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Introduction



—Michael Dell, on Compaq’s acquisition of Digital Equipment Corporation


“I gotta believe these guys handed us a huge gift.”


Dell Computer Corporation is firing on all cylinders. Through a series of simultaneous strategic sales, marketing, and operational attacks, coupled with strategic alliances and a thoughtfully deliberated acquisition, Michael Dell is crushing his fiercest competition. Dell knows the rapidly consolidating computer industry is not only teeming with land mines for the unwary, but is also swimming in a wealth of strategic opportunities like no other time in its history. Dell is capitalizing on merger chaos to create record-breaking revenue and profits.


THE RACE FOR NUMBER ONE


Leaping ahead of direct market competitors by stealing their market share and profitability has long been the most deeply imbedded motivation of most firms. However, hitting that highest goal is rare. The vast majority of firms flounder as also-rans, locked into the competitive pack with many others. The business media continually spotlight supposed market leaders—yet, only for the most unique, insightful, talented, and driven companies (like Dell) will the crown of “industry leader” become truly a reality. There can be only one market leader at any one point in time—so how can you turn the tables and become that front-runner if your firm is locked into the crowded pack of followers? Ironically, today’s continuous record-breaking levels of mergers and acquisitions present your firm with an astonishing new wealth of opportunities to break away from competitors like no other time in business history. For your firm to win in the consolidating world, you must not miss the chance to exploit this abundance of opportunities.


This book gives your team six key strategies that provide a powerful framework for your company to race past competitors during tidal waves of global acquisitions. By executing the right combination of strategies both to capitalize on the merger chaos of competitors and to thrust your own firm forward, your firm can outpace its industry to win in today’s fast consolidating world.


Like a rocket freeing itself from the earth’s gravitational pull, becoming number one in today’s global business is certainly difficult, complex, and fast-changing. Yet, your strategies must also diminish the gravitational pull created by the competition that keeps your firm locked into the pack. Only through the simultaneous combination of your firm’s strategic thrust and operational speed, and the successful weakening of your competitors’ grasp can you vault into the lead and then sustain your escape velocity. When you exploit competitors, you gain extra fuel to propel your escape. If you don’t, you may well become fuel for their escape.


In 1998, Dell took full advantage of merger chaos and distractions at its direct competitor Compaq Computer Corp., which was struggling to digest Digital Equipment Corp. Michael Dell expressed his delight about the Compaq/Digital merger: “I gotta believe these guys handed us a huge gift.” Dell understood the absolute necessity of looking at his industry with a broad sweeping view in order to understand and take full advantage of this new strategic offering Compaq had placed at his doorstep. The typical merger or acquisition creates years of distractions and derails the strategic and operational focus of the combining companies. Dell knew the Compaq/Digital marriage would be no exception. He had to strike quickly to exploit Compaq’s merger distraction. Dell launched a barrage of marketing and sales attacks that took dead aim at Compaq’s market-leading position, especially in the lucrative business PC market.
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Source: Yahoo!Finance


Note: Weekly closing prices reflect the total accumulated value of one share held on 12/1/97


In order to capture giant corporate customers from IBM, Compaq believed it must fully integrate all of Digital, a once-great company that had lost market share to more nimble competitors and struggled to barely break even in 1997. This was a grave mistake. Just as countless other acquiring firms have learned, the integration proved to be far more difficult and distracting than Compaq had anticipated. Within just five months Dell had pulled into a dead heat with Compaq as the number one U.S. PC maker. Compaq’s 1998 second quarter domestic growth rate was 11 percent while Dell registered a stunning 72 percent jump. By the end of 1998 the effect of Dell’s non-merger strategy in the hypercompetitive PC market was clear. Dell’s strategic prowess helped it sprint ahead of Compaq and all other competitors as the vendor of choice in the important business PC market. Their 1998 stock value increased a jaw-dropping 248.5 percent, as sales and profits increased 53 percent and 56 percent, respectively. In just over one year, Dell would be crowned the outright PC leader in the entire world.


