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Ever had that feeling you've got a great businlessthat its’ not delivering the results it

reaIIy deservesore likely than not, you do have a great busireiss simply that its strengths are not beingdied
towards the right opportunities, or that those apputies are not being well exploited.

This discussion outlines a new approach to matkategyy — an orientation around ‘cash-based’ PRiyibls. In it, we outline
what the right opportunities are, how to find themg how to exploit them. In summary, we see that:

1.Most businesses have a poor understanding of the nature of existing and prospect Poolis
a.GAAP distorts the profit picturdVith large non-cash and teadjustments, working capital changes, allocatiotts e
b.The right information is simply not availabldo profit views by customer, channel, offeringgeography; grossly
insufficient granularity, poorly allocated expensesl very limited competitor and partner informaitio
c.The right skills are not at right plac&eparated skills in Finance and Marketing; Prdfitol strategies need a blend

d.Management is not explicitly focusing on Profit Boo

2.A Profit Pool driven market strategy has a dramatic impact to a business’nstd value
No other aspect of business strategy has a gréagact on business value than market strategy,remother
approach to market strategy boosts Economic Povdr time (business value) than one oriented ardeiadit Pools

3.The path forward starts first with getting a Profit Pool view of the existingsimess, and then to
getting that view for new markets and crafting an attack centered on market casfit potential
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A Profit Pool is a part of a market that offers sosort of
economic return to participant players. A good PiRdol
offers a large amount of cash-based profit (wadtdss
the focus on cash later) over a certain amounitra into
the future. A less attractive Profit Pool simplyes$ a
smaller profit opportunity, while an unattractiveoft Pool
offers net losses to its participants.

Simple enough in concept, though quite elusivertperly
characterize and exploit.

The non-production printer market provides a simple
illustration of a Profit Pool view. The offering icprises
three parts; the printer machine (two types; infl Eser),
supplies, and some level of service. In additiarstemers
are relatively distinguishable; in terms of sizertEne
500, mid-size and SOHO), and in terms of industry.

Well, the most attractive market Profit Pool is 8@HO
customer, in certain professional and retailingarse that
buys ink printers. Interestingly, it is not that iSO
customers have the greatest demand for ink printers
because they don't.

They are the most attractive Profit Pool becausg th
lifetime profit contribution is the greatest of ather
market Profit Pools. It turns out that SOHO cust D
not have the purchasing departments that can exftigi
analyze the per-page costs of ink, and use cornygetit
bidding to achieve a more reasonable price. Intaatdio
paying a far higher price, many types of SOHO austio
(professional and retailers in particular) haveea/high
per-machine page throughput. Over time, the pfiafin a
SOHO ink customer in these areas far outstripsrethe

Conversely, a relatively unattractive Profit Paohiell
illustrated by Fortune 500 laser printer customéhe
laser printer’s price point may be higher (largétiven by
its production cost), and the volume of printers soay
be higher also, but the supplies prices have begatiated
down significantly by sophisticated buyers, andpbe
machine throughputs are relatively low.

If you were investing in this market, where woutzlly
focus your incremental funds? Why is it that thesgmxg
players in the market do not seem to see whiclosect
deserve the highest priority for growth investm@nts

Types of Profit Pool

There are three types of Profit Pool when consideai
move in the market. As in Figure 1, the first anoksin
readily accessible Profit Pool is that already added by
the business (marked as “Existing”). Here, ProfibB are
segments of the market already served by the &sine

market

Existing
Profit

your new new

existing game game

game for you for all
game

The second type (marked as “New & Charted”) is an
increment to the existing business. Here, the legsiis
looking at taking the existing game (“offering” or
“business model”) into a new market/segment (“congn
set”); or alternatively, expanding its servicingaof
existing market/segment with a new offering/busines
model. Notably, in this type of Profit Pool the necw new
markets/segments or offerings/business models|reeds
been charted by others; competitors already exéstt

Finally, the third type of Profit Pool (marked a¢ew &

Uncharted”) refers to a move into uncharted arkeittte is
known or established before entering these newsarea
either there is low familiarity with customer needsthe
offering/business model has not been tried befarépth.

Existing Profit Pools

While it might be reasonably expected that a bissing
already extracting all the profit that it can fréne market,
it turns out that this is not the case at all. Emxgs Profit
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Pools are actually a surprisingly rich source gbiaved
performance and profitability.

