets under management, offering stable employment.

Wal-Mart’s leverage is achieved through the company’s immense buying power, which yields the lowest costs for merchandise of any category. This leverage has been used to foster supply chain partnerships with such major suppliers as Procter & Gamble and GE that have eliminated many steps in the supply chain through a sharing of information, an efficient allocation of responsibilities for various tasks and risks, and the creation and maintenance of high levels of trust between the partners.

It takes more than low cost to achieve the merchandise assortments desired by customers. This requires an intimate knowledge of buying preferences on the part of merchandising and other headquarters personnel. It helps explain why offices are so small; they are rarely occupied. Instead, a management job at headquarters is an invitation to 4 days of travel per week, time spent relating to customers and employees on the front line, a practice personified by the admonition to visiting executives to do something personally for at least one customer during every store visit. Wal-Mart’s Everyday Low Price policy is more than an effort to build an image of economy and value in the mind of the customer. It implies a policy of no or few “sales,” thereby providing little incentive to delay or speed up purchasing patterns. This reduces the need for poorly used, high-cost peak capacity in warehouses and improves the company’s “instock” merchandise performance record. It also eases supply problems with vendors, giving Wal-Mart yet another justification for lower prices on the goods it purchases.

The company’s culture, propagated by “nice” people, advocates competition and fun at all levels. Most of this activity, however, has a dual purpose, both to foster involvement in the Wal-Mart “family” and to boost sales. For example, headquarters executives regularly choose merchandise items that they will “sponsor” in sales contests implemented through cooperation by store managers. This requires that senior executives, who spend most of their time in the stores, maintain close contact with both customers and store management in an effort to get their “sponsored” items promoted and sold. Some might view this as wasted valuable time. As a result, however, Wal-Mart’s senior management maintains an unusual sensitivity to merchandising and store operating problems while enjoying a business-fostering competition. This may help explain Wal-Mart’s unusually low turnover rates in both frontline and management ranks, because employees become caught up in the excitement generated by the constant activity created by the contests and other events, getting to know management better than in most general merchandising organizations.

Note the large number of mutually reinforcing ideas and practices embodied in the operating strategies of both these organizations, as shown by the connecting links in Figures 1-1 and 1-2. The more numerous these relationships, the more internally consistent and focused we have found operating strategies to be.9

Value Delivery System  Value delivery systems for both these organizations support their strategies. Real estate and location decisions play a role. As mentioned earlier, Vanguard’s location in suburban Philadelphia helps it maintain economic compensation patterns. Its facilities are functional but not extravagant, thereby communicating to all employees the company’s main purpose, to deliver value to investors. Its information support systems, recently upgraded to state of the art for the industry, enable frontline service personnel to have immediate access to investor files sufficient to provide well-regarded service. The telephone system can be switched as needed to support Vanguard’s “Swiss Army” policy of training people at all levels to take customer service calls during particularly busy periods. Many investments in technology have been designed to lower waste and cost, such as the elimination of duplicate mailings to investors.

Similarly, Wal-Mart’s location of stores on the outskirts of cities and towns gives it a real estate cost advantage while providing space for the ample parking required by its highly mobile customers. Its inventory “smoothing” practices and rapid movement of merchandise across its well-designed distribution center shipping docks mean that it can operate with minimal distribution center capacity. These practices would be impossible without the operation of a “state-of-the-art” inventory system, one operated from one of the largest “data warehouses,” containing information about customer buying patterns, in existence today. A large company-operated truck fleet further contributes to both reduced cost and precise control over shipments. To connect members of its far-flung “family,” Wal-Mart for years has operated one of the most sophisticated in-house teleconferencing and broadcasting networks, one used constantly in communicating with people in its stores from its Bentonville headquarters. In addition, it operates an extensive fleet of aircraft to enable its managers to spend as much time as possible close to customers. High utilization is the watchword for all of these assets, and all are operated with a spirit of frugality characterized by the company’s spartan facilities, beginning with the CEO’s small, somewhat cluttered office.

THE VALUE PROFIT CHAIN

The value profit chain comprises a series of interrelated phenomena organized according to the following assumptions:


	Customer loyalty and commitment are the primary drivers of growth and profitability.

	Customer loyalty and commitment emanate from customer satisfaction compared to competition.

	Customer satisfaction results from the realization of high levels of value compared to competitors.

	Value is created by satisfied, committed, loyal, and productive employees. Its perception by customers (both internal andexternal to the organization), suppliers, and other important constituents of an organization is enhanced most by the satisfactionlevels of those employees in direct contact with constituents.

	Employee satisfaction results from several factors, the most important of which are the “fairness” of management; the qualityof one’s peers in the workplace; the opportunity for personal growth on the job; capability, the latitude within limits to deliver results to customers; levels of customer satisfaction achieved in customer-facing jobs(the so-called mirror effect); and monetary compensation, often in that order according to a number of studies of the phenomenon.It is at the heart of efforts to build the organizational capability to deliver both high value and low costs.

	Relationships between elements of the value profit chain are self-reinforcing. They can work for or against organizationalperformance.



When organizations get elements of the value profit chain right, the results are dramatic. For example, data describing how Vanguard and Wal-Mart rated against their major competitors on various value profit chain components in the year 2000 are shown in Figures 1-3 and 1-4, respectively.1 We review them by starting at the performance “source”—employee satisfaction, commitment, loyalty, and productivity—and working our way toward profit and growth.

