STRATEGIES FOR GROWTH

By Professor Aneel Karnani, University of Michigan

to
Grow the Market
and Create Value

After years of restructuring, reengineering, and downsizing,
many firms are now emphasizing growth. Shareholders, com-
petitors, and employees all impose pressures on companies to
grow.

y
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hareholders have become
more active and demand-
ing not only in the USA,
but increasingly so in
Europe too. Just consider
the number of firms that
have fired or gently
pushed out their CEOs in
the recent years: Apple,
Compagq, Ericsson, Philips,
Kodak, and Pharmacia & Upjohn, and the list
goes on. Even in Japan there are initial signs of
firms becoming more responsive to shareholder

interests. Shareholders demand value creation,
which is closely linked to corporate growth.
The obvious limits of value creation through
cost-cutting make revenue growth essential.

Many industries are experiencing increasing
intensity of competition and scale economies
are becoming more critical. Banking, pharma-
ceutical, automotive, defense, airlines and per-
sonal computers are only a few examples of
industries undergoing consolidation. In such
industries, growth is essential to achieve scale
economies in technology development, opera-
tions, capacity utilization, marketing, distribu-
tion, and network externalities. If you do not
grow as fast as your competitors, you lose your
competitive advantage, your growth slows, and
your firm enters a downward spiral. The only
options in this environment are growth or a
vicious cycle leading to oblivion. The third ma-
jor source of pressure to grow comes from the
employees. Employees in a growing company
have greater opportunities for career advance-
ment, financial rewards, job security and job
satisfaction. It is just plain more fun to go to
work everyday and the collective mood is more
upbeat in a growing company.

Although growth is important, it is not easy.
Ask companies in the US and Europe what
their target growth rate is, and the average re-

sponse is in the 10% to 15% range. Given the
overall economic growth rate of countries of
about 2% or 3%, there is no way all these firms
are going to achieve their target growth rates.
Put differently: add up the five-year projected
market shares of all the competitors in an in-
dustry and you get a number well over 100%.
For every firm that achieves its growth target,
another firm will fall far short. To be one of the
firms that succeeds, a company needs a savvy
growth strategy. Developing this strategy in-
volves two major decisions: the direction of
growth and the mode of growth (see Figure 1).

A firm can grow using any of the fifteen op-
tions in Figure 1; it is easy to find examples of
both successful and unsuccessful companies in
each box. There is no one right answer that fits
all firms. A firm should choose its strategy
based on its own resources and competitive
position.

A firm may consider five possible growth
directions. A firm can grow in its current busi-
ness by gaining market share and increasing
market penetration; it can grow in the same
business, but in a different geographic location;
it can grow by vertically integrating either
backwards or forward; it can grow in another
related business; or, it can grow in a different
unrelated business. Note that a firm does not
have to pick only one direction of growth.
However, it is unlikely that pursuing all direc-
tions simultaneously is a wise choice. Instead,
given limited resources, a firm should deter-
mine the relative emphasis to place on each
direction of growth. This article will focus on
the direction of growth decision and analyze
the advantages and disadvantages for each of
the five directions. This analysis will show that
the most promising directions for growth in
today’s environment are market penetration,
globalization (especially into emerging country
markets), and forward integration.
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Conglomerates.
an unrelated business is that conglomerates can
reduce risk. While reducing risk is a good idea,
shareholders can directly diversify their risk much
more efficiently than a conglomerate can, thanks
to efficient capital markets. Shareholders should
diversify their portfolio to reduce risk; companies
should focus to develop and exploit core compe-
tencies. These days, the dominant trend is away
from conglomerates and towards more focused
companies. Consider the change in strategic direc-

The logic for growing in

tion of companies such as Kodak and Westing-
house, the break-up of conglomerates such as ITT,
and the spin-off of non-core businesses by compa-
nies like Hewlett-Packard. This trend towards
focused companies has been slower to take hold in
Europe, but it is speeding up there too: Nokia has
shed various businesses to focus on telecommuni-
cations equipment, Philips has exited from several
businesses, Daimler-Chrysler is focusing more on
its automotive business, Unilever sold its chemi-
cals business, and ICI spun off its pharmaceuticals
business.

Although US and European firms are moving
away from conglomerates, in much of the rest of
the world (for example, Japan, South Korea, India,
Thailand, Brazil), the economy continues to be
dominated by conglomerates. There are three ma-
jor reasons for this difference: inefficient capital
markets, a large role of political influence, and
shortage of managerial talent.
change, and they are changing, the role of con-
glomerates in these countries too will decrease. In
countries like South Korea, the conglomerates are
under increasing pressure to focus on a few busi-
nesses; in Japan, the major success stories are the
focused firms like Honda, Sony, Bridgestone and
Canon, and not the traditional conglomerates.