In fact, we have found that most businesses haezya
limited knowledge of their own performance in egtmg
cash-profits from markets. There appear to be flactors
driving this (see detail in panel over):

- GAAP distorts the real profit picture
- The right information is simply not available
— not enough granularity, and very limited view by
customer, channel, offering, or geography
— poor/inaccurate expense allocations
— limited competitor and partner information
- The right skills are not at the right place
- Management is not explicitly focusing on Profit oo

These four forces come together with devastatifegcef
Were it enough that the lack of visibility causasinesses
to not focus on the good Profit Pools — that wcaddone
thing — but the reality is that they also causesttisiness
to serve areas where the Profit Pools are actoeljative!

In our work, we observe this unfortunate situativth
boring regularity. The value-creating effort beegpended
at one end of the business is actually being dgstravith
cash-based losses —tlae same end of the businessmply
by serving the wrong part of the market.

One last note on Existing Profit Pools. The indaat of
internal cash-profitability discussed above areaxypfor,
though not a substitute for an understanding oketar
profitability. A solid understanding of competitqrartner
and customer economics, now and into the future, is
essential to properly see where all the opporesigind
trade-offs are, and to predict the behaviors oéiotharket
players and customers. This is explored in Se@&ion

New Profit Pools

Naturally, one of the most powerful ways to inceeas
shareholder value, indeed the entire businessevialall
stakeholders, is to grow future cash-based prafiitgb

With this in mind, business must also search fomghn in
high cash-margin revenues, in addition to improving
existing business performance. They need to be very
careful, however, to ensure that they only growasitive
Profit Pools — the more positive, the better. Gtoimt
Profit Pools where cash profitability is negativesults in
a destruction of business value; negating all ffoate
made in that Profit Pool, but also stealing theiltesof

efforts in positive Profit Pools. Such ‘bad’ growthvery
common (and actually the base motivation for tlaipgy).

Now, obtaining an understanding of New Profit Pasls
mostly an exercise of looking externally, at contpes
and others.

New ChartedProfit Pools

By definition, charted Profit Pools have alreadgibe
penetrated by participating players, and as suetetis
both information out there on their attractiveness
(including current and future economics), and tlaeket
has an existing structure with working commercialdels.

The first attribute, that there is existing infotioa, makes
it easier to identify and understand the naturgpefific
Profit Pools. It also allows a high level of risktigation —
since new market entrants (should) know more ont wha
they are getting to.

New market entrants need to get information anidhese
the economics of existing players and that of unepated
parts of the market, now and into the future. Infation
needs include; economics of competitor and channel
business models, market unit demand, customer value
proposition and other factors — existing, and fet@nly
with this can the nature of those Profit Pools bearstood
and effectively leveraged in market strategy foratioh.

It is worth adding that this external informati@n i
surprising available. Our experience shows that BAA
statements, pricing information, customer and ckinn
sources, and public sources (includiegal surveillance)
are good enough to build a picture to manage by.
Obviously, the information is not perfect and, oficse,
not as good as internal information.

We take the view that it is incumbent on managerteent
get this information, and process it, as it undesaill
thoughtful decisions at the strategic level. Toekient
that information is not perfect, it does allow dgans to be
informed — rather than uninformed — and it allog& to

be mitigated. Knowing specific risk areas, theirgmitude,
and the development of contingencies is a primary
responsibility of managers - as agents of sharehsld

Further, in our work we continuously encounteraitons
where the absence of readily available informatorits
proper processing, resulted in the destructiorast v
amounts of shareholder value. This includes poorly
invested cash, ongoing losses, etc.; far in exckghat it
would have taken to develop insights before thestwment
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and there is opportunity cost; the capital investnosuld
have been made into Profit Pools that would have
delivered solid returns.

The second attribute of Charted Profit Pools, thete is
an existing commercial model in the market, resualless
scope for new entrants to define market structutbeir
terms and strengths. In addition, the presenca ekésting
competitor set will undoubtedly make the markeficlift
to break into — and first-mover rewards have alyegahe.

New UnchartedProfit Pools

Uncharted Profit Pools have only rudimentary market
information available (high-level ethnography and
addressable market -type information), and thermis
commercial model in use. This situation is a mirror
reflection of Charted Profit Pools; risk due to thek of
information is high, while the limited opportunity define
the market, its offering and structure dramaticaltyreases
potential returns; as does the opportunity to kst fnover.

