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More Praise for When Growth Stalls

“This is a must-read for all business leaders. Steve McKee offers real-world examples and insight into why growth stalls, and tells how to overcome the pitfalls that cause it. I couldn’t put this book down.”

 

—Todd Parent, founder and CEO, Extreme Pizza

 

“Steve McKee brings focused insights and keen observations to bear against a business leader’s greatest fear. When Growth Stalls is the field manual for those facing the challenge of getting things back on track.”

—Tom McLoughlin, vice president of marketing, 
The Scotts Miracle-Gro Company

 

“Any business leader planning on sustaining growth for the long term should read this book. It’s inevitable that you will experience stalled growth at some point, and this book, based on the author’s own experience, provides a realistic approach to overcoming it.”

—Jamie Chilcoff, president and CEO, FiberTech Polymers

 

“Business stalled? Steve McKee feels your pain because he’s been there. McKee lays out well-researched reasons why companies stall—and how you can get yours out of its funk. Written from his heart, it’ll lift your soul and your bottom line.”

—Tory Johnson, CEO, Women For Hire

 

“If your company growth has stalled or if you want to grow faster, this book is the fastest way to find enlightenment.”

—Mike Faith, CEO and president, Headsets.com, Inc.

“For any executive or business leader, the timing of When Growth Stalls couldn’t be more perfect. McKee provides specific strategies, examples, and ideas for improving and maintaining growth, especially in turbulent times.”

—Tina Sampson, vice president of sales and marketing, 
Gaylord National Resort and Convention Center

 

“Steve McKee has effectively woven years of research into his personal experience, making When Growth Stalls a compelling read, particularly in challenging economic times. We’re all worried about stalling out and I finished the book re-charged and fueled with solid information to drive my business’s growth.”

—Mark Vengroff, CEO, Vengroff, 
Williams & Associates, Inc.

 

“By using real-world examples of businesses facing the challenge of stalled growth, McKee makes his principles easy to understand and entertaining for the reader. A particularly timely guide for executives, managers, and entrepreneurs.”

—Ethan Ewing, president, Bills.com

 

“When Growth Stalls is a practical presentation of how marketing-based management principles can contribute to enduring growth. A quick and entertaining read, it cuts through the complexity to focus on solutions and help accelerate the time to renewed growth.”

—Ian Davison, marketing director, Detour Bars
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Introduction

I’m always looking for profitable growth on a sustained basis. That’s I think the hardest challenge in business—to not do it just once, but year after year.1

—Bruce Carbonari, CEO, Fortune Brands

 

One of the toughest lessons every business leader learns is how difficult it is to generate consistent growth. There is always something—or someone—that threatens even the healthiest business model. As a result, stalled growth is the rule, not the exception, even for the best-managed companies.

That’s especially true in unpredictable economic environments, when circumstances beyond their control catch business leaders off guard. How they respond to those circumstances makes a big difference to their companies’ future prospects.

This book is about generating growth for your company at a time when growth may be nothing but a glimmer of hope in your mind. It offers, first of all, perspective on the external market forces that hinder growth in every organization. It goes on to expose the destructive dynamics that are likely playing out within your company (and of which you may be unaware). Then it offers a set of core principles that can help set you back on the growth path—not a secret formula but a proven pattern that you can apply to your own unique circumstances.

Stalled growth is a phenomenon I’ve witnessed time and time again over the course of a career spanning more than two decades in the advertising industry. My company, McKee Wallwork Cleveland,  is less an advertising agency than it is a consulting firm, and we’ve built our reputation not by simply making and placing ads but by diagnosing and addressing our clients’ most difficult marketing challenges. Sometimes the solutions involve advertising, and sometimes they don’t.

Working with clients of all shapes and sizes—and in a variety of industries—has given us a unique perspective on the challenges facing companies that are struggling, stalled, and simply stuck. But it wasn’t until we went through a growth crisis of our own and subsequently embarked on a five-year journey of research and discovery that the patterns that are the subject of this book came alive.

When Growth Stalls is the culmination of a journey that for me began in 2003, when after five years of breathtaking growth my firm suddenly and shockingly stalled. The reasons weren’t clear, and at first we assumed it was just a blip on our stellar run of continuous revenue increases. But through two painful years of trial and error, we discovered that all of the skills, enthusiasm, and expertise we had were not enough to restart our growth engine.

A funny thing happened, however, on our way downhill. Through our conversations with other companies in similar straits, we discovered that we were not alone. In fact, we had a great deal in common with them. That gave us a hunch that perhaps we could study the problem of stalled growth from a position of objectivity and uncover principles that would get us back on track.

We commissioned two nationwide quantitative studies—the first in 2003, and a second, deeper dive as the mortgage meltdown led to the credit crunch and global economic crisis in 2008—to explore the dynamics that fuel growth, understand the characteristics that cause it to stall, and shed light on the reasons why some companies stay down longer than others. We interviewed CEOs of major corporations and entrepreneurs of every stripe to gain further insight and breathe life into our findings.

We tested the patterns we identified by sharing them with thousands of business leaders facing widely divergent business circumstances in industries as diverse as retail, manufacturing, health care, education, technology, travel, and professional services. And we  began applying the principles to our own growth challenges and those of our clients. That gave us a first-person understanding of the impact their applications can have.

Our research has turned our understanding of stalled growth—and our approach to turning it around—literally inside out. We have found that regardless of what’s happening outside an enterprise, it’s what’s inside that counts.

I first began sharing what we learned in an eight-part series for  BusinessWeek.com. That led to invitations to speak before civic groups, industry trade associations, and corporate retreats. As I shared these principles with group after group, I saw heads nodding in agreement when I described what was happening within their companies without ever having set foot in them. Before I knew it, the message began taking on a life of its own, and I realized we had hit a nerve. There was a bigger story here, and it needed to be told.

Sluggish growth is generally produced not by mismanagement or strategic blundering but by natural market forces and management dynamics that are widespread, often unrecognized, and highly destructive. And there are seven characteristics that are most commonly to blame.

Three may not be surprising. They are external forces to which countless companies have fallen victim: economic upheavals, aggressive competition, and changing industry dynamics. What was so fascinating to learn, however, is how often they catch company leaders off guard. These factors do a lot of damage simply by going unrecognized for too long.

More surprising are four subtle and highly destructive internal factors that conspire to keep companies down: lack of consensus among the management team, loss of focus, loss of nerve, and marketing inconsistency. All four are psychological, all are capable of ruining companies from the inside out, and all are preventable—if  you know what to look for. We found that most struggling companies suffer from some combination of these seven factors.

If your company is currently struggling, When Growth Stalls may be just what you need to shake things up. It will cut through some of the confusion and doubt that may be cluttering your mind and  will help you recognize that the challenges you’re facing are neither unique nor insurmountable. For those whose growth picture looks rosy—for the time being—gaining a better understanding of the dangerous dynamics every company eventually faces may be just what you need to avoid the growth meltdown waiting around the corner.

My company had to learn these lessons the hard way. It is my hope that the insights shared on the following pages will be as valuable to you as they have been to me.




1

It’s Not Just Business, It’s Personal

A lush green jewel of the southern California desert, Rancho Mirage is a beautiful place, but it’s not easy to reach. After a smooth and uneventful flight via jumbo jet to Phoenix, my wife and I caught a connection on an old propeller plane that would take us across the Mojave desert into the Palm Springs airport, where a shuttle would take us to the resort where we were staying. Unfortunately, it was a warm springtime afternoon, and the thermals caused our slow, small aircraft to shake and shudder all the way there. The plane landed long before our stomachs did.

The bumpy ride was an apt metaphor. As president of McKee Wallwork Cleveland Advertising, I was heading to the annual Inc. 500 Conference to take a bow on behalf of the company, which had been recognized as one of the fastest-growing private businesses in America. It was quite an honor. The award is based on growth achieved over the course of not just one year but five years. A company can’t make the list based on a single big win or one hot season; it has to demonstrate growth and sustainability. And we had, at least for now.

I had been in the advertising business for just over a decade when we launched the company. My career had been a whirlwind to that point. I had worked at four different agencies, including a giant multinational, a creative hot shop, and a closely held boutique. I’d climbed a steep learning curve, using each opportunity to broaden my knowledge and deepen my understanding of the advertising industry.