This is not to say that every conglomerate is
performing poorly; companies like General Elec-
tric and Johnson & Johnson continue to perform
very well. But, the odds do not favor a strategy of
unrelated diversification.

Vertical integration too is declining; in-
deed, the exact opposite, outsourcing, is on the
increase. Outsourcing permits the firm to focus on
the activities that are the source of its competitive
advantage. It also increases flexibility and elimi-
nates some of the organizational problems com-

As these factors

STRATEGIES FOR GROWTH

mon in vertical integration. Firms are rapidly re-
ducing the level of backward integration. The
automotive industry, for example, is increasingly
outsourcing components; General Motors, one of
the more vertically-integrated firms, is spinning
off Delphi, its components producer. Interest-
ingly, while backward integration is decreasing,
forward integration is offering opportunities for
competitive advantage and growth in many indus-
tries. Economic clout is moving downstream
closer to the customer. For example, the automo-
tive firms are playing an increasing role in distri-
bution; Merck bought Medco, a large distributor of
pharmaceuticals; LVMH acquired Duty Free
Shops. Internet use and e-commerce will certainly
accelerate this trend towards reducing the layers
in the value chain and towards direct distribution.

As firms increase outsourcing, this presents a
growth opportunity for the vendor firms. As the
electronics industry outsources manufacturing,
firms that do contract manufacturing, such as Se-
lectron and Jabil, have grown quickly; as firms
outsource information technology, IBM, EDS and
Andersen Consulting have built fast growing busi-
nesses in IT services; as firms outsource logistics
management, Federal Express and DHL have
grown. The challenge is to identify products and
activities that other firms are outsourcing. Com-
petitive advantage often comes from developing
close relationships with customers (the firms do-
ing the outsourcing) and providing value-added
services.

Synergy. A promising direction of growth is
in a business related to the firm’s current business;
competitive advantage comes from exploiting core
competencies and developing synergies. When
successful, this is a very powerful growth strategy.
Disney has leveraged synergies among its various
businesses (theme parks, movies, cartoons, mer-
chandising, software, and cable TV) to achieve
rapid and profitable growth. The problem is that
synergy is a very seductive concept much harder
to achieve in practice than it seems. In their desire
to diversify and expand, managers see potential
synergies where none exist. Kodak found that
there was no synergy between photography and
pharmaceuticals. ~ Even though both involve
“chemicals”, the key success factors in the two

businesses are entirely different. Kodak also
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found no synergies between photography and copi-
ers, even though both are in the “imaging” busi-
Following the conventional wisdom that
communications and computers are converging,
AT&T acquired NCR, only to find no synergies be-
tween the two businesses. AT&T recently spun off
NCR at a significant loss. The real issue in synergy
is whether there is enough overlap in the key suc-
cess factors and competencies required between
two businesses, and not whether one can find over-
arching terms such as ‘imaging’ and ‘convergence’.
Even when there is real potential for synergies,
firms should find the easiest way to exploit these
synergies. There is potential for synergy between
airlines and hotels: common customer base, one-
stop shopping, reservation systems, and a shared
service culture. Even though many airlines (for
example, Air France, Air Nippon, United Airlines,
and SAS) have tried to diversify into hotels, none
has succeeded.

ness.

Instead of diversification, cross-
marketing alliances and third-party based reserva-
tion systems are easier ways to exploit these syner-
gies.

Finally, to achieve synergies, different parts of
the organization need to coordinate and work to-
gether — a rare phenomenon in large companies.
For example, there is potential to exploit marketing
synergies between the tobacco and food businesses
in Philip Morris. The tobacco division is strong in
China, a market the food division is very keen on
entering. Yet, the food division receives no help
from the tobacco division as it struggles to enter
China entirely on its own. The problem is that di-
versification and synergy strategies are plotted by
top managers, but synergy is actually achieved in
the trenches by middle-level managers. Companies
are organized as vertical silos, with few horizontal
linkages at lower levels, which makes it impossible
to achieve any synergy. Synergy is like heaven:
more people talk about it than actually go there.

Overall, if a firm can avoid the above pitfalls,
synergy can be a powerful growth engine. Disney,
for example, realized revenues of over $2 billion
from the $50 million movie ‘The Lion King’ by lev-
eraging synergies between the movie, video, and
consumer product sales.

Globalization.
growth strategy emphasized by most companies

Globalization is clearly the

today.
changes in the world economy (and politics) and
with the current emphasis on focused firms. Even
traditionally domestic industries, such as utilities,
telecommunications, and retail, are going global.
For example, retail firms have found that globaliza-
tion, rather than diversification, is the direction for
successful growth. In the past, the retail giant Sears
sought growth through diversification into finan-
cial services — a strategy that failed and has since
been reversed. Today, WalMart and Carrefour em-
phasize growth through globalization.