Michael Dell’s initial assessment of the Compaq/Digital merger as a “huge gift” was perfectly described. Compaq’s board showed their disappointment at the mismanaged merger and the resulting 71 percent drop in operating profits in 1998, and rightfully held Compaq managers accountable. Top executives, including CEO Eckhard Pfeiffer, each saw their 1998 stock option bonuses cut by at least 50 percent. Soon after, Pfeiffer was terminated, with no new CEO appointed.


However, Michael Dell knew that no single strategy would allow his own company to sustain its dominance over the crowded PC manufacturers’ market. In a stunning press release, Dell announced it would buy $16 billion of PC components from rival IBM in the years from 1999 to 2005. The logic of such a deal with a direct competitor may seem baffling at first. But consider each firm’s industry-leading strengths. IBM has a computer technology R&D machine that is second to none and has the largest portfolio of patents of any company in the computer industry. Dell owns the industry standard business model for supply chain efficiency. Dell wins because they gained access to IBM’s vast R&D machine. IBM wins because they become the key parts provider to the fastest growing computer company in the world.


Michael Dell and IBM CEO Louis Gerstner forged this cooperation strategy because they saw it as a way to quickly leverage and fully utilize both firms’ strengths. Gerstner, like Dell, also saw that PCs were becoming more and more commodity-like with quickly shrinking profit margins and forecasts for only single digit growth. Many other firms would have looked at a merger or acquisition as the only avenue for direct competitors to work together. But Dell and Gerstner both knew that quickly teaming up without using a merger to leverage their two organizations’ unique resources and greatest strengths would give both firms better long-term financial returns. By October 1999, they signed yet another seven-year deal for IBM to provide Dell with high-end corporate computer services and networks that use Unix, not Microsoft’s Windows NT. “This is the nail in the coffin for somebody like Compaq,” said U.S. Bancorp Piper Jaffray analyst Ashok Kumar. “It completely neutralizes Compaq’s DEC acquisition.”


There were 2,900 technology-related U.S. mergers in the first six months of 1999 alone, nearly double the 1998 rate. Michael Dell knows his opportunities were there for easy taking. The attacks on Compaq and the deals with IBM, in fact, were just the start. Because Dell’s supply chain management and PC assembly expertise far exceed that of its industry competitors, Michael Dell would be short-sighted if he did not position his company to expand its range of offerings far beyond the PC. As a final assembler of electronic subassemblies, no firm is better than Dell. It is not hard to imagine a much longer-term alliance with IBM—one where Dell becomes the assembly, distribution, and marketing ally of the industry’s flagship R&D firm.


Additionally, just two days before the first IBM announcement, Dell opened its Gigabyte.com Internet retail store and began selling over thirty thousand different electronic products through its Web site. But Michael Dell wasn’t finished in his quest to create long-term sustained market advantages. Dell joined forces with other top technology firms Microsoft Corp., Lycos Inc., and Excite At Home Corp. to pool their vast resources and market reach to directly attack the Internet auction market lead by eBay Inc. Along with the on-line auction experts at start-up Fairmarket, Inc., this top-shelf alliance was the first serious threat to eBay’s huge market dominance in the Internet auction industry.


And finally, in September 1999 Dell announced its very first acquisition, buying ConvergeNet Technologies, Inc. The acquisition gave Dell a critical server-based data storage technology that works with a variety of operating systems, from Microsoft Windows to Unix to Linux. Dell’s servers could then work with any other server made by competing manufacturers. This key technology developed by ConvergeNet was critical to the flexibility and user friendliness of Dell’s servers. The acquisition was not done without vast amounts of research and careful planning. The ConvergeNet addition perfectly filled a technology gap in Dell’s exploding server business.


Dell now stands firmly at a critical high-tech intersection. It is poised to grow through its assembly skill, its distribution skill, and its broad marketing skill. One fact is becoming clear, however—Dell is no longer just about PCs. Only time will tell what will ultimately unfold from the creative mind—and the creative team—of Michael Dell as he leads his company with a sweeping collection of strategies. Dell’s skilled execution of its own consolidation strategies coupled with the simultaneous exploitation of Dell’s combining competitors will fuel its continued escape from the crowd.