Not that it was easy. During my first few months in the business, I would sit in meetings and pray that no one would call on me  because I didn’t know what they were talking about. Whenever I heard unfamiliar jargon (which happened a lot), I would surreptitiously jot it down in my notebook so I could look it up when I got home that night.

Within about a year, I started feeling comfortable, in part because I’d been studying my field in every way possible. I read  Adweek and Advertising Age cover to cover each week and picked up every marketing book I could find. I paid rapt attention to high-profile advertising campaigns in the marketplace and noted how well they worked (or didn’t). I started working backward from ads I saw, challenging myself to figure out the strategy behind them and to try to imagine a better execution. And I began a game inside my head of predicting which campaigns would succeed and which would fail based on what I knew about marketing and consumer behavior. (Call it “fantasy marketing,” an ad geek’s version of the fantasy football millions of fans play with imaginary team rosters.) More often than not, my guesses proved right, and with each confirmation, my self-confidence grew.

After ten fast-paced years, I’d risen to the position of president at a well-respected regional agency. When my proposed buyout of the firm fell through, I figured I was good enough to strike out on my own. After all, I had been a key contributor to strategies that made a lot of companies successful. Now I wanted to do it for myself.

And the best part was that I wouldn’t have to do it alone. Pat Wallwork, a talented Procter & Gamble veteran and media director at the agency where I had previously been president, resigned shortly after I did. She, too, thought she had what it took to make a go of it as an agency principal. Both of us, we later found out, were advised by friends that partnerships rarely work, but we had a gut feeling about each other. So we put together a business plan, rented an office in our hometown of Albuquerque, and launched McKee Wallwork Advertising.

As anyone who has started a company knows, in the early days you have to wear a lot of hats. In addition to her role as media director, Pat did the accounting, and I handled sales as well as account management and creative development. Pat’s a morning person and  would get to the office as early as 6 or 7AM; as a night person, I would often stay past eight o’clock. We joked that as long as we didn’t go to the bathroom at the same time, there would always be someone there to answer the phone. We’re both focused, intense people, and we had the added incentive of being in debt with no income. So we put our heads down and went to work.

We immediately picked up a few project accounts; not enough to pay the bills, but enough to give us encouragement and make us feel like we were a real business. Within a couple of months, we landed our first real client and hired our first employee. Then things took off.

We started growing quickly, adding clients and staff, and managing our money conservatively so that we wouldn’t have to tap the line of credit we had negotiated with our bank. Five years later, we came up for air and found that we had become one of America’s fastest-growing companies. Our initial instincts were correct: we knew what we were doing, we’d built a strong partnership, and we’d made it through the challenging startup phase. Sure, there were bumps along the way, but overall those first five years had been a fast and smooth ride.

But in the months leading up to the Inc. 500 Conference, things started to get bumpier. There was no clear reason for it. Our clients were happy, the economy was stable, and we’d maintained our book of business. Still, our growth had slowed, and it concerned me.

What I didn’t realize then was that the uneasiness I was feeling was an early symptom of a more serious problem happening to the firm. Over the next two years, I would gain a deep understanding of the confusion and frustration so many corporate leaders feel when their growth begins to stall. As it turned out, our company’s struggle would lead to the research that served as the foundation for this book. It would also make our firm more effective for—and more empathetic to—the struggling clients who now come to us for answers to their growth problems.

At the time, however, I couldn’t see any of that coming. All I knew was that I felt odd receiving the plaudits at Rancho Mirage, glad-handing leaders of the nation’s most successful companies  while wondering whether I had something to hide. Had we made a mistake? Why was this happening to us now? Are we just pretenders? Questions like these nagged me throughout the course of the conference, taking the shine off what should have been a gratifying celebration. But I couldn’t help it. I felt like we didn’t belong, that maybe our appearance on the list was a mistake.

I didn’t know it at the time, but our growth problems would continue throughout the rest of that year. After five years of rapid growth, we ended the year with revenues down nearly 6 percent. We lost a quarter of our staff. And the following year was worse: sales declined another 16 percent, and employee turnover shot up to 67 percent. As a company whose business model was predicated on helping other companies grow, not having our own house in order was, frankly, embarrassing.

What happened?

I now know that it was nothing unusual. Even the best-managed companies experience growth problems that can be mystifying to those on the inside. But at the time, it was ulcer-inducing. I thought we must have really done something wrong.

Companies are interesting social organisms. No matter what kind of face you put on, when something is amiss, everybody can sense it. We had assembled a terrific team and arm in arm set about to conquer the world of advertising, and as things began to slow, our positive psychological momentum continued for a while. But slowly, noticeably, as our growth started running out of gas, I began to see doubt in our employees’ eyes. They started to wonder whether all of the promise they had seen early on was anything more than that. They started to worry about their paychecks. That made me even more anxious—and more determined to figure out what ailed our company.

My colleagues and I boiled the challenge down to one simple question: Why would a prospective client look past all the established, reputable agencies on the East and West coasts in favor of a boutique in the emerging Southwest? If we could answer that, we could rekindle the growth to which we had become accustomed.

We’d found that we had done our best work when we could report to decision makers with real skin in the game, who had vision and guts, and who, like us, were thinking about conquering the world rather than simply advancing their own career paths. We saw the benefits of working with companies whose marketing budgets were increasing and whose appetite for risk would enable us to break new ground. We knew we weren’t yet getting noticed by brands that were the household names of today, so we had an idea: Why not link up with those that would be the household names of tomorrow? Why not target fast-growth companies?

On the surface, it appeared to be a good idea: an innovative, aggressive, fast-growing (until recently) advertising agency hooking up with innovative, aggressive, fast-growing clients. It would be fun, it would be in line with our strengths, and it would be a niche all our own.

Step one was to do our homework. We believed that if we could discover some unique marketing challenges that fast-growth companies face, we could find a way to address them and establish our expertise. So we talked to dozens of growth companies. We probed them about what they were doing right, what they were doing wrong, and what kept them up at night. And we learned a great deal.

Not only did we come to understand how fast-growth companies differ from mature companies, we were able to identify four unique growth company profiles. We were so excited by this discovery that we published a report called “The Four Horses.”1 It described the four kinds of growth companies—which we dubbed Thoroughbreds, Fillies, Mules, and Mustangs—and demonstrated how each has unique marketing challenges, opportunities, and needs.

We began to experiment with positioning the agency based on what we had learned. We bought lists of growing companies and sent them direct-mail pieces offering free copies of our study. That generated a few responses, but it didn’t get us the bounce we had hoped for. We advertised the report a couple of times in the Wall  Street Journal and received a few inquiries, but nothing too promising. We even developed a traveling luncheon presentation to which we could invite growing companies from major markets to present our findings and form new relationships. But after disappointing results, we abandoned that strategy.

It was during one of those trips that the struggles we were having hit home for me, physically, personally, and hard.

I was in the Seattle airport, having just come from a luncheon that can only be described as humiliating. I’d made the trip with Chris Moore, one of our senior account managers. We had rented a lovely hotel banquet room with a beautiful view of Puget Sound. We had worked our invitation list hard and had eighteen confirmed reservations. I had been looking forward to presenting our fascinating research and making several new contacts.

To our surprise and disappointment, out of the eighteen people we expected, just a single CEO showed up. One. It wasn’t raining, there weren’t any accidents on the freeway, and there was no obvious reason why our confirmed attendees didn’t show. They just didn’t. We had invested in traveling to Seattle, renting luxury hotel facilities, and buying eighteen expensive lunches for a single prospect who, as it turned out, wasn’t a fit for us anyway. It would have been better if no one had come.

It’s a little odd making a presentation to one person in a room set up with a podium, a screen, a projector, and tables and chairs for twenty. “Awkward” just doesn’t do it justice. Our guest was more than gracious, acting as if nothing was wrong, and suggesting we go ahead with the presentation as planned. Because he took time out of his day to join us, I thought he deserved at least that much. But all I could think of as I made my speech was how badly I wanted to get the humiliation over with and get out of town.

When we left the hotel and made our way to the airport, I thought I would relax and forget about the whole episode. Chris and I had a few minutes before a flight to San Francisco, where we had another luncheon scheduled for the next day. I went to the airport gift shop to find something I could bring home to my kids.