With that said, it is still critical that managemsnsidering
a move into Uncharted Profit Pools gather the stype of
information as in Charted Profit Pools to estinthtsr
nature (including unit demand, potential custonaue
proposition, economics of potential business mqdeid
etc.). Obviously, there is greater uncertainty dhées
information, making it much more important to urstand
the probabilities of outcomes and develop well aered
contingencies and their associated triggers.

Profit Pool Attractiveness and the Business Model

A business model is the formula a business creatés
uses to create value in product (or service) marlaatd
translate that value into cash flow to the capitatkets
(share and debt holders). It comprises the follgwin
(among others):

- The configuration of internal operations — incluglin
manufacturing structure, the organization, etc.

- The ‘commercial model’ — that is the structurelad t
transaction(s) with the customer and others, inolyd
pricing structure, bundling, etc.

Naturally, one business model is different fromtaro—
such that one player’s profitability is also ditet from

another’s. This affects the total profit availaliea Profit
Pool, which may alter if shares were different loamge.

This issue must be recognized by strategists, land t
probabilities and impacts of differing business eischeed
to be incorporated in future plans and contingen@ad
investment-return assessments). In most situatfuns
impact is relatively small in comparison with theler of
magnitude differences between Profit Pools.

However, there are instances where business model
variances do have a non-trivial impact — such dsDe
introduction of a new operations configuration ittie PC
market; one that effectively gives them severahtsoin
profit margin above all competitors. Right now, #€’s
overall Profit Pool is much more attractive thawdtuld be
if one or more other players copied Dell's modelthat
scenario, profits would dip and PCs would not be as
attractive an opportunity. Dell investors appealn¢o
betting this will not happen.

A second interesting perspective on business meaahels
understanding Profit Pools lies in a value chagwiHere,
strategists need to look at Profit Pools acrossldveby
the offering to the end customer. This is impor@sithey
have an opportunity to alter the commercial modedtber
factors to cause a re-distribution of the overadifi® Pool
across the value chain.

These and other issues and perspectives add aofayer
complexity into the market strategy equation thiatves
the savvy manager to gain advantage. Strength in
increasing shareholder value tends to circle baadt to
competitive strength in product markets.
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In short, no other aspect of business strategwltpeater
impact on business value than market strategynand
other approach to market strategy boosts Econoroiiit,P
and thus business value, than one that is orieartachd
Profit Pools. It works like this:

We must start with the premise that thginsic value of a

business (not itmarketvalue; which is subject to volatility

arising from macro-economic and other near-terrtofag
is the present value of all future cash flow i¢ipected to
generate (as first set out by Alfred Rappaportd@1).
This notion is almost universally accepted todhg; ¢ash
generated by a business in each year going inttuthee
is discounted to its value today, and simply summed

Relative Impact To EP
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Figure 2 — compiled based on a composite of the
economics of many businesses — illustrates thévela
impact of key business economic factors on cash fio
this case, Economic Profit; which includes a chdogehe
assets in use). As can be clearly seen from the, ¢tha
most powerful drivers of cash flow are what we dalb-
line’ factors — unit sales and price.

Market strategy governs the performance of thegdine
factors more than any other aspect of businestegiraAs
shown in Figure 3, market strategy is a plan (n¢eds
continuously updated) that states with great syuétgifand
appropriate detail; what parts of the market wié t

business participate in, and, how will it competehose
market areas?
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Such decisions have a direct bearing on the busines
ability to both grow profitably, and to compete c8ess at
competing has a direct impact to share, thus ahéssand
price, thus also profitability. In addition, sucsesith
profitable growth will only come if the targeted rkats
offer both increased penetration and/or expansiond,the
opportunity for profitable commerce.

Now, a market strategy deliberately focused on deep
positive Profit Pools provides the maximum potdrfbaa

greatpositiveimpact to cash flow over time. Conversely, a

lack of focus results in participation a non-trhaanount
of ‘shallow’ — some even net loss-making — Protibl3,
resulting in less than optimal overall cash-flow.