THE NEW PANORAMIC PERSPECTIVE


For decades, most business strategy has focused on static models—snapshots of firms or industries at one moment in time. This book is entirely different because it uses today’s massive worldwide convergence of industries and markets as a continually changing competitive arena with a never-ending bounty of strategic opportunities. In order for you to best utilize and fully exploit the strategies and tools we present in here, you must first understand and embrace a new panoramic view of business dynamics in today’s rapidly converging industries. Like Michael Dell, you can achieve true market leadership—not only by exploiting the vulnerabilities of merging competitors, but also by identifying, enhancing, and sustaining each of your key competitive advantages, while continually leveraging your firm’s growth off the resources of others.


Imagine viewing the entire world and its competitive business landscape simultaneously through the strongest telescope and the most powerful microscope. With this capability, you can broadly see the competitive, strategic, operational, and information links between firms throughout the world. You can see how industries overlap and converge. You can recognize the new business application opportunities created by the invention of new technologies and reapplications of existing ones. You see companies in the process of reinventing themselves to meet changing economic and competitive threats.


But it is also vital for you to see in minute detail the dynamic interworkings of the most successful businesses throughout the world, as well as the greatest causes of failures. You must see simultaneously the key strengths and many weaknesses in both your firm and your competitors. The panoramic perspective allows you to understand the myriad of distractions companies encounter during merger or acquisition integration. You can witness the fear and anxiety of employees at the announcement that their company has been sold to a competitor. You learn the causes of clashing cultures and the daily battle between business practices as two companies struggle to find some order during their merger of “equals.”


This book’s view of many industries’ forced convergence is sweeping and comprehensive, but exacting and detailed at the same time. Because today’s global business landscape changes constantly, it is critical that you put the world under constant surveillance using this panoramic outlook. Only then can you outpace competitors during the rampant consolidation taking place in countless industries. In short, only your team’s constant vigilance over competitors’threats and vulnerabilities can enable your firm to achieve and sustain its continued competitive advantages.


MERGER MANIA, MERGER FAILURE


In 1999, world-wide merger volume jumped 36 percent to $3.4 trillion, racing forward at a stunning $1.6 billion per business hour. U.S. merger volume rose to a record $1.75 trillion while Europe exploded more than doubling to $1.23 trillion, capped by Vodaphone Airtouch’s $181 billion hostile takeover of Mannesmann, the largest in history. Since 1992, every year has rewritten the record for merger volume. U.S. volume totaled $6.5 trillion in the 1990s. More than half this volume occurred in 1998 and 1999 alone. Only time will tell when the current global consolidation run will lose steam, but it will not happen anytime soon.


By January 2000, it was clear to see the M&A steamroller was still pushing forward. America Online announced the biggest acquisition in U.S. history—initially valued at $183 billion—of media and cable giant Time Warner. Just a few days later, Europe’s Glaxo Wellcome and SmithKline Beecham announced their $76 billion merger, creating the world’s largest drug company. Soon after, Pfizer won a takeover battle against American Home Products, winning the right to acquire Warner-Lambert for $93.4 billion, creating a pharmaceutical giant valued at over $230 billion. (See Appendices A and B for a summary of U.S. and global transactions by size and trend.)


In fact, although companies in all industries are joining together at ever increasing record rates, the sobering reality is that only about 20 percent of all mergers and acquisitions really succeed. Most mergers typically erode shareholder wealth, create years of chaos, fear, and turmoil for their employees, and take a medley of missteps to perfectly position themselves to lose the battle against their direct market competitors.
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Source: Securities Data Company


While mergers are the largest capital expenditures most companies ever make, they are frequently the worst planned and executed business activities of all. According to McKinsey & Co., nearly 80 percent of all mergers fail to recover the costs incurred in the deal. Fully half result in reduced productivity, profits, or both. Warren Hellman, former head of Lehman Brothers, stated, “So many mergers fail to deliver what they promise that there should be a presumption of failure. The burden of proof should be on showing that anything really good is likely to come out of one.” The latest tidal wave of merger activity is doing exactly what past tidal waves have done—hide the cold, hard reality that most mergers fail to achieve any real financial returns. However, for your company, armed with our six strategies to profit from both competitors’ and your own consolidations, this huge global merger failure rate becomes a very exciting discovery.