Standing over a table of T-shirts, I saw one I liked and reached across to grab it. As I did, the strap of my briefcase slipped off my shoulder. When I tried to catch it with my forearm, the twenty-pound force yanked me in the opposite direction, wrenching my back. The next thing I knew, I was on my knees.

I was an athlete growing up, and I’ve experienced my share of injuries. In the past, I had always been able to shake them off. But this one was different. This wasn’t a bruise or a pulled muscle: it was (I later found out) a badly herniated disc. The next twenty-four hours were the most excruciating I have ever experienced.

Chris had already gone on to the gate. “If I don’t get there,” I thought, “he may board the plane and not even miss me until it lands in San Francisco.” Alone on the gift shop floor, I picked myself up, forced a smile at the passersby gaping at me, and started painfully making my way toward the gate. It took me about forty-five minutes to make the five-minute walk, but I got there, leaning on the wall, shuffling my feet, and virtually dragging my briefcase behind me. I didn’t care what I looked like at that point; all I wanted to do was get on the plane, sit down, and let my back recover.

They say humor equals tragedy plus time, and looking back on my flight, I suppose it was pretty humorous. I happened to have an aisle seat, so I didn’t have to climb over other passengers (something I don’t think I could have done). But during the short flight from Seattle to San Francisco, both of my seatmates had to go to the bathroom—at different times. That meant I had to stand up and sit down four times as each one came and went. The airplane that I had been looking to as a rest stop instead became a torture chamber. I was hunched over, sweating, and near tears, and all I could think of was getting to my hotel bed where I could convalesce.

By this time, I had the feeling that my injury was pretty serious. When the plane landed, I told Chris that I was badly hurt. He offered to take me to a hospital. But I still thought that all I needed was rest, so he helped me collect my baggage, crawl into a cab, and hobble into the hotel.

We were staying at the Palace, one of San Francisco’s magnificent historic properties. It was a stretch for our budget, but we wanted to make a good impression on our luncheon guests. James Korenchen, our public relations director, was waiting for us when we arrived and wasn’t expecting to see his boss in such rough shape. After a slow and excruciating walk to my room, I gingerly laid down on the bed and made plans not to move for the next twelve hours. What happened next surprised me.

Instead of relaxing, the muscles in my lower back continued to spasm and tighten, alternating teeth-clenching pain with moments of relief. I thought about calling an ambulance, but I figured all they would do is take me to a hospital where I’d be stuck for days and mess the whole trip up. And I had a luncheon to host tomorrow.

So I stayed on the bed. I didn’t eat, I couldn’t sleep, and I had no interest in watching TV. All I wanted was for the pain to go away. The lamp by the bed was still on, and it was going to stay on all night. I couldn’t bear the thought of reaching to turn it off.

When I awoke after a fitful night’s sleep, the pain had begun to subside. But the muscles in my lower back were simply locked. I couldn’t stand up straight. I walked down to the lobby like a six-foot man in a hotel full of five-foot ceilings and decided with my team that I was in no shape to make a speech. Chris and James hosted the luncheon while I sat in the lobby. Then they gamely escorted me to the airport.

Standing in line at the ticket counter, I felt like a fool. I didn’t really care what the strangers around me thought, but the opinions of my colleagues mattered a great deal. Here I was, their fearless leader, looking like a mere mortal—and a silly one at that. I was embarrassed not only by my hunched-over appearance but by how helpless I felt. I had expected to lead my team to victory and carry home the kill; instead, I was the one being carried home. It was an all-too-appropriate reflection of what I was going through as a leader at the time.

It took weeks for my back to recover and even longer for me to feel good again about my role as the leader of the company. It also  took me a while to understand why our strategy wasn’t working. Eventually, we realized we had two things working against us.

The first was our own performance. While we had the Inc. 500 award as evidence of our success, it was hard to talk eye to eye with the CEO of a company that was growing by leaps and bounds when our own sales were stagnant. This was probably more a crisis of confidence than anything, but it was the same feeling I had had when surrounded by all the success stories at the Inc. 500 Conference. This problem wasn’t insurmountable, but it was uncomfortable.

The second was the deal killer. “The Four Horses” was a great piece of research that reflected real insight into the mistakes growth companies make and the money (either in foregone sales or in marketing inefficiencies) that they leave on the table. But these are not the problems that growing companies are preoccupied with as long as their growth remains strong.

The leaders of the growth companies we were targeting were struggling with things like employee recruitment, facility expansion, and growth financing. They were more concerned with their bankers and lawyers than with their advertising agencies. Marketing simply was not an acute enough pain point to get their attention. While we knew that the practices they were following would likely rise up and bite them one day, it wasn’t apparent to them yet. So we couldn’t get any traction. Ultimately, we realized we had been pursuing a flawed strategy.

While we were processing all of this, we continued to drift, and the sense in the halls that something was amiss became more palpable every day. But our work was good; the campaigns we developed for our clients were effective, our employees were well treated, and we had a good operation and a good reputation. We just couldn’t seem to find the key to getting back on the growth curve.

Fortunately, the story doesn’t end there. As the holes in our strategy of serving growth companies became apparent, we couldn’t help but notice one of the most interesting findings of our research. Even though every company we had surveyed was prospering, more  than one-third of them reported that their marketing efforts were only average or were mediocre.

I wouldn’t be surprised at that statistic if the survey had included a broad universe of all companies experiencing varying levels of success. But these were outstanding growth companies, the most successful organizations we could find. Why were they unhappy with their marketing efforts, and more important, what did that mean to their future prospects? There had to be reasons behind that statistic, and we were determined to find out what they were.

One of the advantages of having been named to the Inc. 500 was the exclusive club in which it put us. Despite our current struggles, we had achieved something special and shared a kinship with thousands of other companies that had been recognized since the list was first created in 1982. We came up with the idea of commissioning a second study, this time among not just current growth companies but also those who had achieved lofty heights as much as twenty years earlier. Surely some of them would have struggled since then, and we might be able to learn something from them.

We hired Decision Analyst, a terrific market research firm in Dallas with which we had worked on client projects in the past, to design the study for us. Our goal was to make contact with as many CEOs as we could from companies that had made the Inc. 500 list over the previous twenty years. We designed a comprehensive questionnaire that probed a wide variety of topics surrounding their corporate performance and marketing challenges. And we asked them to rate their companies on a broad battery of metrics that we hoped would shed light on differences in performance.

Out of the several thousand companies that had made the list in the previous twenty years, nearly four hundred answered our questions. While many had continued to achieve rapid growth, 48 percent said they were currently underperforming their sales expectations, and nearly 20 percent had stalled entirely.

What we discovered by studying these companies was fascinating. It gave us a completely new perspective about what really happens when growth stalls and revealed the destructive forces that  hinder a struggling company’s return to prosperity. That unlocked a new approach to solving our clients’ marketing challenges and, not incidentally, helped us come to grips with our own.

Our research gave us new knowledge, to be sure, but it also provided us with something unexpected: empathy. By focusing on other companies that had stalled and trying to help them better understand their problems, we came to better understand our own. Sure, we’re marketers, and we’re proud of the expertise we bring to the clients we serve. But we’re also human and not exempt from the cycles of business.

What we learned is that we weren’t ignorant or inept. We were normal. We shouldn’t have been surprised that our company would be subject to the same challenges that every company has to face at some point in its existence. We simply didn’t know about them. The most encouraging thing we learned is that the normal course of business events got us into this situation, and we believed we could take the steps necessary to get us out.

Fortunately, by applying what we’ve learned, we’ve regained our footing. We were able to avoid layoffs during our struggle, brought on board Bart Cleveland, a nationally respected creative director, and step-by-step returned to the growth curve. We’ve averaged just over 20 percent annual revenue growth for the past four years—enough to keep us moving forward and enhancing our capabilities, but not so much that we can’t keep quality high as we adjust to our new size. We certainly don’t take growth for granted this time around, especially as global financial and economic problems have wiped out millions of jobs and trillions of dollars of wealth. But we do feel better equipped to deal with the challenges we’re facing.

Since we first embarked on this phase of our journey, I’ve spoken with many leaders of struggling companies. They’re not stupid people. They are bright, articulate, intelligent professionals who simply ran into a set of unfamiliar circumstances that, like ours, caused their companies’ growth to stall. That’s all.