It is worth reiterating cautionary comments at {hisnt.
Markets with the largest revenue opportunity do not
necessarily offer the best long-term profit oppoitiy In
fact, we frequently find the reverse is true; withny
players in the large revenue markets, profitabiiyg
declined, and smaller markets become more attectiv

Take the example of the lubricant market; the profi
opportunity in high-volume combustion engine segimén
outstripped by that targeted — but well branded B-¥0
driven segment.
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This phenomenon is not unique. Most industriesepéete
with examples of defensible segments being pedfeahd
exploited. This does not mean that large markeid te be
unattractive — as many are clearly attractiveinipdy
makes it incumbent on managers to seriously conside
specialist and similar markets, and how they phathem.

Caring about ‘Existing’ Profit Pools

We find most businesses orient investments (capital
market spend and human resources) around today’s
revenue performance. Considerable emphasis inglace
historic revenue performance, though some weigdivisn
to positioning issues, such as share, top ‘X’ pmsitg and
the like. One such example is in Figure 4 (thisrdli
example has been disguised; suffice to say that it
represented a range of product and service offetimg
business customers):

$ (o

Annual Revenue
($ millions)

$3004

(_/H ‘top 5’ offerings received 73% of
M asset and operational
investments; represented 42% of
$250 revenues

$200 H Competitors

Client

$150

in addition to revenues,
some investing weight
given to market share

$100+ position / potential

$50 |17
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Offering

The orientation towards investing in large revemagkets
(the yellow bar represents the client’s revenugs)aar
and obvious. This is a relatively common approatmost
applying the 80:20 rule; where 20% of offerings gyerte
80% of today’s revenue — and so (mistakenly) des80%6
of investments.

However, the alternative view of the business itk at
Existing Profit Pools from an internal viewpointhat we
found is shown in Figure 5.
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The insight revealed in this cash view of investagital
was that 40% of assets were actually driving ladsefact,
of the five offerings favored for investment resmes, only
one represented an attractive Profit Pool oppdstuni

The view in Figure 5 is limited; though it is asfirstep to
fine tuning the business and delivering superiturres. In
particular, the view is single year (rather thatufa-
oriented), internal-only (i.e. not looking at thrarket's
Profit Pool opportunity), and is limited sincedbks at the
business only by offering; and not addressing #mes
information by customer, channel and geography.

With this information, and information on inter-
dependencies between the various offers and markets
management is in a far better position to makeriméal
decisions on where to invest to grow profitablyd avhere
to ‘manage’ businesses to, at a minimum, limit loss
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Caring about New Profit Pools

As mentioned above, one of the most powerful ways t
increase shareholder value, indeed the entire &ssin
value to all stakeholders, is to grow revenues st
attractive future cash-based margins. Again, careeded
to avoid the reverse.

As we have seen, GAAP-based profit measures (eassG
and Operating Profit) are not only inaccurate -y e
misleading. They mask offerings, or customers, or
channels that are actually negative in cash-based
profitability, since not all charges are incorpexatThey
also improperly allocate M&S, R&D and G&A — distiog
the picture of relative attractiveness between odppdies
— and they include many of the accountant’s adjasts)
such as non-cash depreciation and other charges.

Managers that are truly focused on maximizing
shareholder valuenustlook at market opportunities
through acleancash-profit lens, and expend the needed
effort to understand the true nature of marketiPRyols;
this will dramatically mitigate the risk of investmts by
being better informed, and by understanding theasin
and having contingencies and triggers for correctigtion.

A quick ROI on the effort needed to get a gooduieiof
the nature of market Profit Pools will almost alwaphow
that the effort is easily paid back, when consiugthe
magnitude of all that is riding on a market entry.

Finally, in the case of considering new marketstsets
that are as yet uncharted, managers are facinusthef
opportunity cost, in addition to that of as potahtailure.
Such an entry is really the creation of market/segmif
that process is not done right, such as in buildimsgoffer
or business model, much of the potential valuédnaf t
market could be lost.
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Profit Pools offer an opportunity to get your cash-
generation machine (your business) humming at &amap
rate. To make it work, however, the business’ leadsust
first embrace the focus on intrinsic shareholddueva
through cash-flow growth, and commit to the PrBfitol
approach to market strategy.

In terms of practical steps, that means priorigziarts of
the market with the most attractive Profit Pooleeteif
they aren’t great revenue sources), and competitigav
business model that can extract high and sustdévets
of profit, while capturing share (see Figure 3).