A Long History of Merger Failure


Merger failure is not a recent phenomenon nor is it a single isolated measurement at one moment in time. A continuing pattern of merger and acquisition failures has been well-documented since 1950. (See Appendix C for a comprehensive list of merger and acquisition studies conducted from 1950 to 1999.) Warren Hellman made a courageous statement. He has absolutely nothing to gain by departing from the investment banking community and laying out the cards face up on the table for all to see. When you contemplate joining the M&A game you should heed his words—they provide an absolute truth from an expert who is positioned to know the truth.


But like the teenager who is oblivious to the proven accident rates of teenage drivers, most firms jump naively into the merger fray with little or no understanding of what troubles lie hidden in their future. (See Appendix D to learn about the array of forces driving consolidation.) Traditional wisdom states, “Eat or be eaten, or hide your head in the sand and hope for the best.” This reflects a totally inadequate view of the vast array of strategic opportunities offered up during waves of massive consolidation. Traditional wisdom’s assessment of the very high positive value of mergers and acquisitions is also extremely dangerous for the firm that embraces it, because it usually results in deep disappointments and may well drag that company down into financial ruin.


Warren Buffett stated that firms adopt the irresistible urge to buy a company because everyone else is doing it. This herd mentality can lead the most successful and well-intentioned firms down a path to corporate destruction.


Merger mania is dangerous for at least three reasons. First, it hides true merger failure rates and promotes squandering of valuable corporate and human resources. Second, it causes tunnel vision that diverts most managers from the real strategic opportunities their firms have to beat the competition. Your firm’s nonmerger strategies and other alternatives are often far better ways to gain advantages over your rivals that blindly jump into the M&A game.


Third, no firm is exempt from the impact of the changing competitive landscape resulting from massive consolidation. Even if your industry is not consolidating, the impact of mergers, acquisitions, joint ventures, and strategic alliances in other industries—which may be closely related or seem only vaguely related to yours—may create a devastating, entirely new competitive threat to your business.
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The very high rate of merger failure creates the foundation for our six strategies and our panoramic view. Your team must understand the chaos, turmoil, distractions, and financial failure created in the typical merger situation—they provide the critical imperative that your team must do very careful preplanning and precision execution in your own acquisitions, mergers, or merger alternatives, if they are to have a chance of success. Only when you clearly understand the devastating impact of merger failure can you see the gold mine of strategic opportunities available to capitalize on the chaos of your merging competitors.
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The most beautiful diamonds are cut in an intricate pattern of multiple facets. Under a spotlight, each facet plays upon every other to create the most radiance. The gem cutter’s expertise shines through when the design is perfectly planned and the facets skillfully cut to elicit the utmost light and brilliance from the stone. Strong business leaders in the consolidating world are much like the expert diamond cutter. Managers must understand the multifaceted nature of their competitive arena and craft strategic and operational plans to create the best chance of success for the business and wealth for shareholders. They must be able to see facets their competitors ignore. They must be armed with an array of tools and use them in the proper combination to capture the vast opportunities served up by the consolidating world.


A CRUCIAL CAUSE OF MERGER FAILURE


According to a Boston Consulting Group study, many firms fail to do adequate pre-merger integration planning.1 They found that eight of ten acquiring companies do no pre-merger planning or analysis of the target company’s business practices, staff, skills, structure or organization design, sources of core competencies, and its range of tangible and intangible resources for growth. Most mergers underperform because top managers fail to consider the specific steps required to integrate an acquisition into their company or analyze how they will maximize their joint potential. You don’t need to dig too deep to uncover an eerie correlation between the 80 percent of firms who do no pre-merger planning and the almost 80 percent of mergers that fail to meet their minimal financial goals.