So if your company is struggling at the moment, take heart. You may feel as if you’re failing, but you may be as much the victim as  the cause of your company’s problems. And understanding the whys behind your woes, which this book will help you do, is the first step to fixing them.

On the other hand, if your company is still doing well, it’s good that you’re reading this now. The simple truth is that growth is never guaranteed. Practically every organization will face a growth decline at some point in its history. You may be able to minimize or even avoid altogether a slump by understanding and applying the principles put forth here.

When Growth Stalls isn’t just another book of business advice by a consultant, professor, or MBA who has studied a subject from afar. It’s a book about lessons learned the hard way, brought to you by someone who has faced the same problems you may be facing today. I survived to tell about them, and as you apply these lessons, I’m confident you will, too.
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Growth Stalls

From the vantage point I now have about the ups and downs of business cycles (and the inevitability of stalled growth), my investing strategies of the late 1990s now seem like—to borrow the term famously popularized by Alan Greenspan—irrational exuberance. But during that time I, like millions of other investors, could do no wrong. I’ll never forget attending “The Champions Institute,” a special retreat in Snowmass, Colorado, for high performers in the advertising industry, where my boss at the time had sent me as a reward for my hard work.

The speakers were amazing. They included Lee Garfinkel of Lowe & Partners, crowned “America’s Best Creative Director” by  Adweek magazine; Bob Herbold, chief operating officer of Microsoft, who shared the fascinating story behind the release of Windows 95; and a gentleman I had never heard of named Ted Leonsis, who ran a fairly new company called America Online. All of the speakers were terrific, but Leonsis made the greatest impact on me. I remember him smiling, so sure of himself, as he explained AOL’s business model to a roomful of Internet neophytes.

Leonsis got me excited about the developing Internet economy, and when I got home, I set up an account with Charles Schwab & Co. and began to experience the joy of online trading. I bought Sun Microsystems, makers of high-end servers that were selling well to the financial services and telecommunications industries. I bought Intel, the company behind the microprocessors that were driving the new economy. I bought Cisco, too; at the time, I wasn’t sure what a router did, but I knew it had something to do with the Internet, and  that had to be good. As my money grew, I also bought Earthlink, WebMD, Sprint PCS, Dell, Nokia, Adobe, and Level 3 Communications. I even bought stock in a crazy start-up that spun out of Sandia National Laboratories called Muse Technologies, whose data-modeling technology was so advanced, so innovative—and so cool—it couldn’t go wrong.

You know what happened. After several years of convincing myself I had the Midas touch, I realized I wasn’t so smart after all. The tech bubble burst, and like millions of other investors, I got good and wet. Fortunately, I didn’t have my life savings wrapped up in these companies. But I learned two valuable lessons: number one, insane market momentum can’t go on forever; and number two, even in the best-run companies, growth stalls. That’s a truth I’ve come to understand much better in the years I’ve been studying growth dynamics.

Consider one of the most popular and influential business books of our generation: Built to Last by Jim Collins and Jerry Porras. Based on solid research, the book highlights eighteen visionary companies that managed to stay atop the business world through the ups and downs of four turbulent decades (1950-1990). In the book, the authors themselves noted that “as extraordinary as they are, the visionary companies do not have perfect, unblemished records.”1 Indeed, since Built to Last was published in 1994, more than half of these “truly exceptional” companies have suffered from one or more years of revenue declines.

At some point in almost every company’s history, growth stalls. It doesn’t matter how well the organization is managed, how great its products are, or how appealing its marketing and advertising are. Growth stalls in every industry, it stalls in every phase of the economic cycle, and it stalls no matter who gets elected president of the United States.

Generating consistent growth is just plain hard, no matter how smart, experienced, or talented you are. As one of the company leaders we interviewed told us, it’s like “trying to keep an ice cube from melting.” It can be done, but only in the right environment.

Understanding that environment is what the research we embarked on was all about. Following our initial study in 2003, we spent the next five years interviewing companies, reviewing the literature, and testing our findings in the marketplace. Then in 2008 we went back out again for a second round of interviews. We started with 5,696 companies in all fifty states. We didn’t limit ourselves to former high flyers; we wanted to get a cross-section of all companies across America. More than half served consumer markets, with about a third of them business-to-business and the rest government contractors.

Figure 2.1. Companies Stalled in Past Decade (41.2%) and Those Currently Stalled (13.7%) Versus All Companies Studied.
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Although the study was conducted at a different time, in a different economy, with a different respondent profile than our original research, the results were remarkably consistent. Nearly 14 percent of companies in the study were currently stalled, and more than  40 percent of those that remained reported that their growth had stalled within the last one to ten years. That means that in the past decade, more than half of all companies we surveyed have experienced a stall. That’s a big group.

We then zeroed in on a subset of companies that were struggling and compared them with a random sample of overall respondents. Our goal was to isolate stalled companies not from high-growth performers but from average corporations. We found that there was no way to hide from growth challenges. Business-to-business companies were just as likely to have stalled as consumer companies, and not even government contractors were safe.

Size doesn’t matter either. Of the companies we looked at closely, 36 percent were under $30 million in revenue, 31 percent were between $31 million and $250 million, and 33 percent were over $250 million. We found no statistically significant differences in stall rates between the biggest and smallest companies.

Our subject companies had achieved a wide range of market share as well: from less than 1 percent to more than 50 percent. The only significant variation we found in propensity to stall was that those who were market share leaders were better able to maintain growth. Those ranked number two and below in their markets were all equally likely to have struggled. The problem was particularly acute for weaker industry players: those companies whose market share was so small they didn’t even know where they ranked were twice as likely to have stalled.

It may not be surprising to know that stalled companies are more likely to have higher turnover, lower margins, weaker customer loyalty, and tougher cash flow issues than companies experiencing healthy growth. But we were most struck in our research by the high correlation between stalled revenue growth and unhealthy internal dynamics: issues involving trust and respect, the inability to make lasting decisions, a paralyzing lack of confidence, a tendency to overthink things, and in a strange dichotomy, a propensity to either resist change or switch directions too frequently. The remarkable thing about these factors is that they’re all internal, psychological in nature, and highly destructive. And they do a lot of damage simply by going unrecognized.

As you think about your own company, you may or may not immediately recognize some of these factors. Keep in mind, however, that these internal dynamics are like pepper in your teeth: just because you don’t see them doesn’t mean they’re not there. Over the course of five years, two major studies, and a host of consulting projects, we have seen that the probability of a struggling company suffering from some or even most of these factors is quite high.




No Company Is Safe 

Who would have thought that once-venerable companies like Bear Stearns, Lehman Brothers, and Merrill Lynch could be bankrupt or sold at fire-sale prices virtually overnight? That after years of robust economic growth, the stock market could experience its worst week ever—worse than even any single week during the Great Depression? And that excesses in one sector (mortgage lending) could lead to wide-ranging damage across the global economy?

In today’s globalized world, every company is interconnected, and seemingly unrelated events cause a destructive ripple effect throughout the larger system. As the astonishing events of the 2008 credit crunch continue to unfold, we can learn lessons from previous downturns.

When the tech bubble burst in 2000, it wasn’t just dot-coms that went in the tank. In 2001 McDonald’s, America’s leading hamburger joint (and a traditional bricks-and-mortar business if there ever was one), saw same-store sales—the critical metric in the fast-food industry—decline by 1.3 percent. The following year was worse: a decline of more than 2 percent. Then in 2003 the company made a turnaround credited to a variety of things, from introducing a popular line of salads to slowing the growth of new restaurants. It then went on a five-year run of same-store sales gains until 2008, when revenues again went flat.