[image: Image]

■ Figure 1-3 COMPETITIVE VALUE PROFIT CHAIN PERFORMANCE: THE VANGUARD GROUP VERSUS MAJOR MUTUAL FUND FAMILIES*

Employee Satisfaction, Commitment, Loyalty, and Productivity  The process starts with selection and continues with training, the development of support systems, and the implementation of measures and incentives for performance against organization goals.
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■ Figure 1-4 COMPETITIVE VALUE PROFIT CHAIN PERFORMANCE: WAL-MART STORES, INC. VERSUS DISCOUNT DEPARTMENT STORES*

At Vanguard, the effort centers around “crew members,” the 10,000 “honest-to-God, down-to-earth human beings, each with their own hopes and fears and financial goals” employed by the organization.1 People are selected first on their ability to treat everyone with respect in an organization with no management perquisites. Given Vanguard’s careful selection and training efforts as well as the effective support systems that it provides its frontline crew members, it is possible to increase their latitude to make decisions on behalf of clients. The rule is: “Do what’s right. If you’re not sure, ask your boss.”1 Recognition for individual effort is provided through the nonmonetary Award of Excellence, based on recommendations from peers. The organization’s Partnership Plan recognizes group performance by enrolling every employee as a partner on the first day of work, entitling the partner or “crew member” to share in the organization’s earnings, defined as a combination of (1) the difference between Vanguard’s expenses and the expenses that would prevail if its average expense ratio equaled those of its largest competitors and (2) the extra returns (net of any return shortfalls) earned for shareholders by its funds and portfolio managers.

As shown in Figure 1-3, Vanguard’s employee turnover rates, a significant measure of loyalty, are substantially below those of its major competitors in the industry. Commitment is not measured formally, but the large volume of letters received annually in the CEO’s office expressing commitment to the organization’s role as “advocate for the investor” and its simple Golden Rule-like primary core value of “respect for each individual” suggests its presence. This—in addition to the strategy to which Vanguard adheres in delivering value and the policies, practices, and processes it employs in implementing the strategy—accounts for much of the reason that Vanguard’s employee productivity is at least 30% higher than that of any major competitor and more than twice the industry average.
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Wal-Mart’s “family” of associates had grown to more than 1.2 million by the end of 2001. The primary criterion according to which associates are chosen is simply “niceness.” Nice people are then trained in “the Wal-Mart way” by the company’s experienced managers. This ranges from various aspects of the physical job to be done to ways of greeting and treating customers. A particular emphasis is then placed on the recognition of associates by their managers, with a constant effort made to maintain associate commitment through the extensive sharing of store-level performance data, daily meetings to discuss matters needing attention, and instore contests and awards. Wages for Wal-Mart’s store managers and associates are only on par with those for comparable organizations, but everyone is eligible for a stock purchase plan that enables them to buy Wal-Mart at a 15% discount to market. Roughly 50% of all associates do so. The appreciation in the stock has accounted for much of the wealth found throughout the organization. These are among the contributors to Wal-Mart’s unusually high associate satisfaction, commitment, loyalty, and productivity, even as the company has moved into larger markets, with more than half its stores now in nonrural markets.

The results? At Wal-Mart, productivity, as measured by sales per employee or by square foot of operating space, outstrips discount superstore competitors significantly, by up to 20% more than its nearest competitor, as shown in Figure 1-4. It is a factor in Wal-Mart’s superior productivity in its use of space, typically 30% greater than its nearest competitor, a critical factor in explaining its performance in an industry with huge fixed costs tied up in retail “bricks.” Both these figures are in part products of the organization’s lower employee turnover rates, as measured against the industry, at both the store manager and frontline employee levels.

Customer Satisfaction and Loyalty  Vanguard’s goal of high long-term return to investors requires a high degree of investor loyalty if the goal is to be achieved. Its other goal of good, dependable customer service is intended to help the organization achieve the first goal. Together, they have produced outstanding results, as shown in Figure 1-3. U.S. Securities and Exchange Commission data, collected regularly for all financial institutions, indicates that Vanguard’s performance complaints from clients (per billion dollars of assets) are about half those of its nearest competitor, the Fidelity Group, and lower than that of other fund groups by several orders of magnitude. Similarly, complaints about service are a fraction of those of its nearest competitor. Judging from the money flowing into and out of fund groups in recent years, it appears that Vanguard’s investors are much more loyal as well.

Wal-Mart typically has ranked at or near the top of ratings by the Consumer Reports survey of customers’ perceptions of value and sales help for various discount department stores and mass merchandisers.1 Individual surveys conducted by independent researchers from time to time have tended to confirm these findings.1 Consumer-unaided feedback to the organization is more frequent and generally more positive than that for its major competitors, according to data compiled by PlanetFeedback, a market monitoring organization.1 The organization operated in many communities without serious competition for many years, but that has changed. Despite growing competition, Wal-Mart has been able to maintain relatively high levels of sales per associate and per square foot of store space, admittedly a poor but nevertheless suggestive measure of the organization’s ability to retain its customers’ loyalty.

Growth and Profitability  Given what Vanguard has achieved on other dimensions of the value profit chain, it should be no surprise that its growth rate has been the highest among large fund groups in recent years, as shown in Figure 1-3. Because the organization is operated on a mutual basis, with investors as owners, profitability might be thought of as a concept foreign to Vanguard. In fact, however, it has real meaning, because it is used to calculate bonuses for crew members. It is based, in part, on the improvement in the difference between ratios of expenses to funds under management between Vanguard and its competitors. On this basis, Vanguard’s expenses declined by 10 to 60%, depending on the class of assets, between 1985 and 2000. Those of the industry as a whole increased from 15 to 30% over the same period of time. This performance has yielded Vanguard’s crew members substantial annual bonuses during this entire period.
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