Rampant merger failure presents your firm with a new wealth of strategic opportunities. Our strategies are your key to achieve and maintain your escape from the swarm of direct market competitors. These six strategies will enable your firm to profit from all consolidation—both yours and your competitors’.


STRATEGY 1: THE MAGNET STRATEGY


Poorly planned and badly executed merger integration creates fear, anger, and uncertainty among employees and managers. Employees of the acquired firm often feel they’ve been sold out. They need someone to want them and to reestablish a trusting bond. This someone can be a strong competitor firm like yours which is not involved in merger mania.


Your firm can use the magnet strategy to attract a merging competitor’s top talent who are often so anxious to flee their company’s merger chaos, they may actively seek out your team. This strategy generates key additional human and intellectual resources that give you the ability to stride ahead while simultaneously hollowing out the talent pool of competitor firms, pushing them further back into the pack.


For example, in late 1998, just after Deutsche Bank’s chairman Rolf Breuer boldly announced, “There will be no autonomy” for its Banker’s Trust/Alex Brown acquisition, many acquired employees used this suffocating statement as their rallying cry to escape the merger chaos. They ran into the arms of welcoming competitors, including Credit Suisse First Boston, Tucker Anthony Inc., and T. Rowe Price. Six out of eleven of BT Alex Brown’s highest ranking executives, along with entire branch offices and practice groups, were easily recruited away by direct competitors.


The magnet strategy creates a double win—your competitor is weakened at the same time your firm gains strength. Drawing highly capable people directly from your merging competitors is a much more powerful win. In fact, even a start-up company can be staffed directly from the talent pools of competitor firms mired in merger chaos.


In Chapter 2, we show how huge firms like Procter & Gamble, General Electric, and Citigroup, along with small firms like Houston Community Bank and Sassaby, Inc., can either use or fall victim to the magnet strategy. Houston Community Bank increased its business by 33 percent in just one year using the magnet strategy—all at the expense of larger banks in the midst of merger chaos.


STRATEGY 2: ATTACK WHILE COMPETITORS ARE DISTRACTED


Another vital non-merger strategy firms can use to beat their merging competitors is to time strategic attacks against them precisely when those firms are most vulnerable—when they are floundering in the chaos of merger or acquisition integration. Most merging companies lose their ability even to see—much less to respond to—another firm’s sudden strategic attack against their business. Such well-timed attacks on stalled mergers can steal market share, customers, suppliers, distributors, and alliance partners, transferring critical velocity directly to your company. While Boeing was struggling in near total chaos with its McDonnell Douglas acquisition, Europe’s Airbus Industrie quickly attacked Boeing’s huge market share. Within twenty-four months Airbus completely reversed the market dominance in this worldwide duopoly. When Boeing bought McDonnell Douglas, it owned 65 percent of the entire commercial aircraft market. In the first six months of 1999, the attacks on Boeing’s leadership position allowed Airbus to capture 66 percent of all orders in the world.


The difficult work of merger integration can be all-consuming, and the normal tendency in combining firms is to lose at least part of their external vision because they are forced to focus inward on immediate acquisition or integration problems. Just as in war, your corporate attacks are most effective when the enemy isn’t looking, is distracted, or can’t respond. As demonstrated in the Introduction, a great portion of Dell Computer’s recent overwhelming success has come directly at the expense of Compaq, as that firm struggles to digest Digital Equipment Corp.


In Chapter 3, we look at how many firms, including Airbus, Pepsi-Co, Wal-Mart, and Burlington Northern Santa Fe, have used precisely timed strategic attacks to gain critical velocity needed to outrun competitors paralyzed in merger turmoil.