Unlike many companies, McDonald’s has been through such cycles before and understands that growth stalls. Jim Skinner, CEO,  says, “While we generate better results in a booming economy, like everyone else, we’ve navigated through tough times before, and we’re confident we can do it again.”2

There are plenty of other examples. IBM went from making $6 billion to losing $8 billion in just three short years, and it took four years to get earnings back up again.3 Janus Funds went from Wall Street’s penthouse to its doghouse almost overnight during the dot-com bust. Even Dell, which grew from a dorm-room start-up to the world’s largest computer maker in less than two decades, has learned some hard lessons. Company spokesman T. R. Reid proudly proclaimed in 2001, “We built our organization for a market growth at 15% to 18% [annually].”4 Fast-forward five years to the fourth quarter of 2006, when Dell’s worldwide PC sales declined 8.7 percent.5  Semiretired Michael Dell had to step back in to rescue his struggling company and was a little more contrite: “The direct model has been a revolution but is not a religion,” he said. “The old model ran its course; now it’s time for a new course.”6

And then there’s Home Depot, a behemoth with more than 2,200 stores and 350,000 employees. Home Depot grew to $50 billion in revenue faster than any other retailer in history, and today it has grown well past that benchmark. For the first twenty-five years of its existence, it was the darling of growth companies. It is one of the greatest business success stories of our time, but even Home Depot is not immune to stalled growth. From 2005 to 2006, Home Depot’s same-store sales went from an increase of 3.8 percent to a 2.8 percent decline—a painful 6.6 percentage point swing. In 2008 the company reported its first full-year loss in history and a 2.1 percent revenue decline to $77.3 billion.7 Same-store sales in the summer of 2008 tumbled an incredible 7.9 percent (despite the issuance of some 100 million tax rebate checks by the U.S. Internal Revenue Service).8  No wonder chief marketing officer Roger Adams declared in an interview with Advertising Age, “We need to start all over.”9

Like most companies we studied, Home Depot’s problems stem from a variety of factors. They have had to face increasingly aggressive competition, particularly from their closest rival, Lowe’s. They’ve  been forced to cope with a poor housing market due to the mortgage meltdown, which reduces the resources available to homeowners for investing in renovations. And the dynamics of their business are changing as well: good locations for massive 130,000-square-foot warehouses are getting harder to find. But while these issues may hit Home Depot, as the market leader, particularly hard, they affect its competitors as well. External factors alone do not account for all of the company’s problems.

One longtime Home Depot management employee I spoke with had a front-row seat to the dismantling of the company’s famous customer-first culture under the management team headed by Bob Nardelli. He watched as the newly centralized inventory management system resulted in out-of-stock items and made local inventory customization nearly impossible (“You have to live with what we send you,” he was told by corporate headquarters). He cringed as he watched long-established incentives and bonus plans get dismantled. Most significantly, he mourned the loss of a spirit in which customer service came first, quoting one former customer who said, “You’d have an easier time finding Bin Laden than an associate at Home Depot.”10

The manager I spoke to is not a disgruntled former employee. He still works within the company and clearly loves it. He just hates seeing what happened to it.

He described the new leadership as unintentionally “building mediocrity into the system”: losing the best people, promoting “C” performers, hiring on the cheap, and implementing crazy, paper-pushing policies. “We laughed at Lowe’s when they put in ‘Help’ buttons,” he told me. “We thought it was a joke—we’re Home Depot, we have people on the floor, we don’t need buttons.” But where there used to be thirteen to fifteen people working in a typical Home Depot department, now they were down to two or three, making Help buttons appear a logical solution—or an unfortunate necessity.

“Sure, we may have been a little extravagant in how many associates we had on the floor,” he said, “and there’s nothing wrong with  a little streamlining. But this was almost like how the government acts after a flood: instead of helping people in the field, they set up a chain-link fence. And there was nobody in corporate you could talk to; that’s just the way it was.”

He told me that in the old days, seven or eight people would compete for new management openings, but in recent years it has been hard to give the positions away. He heard managers joking that one undeserving but recently promoted employee came from the “No Associate Left Behind” program. “You go to a staff meeting and just shake your head,” he said. “It’s so backwards. They’re so caught up in chasing paperwork.”

As disillusionment filtered throughout the management ranks, he says, many of Home Depot’s best employees began to ask “what if” questions about their own futures. The company’s lost focus caused many of its managers to take their own eyes off the ball. At the critical CMO position, Home Depot had five different people in a seven-year stretch.11

So what, exactly, went wrong at Home Depot? Sure, the company had to deal with external challenges to growth such as a difficult economic environment and aggressive competition, but every company has to deal with those. And it’s not as if the board brought in a novice in Nardelli; he was a smart, accomplished senior executive from one of the most celebrated companies in business, General Electric. I believe what really hurt Home Depot is a damaging shift in powerful internal dynamics that nobody saw coming.

There was a strong business case for the changes that Nardelli and his team implemented; they made financial sense and were hard to argue with. But the management team had no way of fore-seeing the damaging internal effect those changes would have, upsetting the cultural equilibrium that had so successfully served Home Depot since its founding. The powerful role internal dynamics such as these play in causing stalled growth—and the crippling effects they have on companies trying to return to the growth curve—is the basis of this book.

While Home Depot’s specific issues are unique to the company, they fit a pattern that we see in other stalled companies we’ve studied. From corporate behemoths like Sprint, Sears, and Circuit City to midsized players like Einstein Bros. Bagels and Zippo Lighters, to small companies like Muni Financial and M2 Consulting, certain patterns repeat themselves.

Bain & Company did a study of what drives profitable growth over time and found that only one in seven companies achieves reasonable growth for five straight years, even though every company says it wants to grow and takes great pains to do so.

As striking as that statistic sounds, it rings true. And there is a great deal of information in the secondary literature about why this is the case. In its own study of growth companies, Deloitte & Touche (now Deloitte) suggested that young companies in particular are susceptible to stalling because they don’t have the “growth infrastructure” to maintain continual revenue increases.12 Scientists at the Woodside Institute, a research organization focused on innovation, take a more academic perspective and cite a host of factors that cause growth to stall, including “technological discontinuities, regulatory upheavals, geopolitical shocks, industry deverticalization and disintermediation, abrupt shifts in consumer tastes, and hordes of nontraditional competitors.”13

There may be truth in all of these observations. But as an executive myself, I tend to favor the simple framework presented by Philip M. Rosenzweig, author of “The Halo Effect”: “The business world is not a place of clear causal relationships, where a given set of actions leads to predictable results, but one that is more tenuous and uncertain. The simple fact is that no formula can guarantee a company’s success, at least not in a competitive business environment.”14

One of the corporate leaders we interviewed likened the challenge of generating consistent growth to that of creating a perpetual motion machine. We know from physics that such a machine can not exist. But we also know that an object in motion can maintain its momentum for a long, long time when acted on by an external  force (the earth has been in orbit around the sun since time began). What we’ve learned is that by understanding and applying the principles of internal psychological health that we uncovered in our research, you can be that force on behalf of your company. If your organization is going to prosper (or possibly even survive) long term, you’ll need to be.

Ries Robinson, chairman and CEO of InLight Solutions, said something to me at lunch one day during my struggle with stalled growth that has stuck with me ever since: “An entrepreneur is someone who can make progress in an ambiguous environment.” There’s no more ambiguous environment than the one within a company experiencing stalled growth.

Progress is still possible, but acceptance must come first. There will always be obstacles to growth in your company’s path; that’s the painful fact. But if you understand those obstacles—and the damaging chain of events they can set in motion—they can be overcome.
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Market Tectonics

On the morning of May 12, 2008, the sun rose over the Sichuan Province of China just as it had every other day. Parents roused their children out of bed and sent them off to school, then headed off to the factories and fields for another long day of work. But at 2:28 PM local time, the familiar buzz of the busy province was interrupted by the horrific sounds of buildings shaking and glass breaking as an earthquake measuring 7.9 on the Richter scale rolled through the region. Tens of thousands of people lost their lives, and millions were left homeless.

Scientists later explained what had happened. According to the U.S. Geological Survey, the earthquake resulted from “the convergence of crustal material slowly moving from the high Tibetan Plateau, to the west, against strong crust underlying the Sichuan Basin and southeastern China.”1 When landforms that large move, something has to give, causing the earth to quake, foundations to shake, and buildings to crumble. While some structures in Sichuan Province held up better than others, nothing in central China was exempt from the quake’s effects, as it was felt as far away as Shanghai, 1,700 kilometers to the east. That’s the way it is when continental shelves shift, a principle scientists call plate tectonics.

There are similar principles at work in the world of commerce. I call them “market tectonics” because, like plate tectonics, they’re unavoidable facts of life driven by forces far greater and more powerful than any individual or organization can control. While market tectonics are not nearly as serious or as deadly as plate tectonics, they share similar characteristics in that they affect every company,  often come as a surprise, and can cause a great deal of damage to those who aren’t prepared to deal with them. Just ask AIG, which was caught completely unprepared by the unraveling of the financial markets that began when the real estate bubble burst and ended up in a pile of rubble.