We encourage business leaders to address thresf sets
issue, as set out in Figure 6, in their effortadopt a Profit
Pool driven market strategy:

' J .0
% # '

Know your own Geta Define a path that
ACTUAL STRATEGIC VIEW EXPLOITS
PERFORMANCE of Markets OPPORTUNITIES
get a clear leverage existing prioritize

understanding of information to opportunities

your business’ develop long- (together with
real profitability at range likelihood of

a useful level understanding of scenario)

market; demand,

develop EP- profitability craft market

based p_rofltabllny competition, actions that ch_art
view offerings, etc. path to leveraging
(history/future) ’ profit pools,

under existing develop strategically
business model understanding of position for future
potential paths options, and

apply this visibility market may take, allow

at a granular

level, in all useful together with contingencies
evel, In all uselu implications of

manage_mem each path

dimensions

Understand your own ACTUAL PERFORMANCE

The first step is to get visibility of your own boess’

profitability. This means an accurate and granview of
cash-based profits - by offering, customers, chisrared
geographies — using existing segmentation schemes.

As discussed above, this means that managers oeetl t
through GAAP. This is an important step, besiddsrge
visibility, it re-orients management’s psyche ardwalue-
creating measures. To illustrate the importandhede,
Figure 7 shows the impact of using cash-based messu
versus typical GAAP measures (note that GAAP messur
have been corrected here to eliminate expenseasitbhoc
inaccuracies, and adjusted to increase granularity)

1, 2 %
Profit Margin * (Profit/Capital) _
(percent)

250
both OP and GP give misleading indications
of investment returns and prioritization

200

1501 Gross Profit
(GP)

100

50

$5 $10 $15
both OP and GP indicate
unprofitable offerings are positive Invested
Capital
5 ($ millions)

Note how the use of Gross or Operating Profit would
mislead management in two critical ways. First,ghets
of the business on the right (in this case we @okihg at
offerings) are actually unprofitable as a resultaos,
financing and other charges — where as GAAP measure
paint them as positive contributors. The secongkiss the
prioritization the GAAP measures would have you kvor
to; many of the offerings on the right have atirecGross
or Operating Profit profiles, and may actually lbevan by
managers — unaware that their growth actually dgstr
cash generation and value.

With this profitability picture in hand, the nexep is to

identify cross-relationships and inter-dependencies
between each area of business. There is a temptatio
business to be simplistic and simply ‘lop-off’ tleos
offerings, customers, channels or geographies uhéer
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line on the right side of the chart. This is a védangerous
point in the exercise as management has only half t
picture; both the customer and the business i8elbugh
bundling, etc.) are typically greatly inter-twined.

So, management needs to understand these inter-
relationships well. The objective of this exerds@ot to
cut out parts of the market, but to improve perfance.
We can do this by identifying loss-making businessed
finding ways to get them to profitability (or lettj them
shrink). We can also do this by directing growth
investments to Profit Pools that are known to deliv
positive results.

With that said, actions should not be taken inegitirea
without first obtaining a strategic view of the iars
markets.

Get a STRATEGIC VIEW of Markets
A strategic view is one that provides insightste two

issues addressed in Figure 3; where should thedssi
compete — and, how should it compete in targets&rea

To deliver this, an assessment of the attractivweoés
markets areas (in this case, Profit Pools) is mbeakeis an
outline of the various competitive ‘plays’ or paasitings
that have been adopted (and un-adopted but viable).

For existing and charted markets, much of this type
information is the same, and obtainable in simifays and
from similar sources. In the case of uncharted etark
additional techniques are needed as, in many wags,
market is as yet undefined.

For existing and charted markets

An understanding of existing and new markets hasad
with segmentation. Segmentation is a crucial agtias it
is the basis upon which all targeting and competiti
activities will be based. Segmentation is a veghhialue
activity. Unfortunately, it is not easy to comewith a
powerful segmentation scheme from the start, aigdain
iterative process.