STRATEGY 3: JUMP START VITAL INTERNAL CHANGE


Your team must use the threatened mergers by your direct competitors to jump-start major change inside your firm. Often, there is no more powerful force to drive your entire company’s vital update and transformation than a direct competitor’s merger announcement. This strategy is specifically designed to power your firm’s forward momentum by maximizing your own team’s current internal resources, talents, and motivation. For example, AT&T’s new CEO Michael Armstrong used the powerful direct threat created by the mega-merger of MCI and WorldCom as a catalyst to energize AT&T into action like no other time in the company’s history. The entire organization attacked out-of-control costs, eliminating $5 billion per year of unnecessary expense. This allowed AT&T to free up huge cash flow for many major global initiatives, including joint ventures, acquisitions, and technology upgrades.


Chapter 4 shows how the remarkable transformation at corporate giants Ford, AT&T, Honda, and Toyota was triggered by the threat created by combining competitors. These companies propelled themselves into market-leading positions in market share, profit, or shareholder wealth by jump starting critical internal changes.


STRATEGY 4: MERGER ALTERNATIVES


Your firm’s joint ventures, strategic alliances, franchising, and licensing agreements often multiply your potential universe of resources by leveraging those of all your partners. These key coventures quickly help your firm to accelerate its forward momentum because many different agreements can be entered into simultaneously. The benefits from such partnerships are often derived much faster, cheaper, easier, more profitably, and without the debilitating conflict and turmoil when compared to a typical merger or acquisition. Microsoft’s huge dominance over Apple Computer was a direct result of Microsoft’s ability—and Apple’s inability or unwillingness—to forge a massive network of joint ventures and licensing agreements.


In most mergers the acquiring firm buys the equivalent of a six-foot-long sandwich which contains certain desired items, but also numerous undesired items which either must be sold off, carried at a loss, or thrown away. These undesired parts of the acquired company may confuse the buying organization and distract top management attention. More important, these non-core, largely extraneous parts often force the acquirer to bid an excessively expensive price for the acquisition, not because they ever wanted to buy those pieces, but because those pieces are deemed to have a current market value to other potential bidders. In contrast, most strategic alliances, joint ventures, or licensing deals are focused only on the needed pieces of the business. They normally do not require expensive investment bankers, are negotiated directly by the two companies, and do not involve extraneous items or non-core businesses, nor the payment of exorbitant acquisition control price premiums. Firms can “cherry pick” desired items and specifically exclude others in order to build a mutual competitive advantage.


In Chapter 5, we explore the merger alternative strategies that have propelled many firms into market leadership, including Microsoft, Motorola,NEC, and the members of the giant global airline Star Alliance.


STRATEGY 5: FAST-TRACK MERGER INTEGRATION


No manager has ever overestimated the difficulty of integrating two companies. Merger integration is so very difficult because you only get one chance to do it right. There are no test runs. By streamlining and accelerating the process, you minimize the loss of key managers and skilled technicians, the erosion of morale, and the likelihood of merger chaos. When your firm executes a fast-track, well-planned merger integration, you multiply its chance of success when compared to the typical merging firm. Your team’s critical forward momentum will be accelerated through a planned fast-track integration, allowing a faster escape from the grasp of market competitors. General Electric’s market leadership in all areas of its business and stratospheric $500 billion market value have been a direct result of successful integration of over six hundred acquisitions during the watch of CEO Jack Welch. Through its comprehensive strategy of lightning-quick acquisitions, Cisco Systems surpassed Microsoft to become the world’s most valuable company in March of 2000. Both Cisco and GE created fast-track integration processes which they both continually improve as a corporate core competency that allows them to stay ahead of their competitors. Many firms are now copying their merger models.


Fast-track integration directly attacks two key reasons for merger failure. First, they are often entered into with no clear plan for how to best integrate the people, systems, and operations of the two firms. Second, most merger integrations take far too long. And the longer they take, the more nonproductive energy the combined organization uses up, the higher most workers’ uncertainty, the greater the distraction of top leaders’ attention from productive work, and the greater the probability of failure. Merger failure guarantees a huge additional gravitational force bearing down upon your firm, preventing forward momentum and profitability.
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