Although each stalled company’s story is unique, our research has found that when growth stalls, market tectonics almost always play a role, with the specific forces tending to fall into certain predictable categories. Economic upheavals, aggressive competition, and changing industry dynamics are challenges that every company eventually faces, regardless of its age, industry, or track record. As inevitable as these external forces are, however, they often catch company leaders flat-footed and ill prepared.

Before you can determine what to do when growth stalls, it helps to have some perspective on why it happens.




Economic Factors 

By the end of 2001, my investment in Sun Microsystems wasn’t looking so smart. The company was suffering the effects of the slow-down (two of their biggest customers would soon be filing for bankruptcy), and companies were unloading used Sun servers on the grey market, further depressing demand. Then Sun took a huge hit in September, a month that usually accounts for nearly half their annual sales, as the events of September 11 stopped buyers in their tracks. Shortly thereafter, Sun reported its first quarterly loss in a dozen years, laid off nearly four thousand employees, and shuttered facilities.2 Having announced multiple rounds of layoffs in 2008, the company still is not out of the woods.3

Sun’s story is not unique. In fact, the leading cause of revenue problems among the stalled companies we studied was related to economic factors. Business leaders know that the economy is cyclical, but none of us know when the cycles of expansion and contraction are going to hit. Sun was a well-run corporation with a good suite of products that was simply hit hard by economic woes  caused by the tech bust. But Sun’s problems pale in comparison with those of other notable companies.

When Lucent Technologies was spun off from AT&T, it seemed like a can’t-lose proposition. The company occupied a sweet spot within the new economy, manufacturing a variety of products for the telecommunications industry. Once it left its former parent’s nest, Lucent became an attractive vendor to AT&T competitors it couldn’t previously serve. And the company lived up to its early billings, generating some $40 billion in revenue, employing 151,000 people, and boasting a market capitalization of a quarter of a trillion dollars. Its stock traded as high as $84 per share.

But in just four short years, Lucent’s revenue had fallen by 75 percent, more than one hundred thousand of its employees were gone, and it had lost 95 percent of its market capitalization. The company’s stock price dropped to as low at 55 cents. The bursting of the dot-com bubble had shut down Lucent’s fountain of growth, a problem magnified by the heavy discounts and risky financing terms Lucent had been providing its customers to meet aggressive sales targets. The company was so highly leveraged that when the recession hit, it had nowhere to turn.4 Reflecting on that difficult time, Chief Financial Officer Frank D’Amello said, “We went from what was the perfect market to the perfect storm.”5

In 2002 Lucent was the worst five-year performer in the Wall Street Journal’s annual Shareholder Scorecard.6 Four years later, it merged with Alcatel, and Lucent’s brief, ten-year run as an independent company came to an inauspicious end.

Sun Microsystems and Lucent Technologies were unfortunate victims of an ill-timed economic crunch. But technology companies weren’t the only ones hamstrung by the dot-com bust. In 2002, the same year that Lucent topped the list of the Wall Street Journal’s worst five-year performers, a women’s clothing retailer called Chico’s was at the top of the best five-year performers list. Chico’s generated over a half-billion dollars in annual revenue, was opening fifty new stores a year, and had achieved same-store sales gains for nineteen of the previous twenty quarters. But by 2008—in the  middle of another economic downturn—Chico’s same-store sales had declined by more than 20 percent.7

Other retailers found themselves in the same boat. Nordstrom, Kohl’s, JC Penney, Gap, American Eagle, Banana Republic, Ann Taylor, Zales, and many other leading retailers reported same-store sales declines in 2008 (Walmart fared better, in part because of its low-price appeal).8

D. R. Horton, the nation’s largest home builder, struggled mightily as a result of the subprime mortgage mess. In the third quarter of 2008, new home closings fell 36 percent, cancellations hit 39 percent, and the company suffered an overall revenue decline of 44 percent over the previous year.9 KB Home, one of D. R. Horton’s biggest competitors, fared even worse, with a 75 percent decrease in new home orders and a 53 percent cancellation rate in early 2008.10

Thornburg Mortgage got caught in the undertow as well. Thornburg created a niche by providing highly secure adjustable-rate jumbo mortgages to only the most credit-worthy borrowers. Despite the fact that Thornburg had a much lower-than-average delinquency rate and never dealt in subprime mortgages, the company faced nearly $2 billion in margin calls from its biggest creditors that risked bankrupting it. When Thornburg shares fell an incredible 86 percent in one week, CEO Larry Goldstone protested, “Quite simply, the panic that has gripped the mortgage-financing market is irrational and has no basis in investment reality.”11

Thornburg, like D. R. Horton and KB Home, got caught in what economists call a “margin spiral,” where problems in one sector of the economy rapidly ripple across other sectors, often irrationally. At one point in 2008, nearly 10 percent of the 9,194 companies tracked by Standard & Poor’s Compustat research service had market capitalizations that were lower than their cash holdings. 12 As with plate tectonics, not being at the epicenter doesn’t shield you from the quake’s effects. When the economy craters, there’s nowhere to hide.

But what about so-called recession-proof industries? Aren’t some companies providing services so vital that they thrive even in  hard times? There’s certainly no dearth of such claims. But Cynthia Crossen, a Wall Street Journal columnist, offers a cautionary historical perspective on them: “Since the 1930s, claims to immunity from economic downturns have become popular marketing tools. Only the industries that claim invulnerability have changed. In recent decades, businesses insisting that they were recession-proof include weddings and honeymoons, pipe organs, Oriental rugs, Jaguars, auto parts, Tupperware, Ultralight airplanes, bubble gum, Hershey’s chocolate, chocolate truffles, Italian restaurants, Burger King, household plants, fitness centers, skiing, guns, power tools, gospel music, prisons, minivans, and many more.”13

Crossen goes on to quote Robert Whaples, professor of economics at Wake Forest University: “There’s nothing that could be called recession-proof,” he says. “There are just degrees of recession-proof.”14

That’s even true for the venture capital industry (those entrepreneurial kingpins who invest millions of investor dollars in unproven ventures and, in most years, rake in more). The industry as a whole experienced three consecutive years of negative returns from 2001 to 2004, and returns since have been tepid.14 Nobody escapes the economic cycle.

Fortunately, there are things companies can do to protect themselves from the worst effects of an economic downturn. Some ideas apply to every sector of the economy and have been proved through cycle after cycle of growth and contraction.

To ride out a downturn, it’s important for every company to “store nuts.” That’s the advice an entrepreneur friend gave me when we launched our firm. Having been in business for decades, he had witnessed the effects of economic contractions and knew that having money in the bank was not just smart, it was strategic. Having lived through two recessions as a corporate leader myself, I’ve benefited from the wisdom of his counsel. During good times, build up a cash reserve and avoid the temptation to spend like there’s no tomorrow. There is a tomorrow, and it may be a rainy day.

Another principle: Prudence beats panic. While you may need to trim your expenses, don’t cut any deeper than you have to. When Circuit City ran into rough waters in 2007, the company laid off  3,400 employees, saving $200 million in expenses. But they replaced many of those employees with lower-paid, less-experienced staff and lost nearly $500 million in gross profit as frustrated customers shopped elsewhere.15 You can cut your way to survival but not to success.

It’s also important, even in hard times, to maintain or (if possible) increase strategic investments. During the Great Depression, Procter & Gamble continued to launch new products (Dreft detergent) and pioneer new marketing strategies (sponsoring radio serials and soap operas). More recently, during the recession of 2001, the company launched both Crest Whitestrips and Swiffer WetJet,16 and in 2008 it began testing a dry cleaning service, a once-a-week toothpaste, and a new line of products that freshen up clothes without washing.17 Just as smart investors know the time to buy is when everybody else is selling, smart companies know that downturns will lead to upturns, and the better the use they’ve made of their marketing and research and development budgets, the bigger the jump they’ll get on their competition when things pick up again.

The most important thing to remember when hard times hit is to keep your wits about you. Protect your assets, play for the long term, and make sure your people know you have a plan.




Aggressive Competition 

In our first study, which focused exclusively on fast-growth companies, nearly 60 percent said they had been pioneers in their niche. That means that at one point they had 100 percent market share. But by the time we interviewed them, they were at various stages of their life cycles and reported an average market share of just 16 percent. These companies, like virtually all companies, had been hit by another hard reality of business—aggressive competition. According to our research, it’s the second most common reason for growth stalling.