We find that market analysis should begin with txgsor
known segmentation schemes along the four ‘dimassio

3*41 2% # 4 5)
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NOTE: also key drivers of

volume of Economic Profit
demand for |
offering
price, actual and relative
—‘this offering’s share
relative offer meritst
$ ) 1

I(unit) volume demanded

suppliers’ economics ‘

“—‘ solution value prop to cust‘
v

market unit volume growth‘

competitor count / barriers‘

—‘ competitive intensity

space ‘defensibility’ ‘

competitor ‘orderliness’ ‘

y |
—I business economics I

relative value prop to cust ‘
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(offering, customers, channels and geographies),
subsequently finding new and more useful schemas at
later date. Such other schemes must be craftedtwith
criteria in mind for segmentation; to be both meable
and actionable.

For example, we might start an analysis of the tzge
market, in the customer ‘dimension,’ looking atthi
usual suspects — age, ethnicity, income — anddbare to
notice that there is another scheme that reflégtdyh
useful behavioral attributes; such as heavy used to be
highly brand loyal. This is a critical insight, alealty
drives premium prices and reduces certain competiti
related expenses. We can then find ways to measure
target heavy users; perhaps fine-tuning traditional
measures (age, ethnicity, income), or identifyiegvrones
(retail outlet type, etc.).

With our segmentation scheme settled, we have patiob
on which to develop a strategic view. We need to
understand the various sizes of these segmentsfuhee
sizes, and future profitability. In this respebk model
outlined in Figure 8 is very useful:

As can be seen, there are a number of elements of
understanding (in yellow) that are needed. We twilich
on three key ones here; though it is notable thatym
factors are inter-related, and drive each othegufé 8 is
somewhat simplistic, though it covers the bases):

Expected future demanth the absence of any substitute
solutions for the customer (a big assumption tleads to
be investigated), an understanding of future densnd
critical for estimating market unit sales, and tygh
influential for assessing competitive intensity (@fhtends
to get worse in low-growth markets).

Competitive intensityln competitively intense markets,
pricing tends to be low, driving down returns ahd t
attractiveness of Profit Pools. We can forecastpeditive
intensity through an understanding of factors sagthe
barriers to enter and exit a market, the abilithudd a
position that can be well defended (such as a gtboand,
which customers appreciate in offerings that neest t
such as banks), or the liquidity of the marketlitdiuid
markets are relatively intensively competitive.

Price and offer merit@Customer Value Proposition): Price
is often a function of business economics (for wbkéairns

is the business willing to deliver the offer) andstbmer
Value Proposition (which, in turn, entails a solid
understanding of customer economics — particularly
important to business customers). Though, competiti
intensity plays a role, also.

Out of this analysis comes an assessment of thket'gr
current and potential revenue, shown in Figure 9:

6 % # 7!
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In this example, there is clearly an opportunitgéntain
areas to increase penetration and drive growth.gvew
we need to map in the insights we gained on futash
based profitability for the entire market — inclngi
competitors — based on existing offerings and lassin
models. This we can see for the current year inr€ido.

In this view we can see what the profit potentdiar the
year in the entire market. It is a very insightbidture for
managers to have, as they can see what turf isiwort
fighting for.

To create this, we have developed an understarding
competitor economics at a relatively granular leVéiis is
achieved by starting with GAAP statements, andeyath
competitor information from a variety of sources:

- Customers and channel partners

- Financial reports

- Company statements and press release

- Direct observation (factories, etc)

- Analyst reports (capital and product markets)
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Now, even this is not enough. Markets come andgd,it
is critical to overlay a forecast of profitabilit€ontinuing
with this example we have the present value thad tot
potential profit in each part of the market (Figtde:

% # (

NPV of future EP
($, billions)

original

$1.200 - top 5 only one of original top

5 segments offers a
substantive long-term
1 Profit Pool
$1,000
$800
the actual top 5 segments
were largely overlooked in
$600 _—] the original strategy
$400
$200 - H
$0 = |:| [I oo o D [l o |:| = o
T g e e T e T Wk T T e
($200)
others in of on?mal top 5
segments are unlikely to ever
($400) deliver positive returns

($600)
-

This perspective captures the growth and disappearaf
markets over time. It accounts for low penetration
certain areas, and uses reasonable judgment tesasse
reasonable amount of growth. It also capturesdtadive
magnitude of the potential in each market.

A short study of this chart and it becomes cleaengh
management needs to be investing, and where isrieed
be ‘managing’ poor performance.

Naturally, forecasts are never highly accurate. e,
there is an order-of-magnitude certainty that isallg very
high indeed, for purposes of comparing market
opportunities.