Competition has always been a fact of business life, but today it’s more aggressive than ever. In this era of rapid commoditization, fewer and fewer companies can maintain long-standing differentiation that insulates them from competitive encroachment. Think  about the brands all around you. Can you really tell the difference between Applebee’s and Chili’s? Between OfficeMax and Office Depot? Between Ford and Chevy? Most consumers have their favorites, but competition provides plenty of acceptable substitutes. I heard the story of a flight attendant who was asked if she ever tired of saying “good-bye” over and over as passengers exit the plane. “No,” she said, “What I get really tired of is saying ‘Is Pepsi OK?’” Unfortunately for Coke, for most people Pepsi is just fine.

Lucent’s merger with Alcatel didn’t end its problems. The marriage was intended, among other things, to allow the combined company to cut unnecessary costs and maintain margins. But shortly after the merger, the company’s biggest rival, Ericsson, launched “Project Stealth,” an initiative to achieve 40 percent worldwide wireless market share. Speaking of his new competitor, Bert Norberg, Ericsson’s executive vice president of sales and marketing, said, “We knew their management would be distracted and preoccupied.”18

Alcatel-Lucent had to plow any savings it realized into lowering prices in an effort to fend off the competitive threat. Ten months after the merger, the company had lost $12 billion in market capitalization, about the value of Lucent alone before the deal. You could almost see former CEO Patricia Russo shaking her head as she said, “It’s basically as if we have the worst of all worlds in year one.”19

Aggressive competition is found in every industry—high tech and low, business-to-business and business-to-consumer, new and old. RadioShack is an American institution, but it hasn’t been able to match the aggressive expansion and pricing power of category leader Best Buy, and it has closed more than five hundred stores, shuttered five service centers, and laid off fifteen hundred employees.20

Kmart filed for Chapter 11 bankruptcy in January 2002, the largest retailer ever to do so. The company boarded up 13 percent of its locations and cut twenty-two thousand jobs.21 Why? Two words: Target and Walmart.

Kleenex is another iconic brand. It has been around since 1924, and its name is synonymous with its best-known product. But Kleenex has to fight not only behemoth Procter & Gamble, with its Puff’s Plus line of tissues, but also generic brands, niche players like  Olay, and even Starbucks. Why Starbucks? Because now that coffee shops and fast-food restaurants are daily stops for millions of Americans, instead of reaching for a Kleenex, many people grab that spare napkin they picked up with their burger or java. Each of these competitors has taken a bite out of Kleenex’s franchise, and sales were down 9.7 percent in 2006. Steve Erb, the company’s associate marketing director, even blames advances in cold medicine for declines in Kleenex usage. “Over-the-counter and prescribed medicines are much better at treating the symptoms,” he says.22

And then there’s Dell. As recently as February 2005, the Wall Street Journal reported that solid third-quarter results “solidify Dell’s increasingly rock-steady lead in the personal-computer market as some competitors wobble.” Kevin Rollins, Dell’s then-CEO, referred to the quarter as “the best operating period in Dell’s history.” 23 That same week, Mark Hurd replaced Carly Fiorina at Dell’s ailing rival Hewlett-Packard.

Bill Coleman, CEO of BEA Systems, captured the mystique of the post-dot-com-era Dell when he said, “If the motivating fear of big companies over the past five years was ‘getting Amazoned,’ the real danger going forward is ‘getting Delled.’ ”24

But as it turned out, Dell is the one that got Delled. As its long-standing cost advantages were largely duplicated by competitors, Dell’s PC sales began to shrink, declining by nearly 9 percent by the end of 2006 while a resurgent HP’s grew by more than 23 percent. Hurd was hailed as a hero, and Rollins met an ignominious end.25

Our research shows that, generally speaking, the healthiest companies are those whose industry barriers to entry are high, whose differentiation is growing, or ideally, both. In rapidly maturing industries (like PC manufacturing), it’s hard to maintain either.

When barriers to entry are low, numerous companies jump into the marketplace. In time, the market offers many acceptable alternatives to a particular product or service, and perceived value declines, negatively impacting both revenue and profitability.

Shortly after the introduction of the videocassette recorder, the video-rental market began to take off. For the first time, consumers could rent movies and enjoy them in the privacy of their own  homes whenever they wanted. No longer were they at the mercy of Hollywood or the television networks in determining what and when they could watch. The retail video-rental market had low barriers to entry: all someone needed to get into the business was space at a strip mall and the money to purchase a small inventory of videocassettes. As a result, mom-and-pop video stores sprang up on almost every corner overnight.

Blockbuster quickly became the dominant video-rental chain by raising barriers to entry. By creating a strong brand and acquiring (or forcing out of business) smaller, undercapitalized operators, Blockbuster became the most familiar, most convenient, and most dependable video retailer. The company’s scale enabled it not only to go public (generating additional capital it used to fuel growth), but also to negotiate a groundbreaking revenue-sharing agreement with the major movie studios, further enhancing its competitive advantage. Blockbuster became the most successful player in its category simply by following a strategy to raise its industry’s barriers to entry. (As I write, Blockbuster is struggling, a victim of changing dynamics. Read on.)

Differentiation can be another important bulwark against competition. Because it creates scarcity, differentiation enhances perceived value and improves margins. When competitors are able to duplicate your offerings, differentiation fades, and your ability to charge a price premium declines (or vanishes altogether). But even in the most competitive, commoditized industries, differentiation is possible.

Take diamonds, for example. Two diamonds that share the same “four Cs” (color, cut, clarity, and carat weight) are indistinguishable from one another and identical in value. Yet, the same diamond you could pick up at, say, Zales would sell for significantly more at Tiffany. Through the use of imaginative and consistent branding (from store location to customer service to that famous blue box), Tiffany has carved out a niche for which customers are willing to pay a hefty premium.

It’s a rare company that remains sheltered from competition for long. And competition is not only unavoidable, it’s uncontrollable.

There comes a point in the life cycle of many companies when they hit what we call the First Wall.

It’s a classic story: An organization pioneers a new product, a new service, or a new way of doing business. The company grows fast and enjoys healthy margins. But inevitably, its success attracts competitors. Differentiation gets hazier. Margins suffer. Growth stalls. This is the First Wall syndrome.

There are many examples of companies hitting the First Wall, some of them fatal. Netscape hit it hard and fast when Microsoft launched Internet Explorer. Google quickly caught and passed its industry sibling Yahoo!. And Pottery Barn, which defined a whole new category of home decorating retailer, saw its five-year run of 22 percent average earnings growth slow to a trickle in 2007 as copycats from Restoration Hardware to Target went after its niche. Williams-Sonoma, parent company of Pottery Barn, even sued Target for allegedly copying its designs.26 That’s what happens when your customers spend nearly three times as much on home decorating as the average consumer. Success breeds imitation.

Palm did not invent the personal digital assistant (Apple’s Newton would get the credit for that), but with the Treo they did devise the first successful “smart phone.” The phones were so popular that external developers designed some thirty thousand applications for them.27 But with the market growing at a double-digit pace, Palm was bound to attract competitors, and it did. Handspring, founded by the developers of the original Palm Pilot, came out with a product featuring virtually identical capabilities (my first “Palm,” in fact, was a Handspring). Motorola and Nokia did the same. Alternate platforms like the BlackBerry and Apple’s iPhone chipped away at Palm’s market share, the latter outselling Treos by a two-to-one margin shortly after its introduction. Despite double-digit gains in overall smart-phone sales in recent years, Palm’s sales have declined, and its smart-phone market share now lags that of both BlackBerry and Apple.28

Companies that have enjoyed long-term success understand that as markets mature, differences blur. They know that their challenge is not necessarily to be better than the competition but to stay different.

Whether a company is young or old, public or private, the challenges of competition stay the same. The more success you attain, the more quickly and aggressively competitors will invade your turf. You have to stay one step ahead of them, and it’s a struggle that never ends.

As with economic challenges, there are proven strategies companies can use to lessen the impact aggressive competitors have on their market share. There isn’t space here to describe these competitive strategies in detail—whole books have been written on the subject—but there are some basics that every company should keep in mind as it faces competitors who want what it’s got.

Keep close tabs on your competition. Our research shows that it’s not always necessary to outspend your competitors, but it is necessary to outthink them. The struggling companies we studied were less likely to keep good tabs on their competitors’ efforts and, as a result, were more likely to be caught off guard by new products, new services, or new strategies they launched.

Figure 3.1. Companies That Somewhat or Strongly Agree That “Our Competitive Differentiation Is Growing” (Stalled, 33%; Healthy, 64%).
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Consistently look for ways to enhance and protect your differentiation. There’s no such thing as a static market, and if you’re  winning today, there are bound to be competitors on your tail. Companies in our research that reported growing differentiation were more likely to report healthy revenue growth than those that did not.

Look to enhance strategic partnerships with other players in your value chain. They face competitive pressures as well, and a changing marketplace may increase their willingness to do business differently. Perhaps they will extend you better terms or more exclusivity in exchange for a long-term commitment, or they will partner with you on a speculative basis to develop new initiatives.

Invest aggressively in research and development, always looking for both incremental improvements and major breakthroughs that will make the products and services you offer increasingly difficult to beat. Competitive markets are breeding grounds for innovation. If you’re not the innovator, you’re likely to be a victim of one.




Changing Industry Dynamics 

Economic peaks and troughs are predictable; you may not know when they’re going to hit, but you know they’re coming and you can take preventive measures to deal with them. Competition is predictable as well. Again, it may not be clear when and from where it’s coming, but companies can take steps to keep their organizations on solid competitive footing.

But the world never stops turning, and while some market tectonics are predictable (Pfizer’s patents on its $13 billion cholesterol drug Lipitor will begin to expire in 2010), others come as a surprise. 29 We call these changing industry dynamics, and they are yet another significant reason why growth stalls. In fact, struggling companies we studied were more than three times more likely than others to say that the marketplace had changed and they no longer knew their place in it.

The most notable example of changing dynamics in our generation is the Internet, which has spawned entirely new business models and whole new industries. When I overheard my friends  who work in engineering talk about “the Internet” in the early 1990s, I thought they were referring to their companies’ internal e-mail systems. I had no idea how radically that odd new word would change my business—and life in general—in the coming years.

Figure 3.2. Companies That Somewhat or Strongly Agree That “The Marketplace Has Changed and We Don’t Know Our Place in It” (Stalled, 29%; Healthy, 8.5%).
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Many other types of changing industry dynamics can have crippling effects on companies, from technological advances (broadband, the rise of satellite radio) to demographic shifts (the aging of the baby boomers) to government policy changes (the federal bailout of the financial system, cap-and-trade legislation). Just think about how the retail business has changed in our lifetime. Woolworth used to be a household name, but changing dynamics have at various times favored department stores like Sears and JC Penney, specialty retailers like Gap and Limited, and now discounters like Walmart and Target.

Remember when Microsoft was untouchable, and its monopolistic hold on the software industry put it squarely in the government’s antitrust sights? How rapidly times have changed: Microsoft  is still rich and powerful, but with the ascent of Google, it looks positively vulnerable.

Similarly, the problems facing midscale restaurants aren’t only related to the economy. For fifty years more women entered the workforce every year. The trend took away their time to cook but filled their pocketbooks with a second income, and both factors were a boon to the restaurant industry. But that trend has leveled off, and the percentage of women in the workforce has actually now slightly declined. That changing dynamic makes competition even fiercer as industry players fight for the same slice of a shrinking pie.30

Consider these trends and the impact they’ve had on companies:• Web-based and video-on-demand services, eroding the dominance of once-unassailable Blockbuster
• Health and nutrition trends, which have led to declines in the carbonated soft drink industry as sales of specialty waters, sports drinks, and coffee each drain away their share
• Advances in telecommunications, as mobile phones and VOIP (Voice Over Internet Protocol) change consumer habits. Qwest alone lost more than a million customers in 2007 and shortly thereafter announced layoffs due to the decline in landline phone service31 
• Specialty hospitals carving out the most profitable health care niches (heart care, orthopedics, cosmetic surgery), squeezing the profitability of general community hospitals that have to care for the sickest patients, no matter their condition or disease
• iPods and other MP3 players, wreaking havoc on the traditional music distribution system



Getty Images rose to prominence in the stock film-and-footage industry through a combination of good service, strategic acquisitions, and smart distribution agreements that gave it the rights to photo collections of companies such as Time Life and National Geographic. (Getty generates more than half its revenue from companies like mine, as we license images for use in ads, on brochures, and in Web sites.) But the combination of digital imaging, easy  uploading, and the giant universal catalogue called the Internet has created a vast secondary image market. Digital photos are so inexpensive to take that nonprofessional photographers who are in the right place at the right time are bound to capture great images, if for no other reason than the law of large numbers.32

The rapid market embrace of digital photography also caught Kodak off guard. Not only had Kodak not anticipated how quickly the market would go digital, the terrorist attacks of September 11, 2001, decimated leisure travel and the picture taking that goes with it. Even as post-9/11 travel returned to normal levels, film purchases declined 10 to 15 percent annually in subsequent years. This was a one-two punch that almost sank the company, requiring it to resort to massive layoffs to meet its financial obligations and free up resources it could commit to funding investments in digital research. In 2004, Kodak announced a four-year, $3.4 billion restructuring plan that included the elimination of some fifteen thousand employees worldwide and more than forty of its photofinishing labs.33

To its credit, within four years, Kodak offset its double-digit declines in film sales with double-digit sales increases of digital cameras, retail-kiosk photo printing, digital picture frames, and inkjet printers.34 The company expects the inkjet printer business alone to generate $1 billion in annual revenue by 2010. Still, changing dynamics can come from anywhere: Kodak’s sales of movie film dropped 7 percent in the fourth quarter of 2007 because of a Hollywood writers’ strike.35

New technologies, changing buying patterns, and an ever-evolving consumer culture have challenged once-high-flying companies from Tupperware to Motorola and Sharper Image to AT&T. Changing dynamics have been a boon to the economy on a macro level but often at the expense of individual companies.

Of course, there’s another side to the story. As you have undoubtedly noticed, for every company that is blindsided and undermined by unpredictable change, there’s another company that takes advantage of it. Many of the great investment windfalls of history—the monster hits that farsighted portfolio managers consistently search for—involve companies poised to enjoy huge growth when  changing dynamics make their innovations the hottest properties on the planet.

Harold Levy is the portfolio manager of the First Eagle Fund of America, an equity fund that invests in companies affected by “catalysts causing positive corporate change not previously recognized by the market.” “When there is change,” Levy says, “there is a misunderstanding to be capitalized on.”36 He’s right. First Eagle Fund generated an impressive 13.6 percent average annual return in the two decades since its inception in 1987: $10,000 invested at its launch turned into more than $135,000 twenty years later, nearly double the performance of Standard & Poor’s 500.

There’s a reason why “the only thing constant is change” is a cliché. It’s true.




Riding the Tectonic Waves 

The external factors we’ve examined in this chapter are never going to go away. In the years to come, the economy is going to expand and contract. Competition will come and go. And the dynamics of every industry will continue to shift. As Peter Kenny, managing director at Knight Capital Group, aptly characterized the fallout from the credit crunch, “The tectonic plates beneath the world financial system are shifting, and there is going to be a new financial world order that will be born of this.”37

Sitting behind your desk dealing with the day-to-day challenges of business, it can be hard to notice changes that take months or years to gather force. But like the hands of a clock, factors that affect business keep moving. One day you may look up and see that your company’s time of growth has (at least temporarily) passed.

The good news is that every company, including your competition, has to cope with market tectonics. When the ground shifts, it shakes everyone. The difference between companies that are able to grow for the long term and those that struggle, we have found, is not how hard market tectonics have hit them; it’s how well they’ve dealt with the aftermath.

As you will see in the coming pages, tectonic events often reveal fissures within a company’s internal environment that present the biggest challenges to overcoming a stall. Like roaches that scatter when the light comes on, these characteristics hide inside companies, leaving evidence of their existence even as they go unrecognized. Whether it’s a debilitating lack of consensus, a loss of nerve among top management, a lack of focus in the marketplace, or inconsistency of execution (and sometimes all of the above), these dynamics can ruin a company from the inside out. Recognizing their existence and understanding their effects are the first steps toward getting back on the growth curve.
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