There are four principals for forecasting in thenfalation
of market strategy:

- Developing market forecasts allows much better
management decisions than uninformed decision
(oddly enough, many managers today rarely think
through issues of future profitability and totateatial)

- Awareness of uncertainty, and its degree, faciiftat
improved contingencies and remedial action
(the greater the uncertainty, the more alterngiaths
need to be thought through)

- Order of magnitude is often enough
(other factors come to play in selecting marketsatget,
such as organizational strengths, etc., and we foavel
that order of magnitude assessments are good eriough
input to such decisions)

- When viewed in hindsight, most market forecasts are
highly accurate, for purposes of strategy and itmests
(we have found that organizations have a surprising
amount of the core information needed to conduct
market forecasts, and that when completed, thenait
and key ‘way-point’ used in the forecast have been
enough to stand the test of time)

Figure 12 is an example of a forecast done formdin a
depressant over 15 years ago. In it, basic infdonatas
used to create an order of magnitude forecastibGales;
such as continued patient penetration, availabilityew
technologies, etc..
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This and many other forecasts have stood the teishe —
certainly enough for management to weigh altereativ
investment strategies.

For uncharted markets

Without doubt, uncharted markets are more diffitoilt
address than charted ones. Similar to the artigtise
canvas issue; uncharted markets demand vision.

With that said, vision is not enough. Business azmis
needed to avoid getting into a ‘Pool’ that will eewdeliver
a return to investors, and to avoid taking a good
opportunity and creating a market business modas il
also never deliver a return to investors. The tistepped
approach in Figure 13 is very effective in underdiag
uncharted opportunities.

The first step is to develop a picture for eackheflikely
market outcomes. This starts with collecting baseideas
from leaders, market specialists and observersnhears
and others. This is readily synthesized in a wamigg
exercise, where the market scenarios are worked out
together with potential business models.

Such an exercise is very high-value; war-gaming thi¢
various interests against each other together mitte
limits of realistic frameworks to map how markettl w

evolve. Such efforts need to be then be quantifigte
second step to understand the economics of eanhrsce
and business model.

In this step, the use of ranges and order of magdeit
information is very useful. The target is, as ia #fforts in
‘existing’ and ‘charted’ markets, to get down toaurtline
of what the time-adjusted market ‘Profit Pool’ I@dike
from an order of magnitude perspective.

Interestingly, this technique also uncovers a gieat of
other useful management information, such as wWieat t
options are at any one point in market evolutiohatv
decisions can be postponed, etc..

The last step is essential; without it, the patiwéod is
very high-risk. The approach forward has been louila

certain number of assumptions — usually of the wbere
customer behavior is assumed based on one ‘daver’

other. In the third step, such drivers need toelseet.

/9
% #

Develop Scenarios
of
Market Outcomes

Validate & Evaluate
Scenarios &
Approaches

Test High-Potential
Approaches & Adjust

using creative
and visionary
techniques,
develop
characterizations
of high-potential

market outcomes;
address offerings,

customer needs,
appropriate

business models,
competitive

environment, etc.

complete each
scenario with
enough detail to
conduct high-
level market
research,
addressing sizing
and evolution

evaluate
economics of
each potential
business model
in each scenario

validate market
assumptions with
customer
analysis

short-list likely
outcome
scenarios and
accompanying
business models

run live market
tests to
understand the
validity of market
driver
assumptions

re-define and
further short-list
scenarios and
accompanying
business models
as needed

Such testing can range from putting various prgfes
into the market under differing business models, to
isolating specific customer drivers and findingatiee

ways to address their validity.

One thing is for sure, in undefined markets, askimeg
customer what they want is useful as input, thahgly
rarely have the vision to directly tell you whae thffering
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should look like in the end-game — and less likelgefine
a business model formula that is optimal for yousibess.
Define a path that EXPLOITS OPPORTUNITIES
In formulating the path forward, it is useful tonsider the
alternative generic market strategies and theic&jp

risk/reward profiles and associated likelihoodgaccess.

Generic Strategies

The two areas that market strategy addresses, where
compete, and how to play in those targeted areas, a
reflected at a high-level in Figure 14. An existingsiness
has the opportunity to move in one or both direwjand
in doing so it can simply follow others, or it cda
something new.

the business into competition with existing playéys
such it does not offer as great an opportunityafature the
benefits of a first mover (which include a high ipability
of a dominating share position, and a superiorniqgitevel
based on a stronger brand or other position). 8ped-15
for an illustration of the typical share achievetsesf new
market entrants — based on a composite of perfaresan
within several very different markets.

As a result, the Incrementalists are unlikely tovgry
good returns, while risking the chance of investingyeat
deal to enter the market.

The Risk-Taking Incrementalist has the additionatlen
of making headway in markets where there is ndtiegis
presence to build off; having to develop customer
relationships from scratch. Having to develop baoghv
customer sets and new offerings where there iadyran

$ % # '

markets

completely
{xploiter / follower / stone-stepper

—Existing competitive structure; difficult to
enter successfully

—Mitigated if have advantaged offer or

@iness model

/ risk-taking incrementalist

—Changing both game and market is
very risky
your

existing
market(s)

—Only matching competitors; rewards

@Iy to be low
/

| * 3

incrementalist

—Changing game is risky
—OnIF matching competitors; rewards
likely to be low

your
existing
game

offering and/or business model

)

pioneer

—1st mover rewards are usually very high
—New market entry is high risk; mitigated
if enter with advantage e.g. technology,
brand, channels,..

disruptor

T (——

—Many 1st mover-like rewards
—Changing game is risky

—Changing both game and market is
very risky

disruptor

exploiter
[+ 8 |[! 3 |

—Significant rewards possible from
focus on pockets of profitabili
—Must develop visibility of true cash

new profitability — at granular level*

game
for you

new
game
for all

At a general level, there are a limited numbenattegy
types that are available. Each is discussed sebarat

The IncrementalistsThis strategy involves extending the
offering to the business’ existing customer segltaring
the business model (changing the terms of the dctios).
By definition, the Incrementalist is a strategyttimves
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existing base of competitors is very unlikely teuk in
success — or economic rewards.

The Exploiter / Follower / Stone SteppEixpanding an
existing offering / business model into new makketas
(the ‘Exploiter’) does offer the opportunity fordhi-returns
and low risk IF that offer / business model isyrul
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powerful. However, expanding an ‘also-ran’ offering
business model into new market area (the ‘Follojweifl
only deliver the relatively low sort of returns tltan be
expected in the Incrementalist strategy.

+ %!

100% Othery

75%

2nd

Sh '
0,

are 50% mover

25%

0%

Time

The (‘Stone Stepper’) enters a new market areativéh
business’ existing offering / business model. Thmpse
is to use such a move as a bridgehead into anotheet
as a Pioneer (described below); the risk / retuofilp is
very unpredictable.

The Disruptor Taking a new offering / business model into

an existing market has demonstrated itself to bera

effective market strategy. Here, the game is redefiand

a formula that improves both the customer value
proposition and margins will deliver very attraetiv
economic returns. First mover rewards are available
Disruptors.

Notably, since the customer market already existsge is

considerable existing knowledge available. This
information and familiarity needs to be fully exipéml to
mitigate risk, and craft a business model that agtiually
deliver superior returns. The Disruptor stratedeisfa
very good risk/return profile — provided the stoptés
formulated with an eye to Profit Pools and related
techniques.

The PioneerOpening up a new market is one of the most

high risk moves that can be made, particularly \&itiew
offering or business model, and often reservedénture

capital. However, the first mover rewards are tighdst of

all when the right formula is found.

The risk level in the Disruptor and Pioneer stregeds
high; making them particularly in need for the risk
mitigation information efforts discussed. Furtheremo
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those same efforts will also reap rich rewardshay tire
also directed at defining high-return business nwde

Strategy Formulation

In short, with the information base gathered, fdatinog
strategy is a very situation specific exercise. st
useful approach is hypothesis based; that is, diegjg set
of viable strategic options, and evaluating them fo
business / shareholder value creation. The hidteerisk,
the greater the need to more fully understand piaten
evolution paths, and the greater the need to halict s
contingency plans.

Such hypothesized strategic options set out whiatkets
to target, and how to play. They also detail tHerpthe
business model, and the path forward.

In each of these considerations, the businessévedn
only have a chance of achieving its potential i§ iftocused
on the most attractive Profit Pools.
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