Within this broader trend towards globalization,
firms are placing increasing emphasis on growth in
emerging economies (such as much of Pacific Asia,

DEFINE THE MARKET

Kellogg’s recently entered the Indian market to sell corn-
flakes. The company, capitalizing on its brand name and
its superior product quality, quickly achieved success.

This is consistent with both the larger

However, three years later, its sales dipped significantly.
What went wrong?

Cornflakes is an expensive breakfast (both the corn-
flakes themselves and the milk are expensive) and cultur-
ally alien to India. However, there is a market for corn-
flakes in India: the rich, urbanized, Westernized part of
the population — the tip of the economic pyramid. But it
is a very small market. The better approach is to grow
the “market” by defining the market not as “cornflakes”
but rather as “fast, convenient breakfast” targeted at the
growing number of middle-class families who value time
and convenience.

Nestle has seized this opportunity by creating a whole
range of reasonably priced products that can be used to
quickly prepare a traditional Indian breakfast. By com-
bining its skills in food processing, marketing, packaging,
and distribution with an understanding of the local mar-
ket, Nestle has created a new market where none previ-
ously existed. To succeed in emerging economies: grow
the market!

Even if the market for cornflakes grows dramatically
in the future, as the Indian population becomes more
affluent, Nestle is better positioned than Kellogg’'s to
seize this market because it is establishing a strong brand
name in India, and building up its capabilities in India
such as customer knowledge, distribution, sourcing of
raw materials, and manufacturing operations. To suc-
ceed in emerging economies: grow with the market!
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Figure 1: Growth Strategies
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“There is also a competitive
reason to pursue
emerging markets.”
Professor Aneel Karnani
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Direction of Growth

Market Vertical Related Unrelated
Penetration Integration Diversification Diversification
Toyota: Honda in Enron: Disney: TATA
Lexus USA energy ind. Cruise ships (India)
GM +SAAB Renault + Acer + Disney + Siam Cement
Nissan TI Infoseek (Thailand)
Ford + Daimler + Merck + Disney + Vivendi
Jaguar Chrysler Medco ABC (France)

India, Central Europe, and Latin
America). The first reason is straight-
forward: the developed countries are
growing at about 3% per year,
whereas the emerging economies
grow at about 6% on a long-term ba-
sis. Ford projects that the automotive
industry will grow at 1% in the de-
veloped countries, compared to 7%
in the emerging economies. The
sheer size of some of the emerging
economies makes them very attrac-
tive. For example, China, India, and
Indonesia alone account for 2.4 bil-
lion people — 40% of the world popu-
lation. Furthermore, the size of these
markets is larger than suggested by
the per capita income numbers. The
financial exchange rates significantly
understate the purchasing power of
local currencies. Also, official num-
bers do not, of course, take into ac-
count the substantial ‘underground’
economy in many of these countries.
All emerging economies suffer from
very unequal income and wealth dis-
tribution. This is an important hu-
man, social, and political problem;
but it does create markets. If every-
body in India had income of about
$400 per year, there would be no
market for motorcycles and scooters.
As it is, India is the largest market for
such vehicles.

There is also a competitive reason
to pursue emerging markets. Eco-
nomic liberalization and globaliza-
tion lead not only to the emergence
of new consumers, but also to the

emergence of new competitors.

Some firms in these countries, such
as Acer and TSMC from Taiwan, and
Cemex from Mexico, have emerged
as strong international competitors.
Local firms are learning about good
management practices such as qual-
ity management, customer service,
and marketing. In China, the single
largest personal computer manufac-
turer is a local company, Legend; the
largest home appliance manufacturer
is the local firm Haier. Not only are
these companies getting stronger in
their local markets, but they are ven-
turing (or soon will) outside their
local markets. Success in the emerg-
ing markets will become the pre-
requisite for global success in the fu-
ture. Ispat (originally from India,
now based in London)) has become
the fastest-growing steel company by
emphasizing emerging economies
and even poorer countries; having
built enough scale through this strat-
egy, Ispat recently acquired Inland in
the US.

To succeed in the emerging
economies, it is important to create
new markets, not just sell to the mar-
ket as it is today. The markets in
emerging economies are like a pyra-
mid, with many people at the bottom
who lack the purchasing power to be
consumers, a few people at the top
who are rich and resemble the con-
sumers in the more developed coun-
tries, and a large emerging middle
class. The real challenge is to sell not
just to the rich people at the top of
the economic pyramid, but rather to
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the large middle class (see “Define the Market”).

To succeed at globalization, a firm should bal-
ance global leverage with local adaptation. Global
companies can exploit economies of scale and ex-
ploit their global capabilities in manufacturing,
technology and marketing. At the same time, com-
panies must localize, because too much standardi-
zation may alienate local consumers, vendors, and
governments. McDonald’s understands this ideal
balance. The company standardizes the overall
concept of its restaurants, the brand, the core menu,
quality standards and work practices. At the same
time, McDonald’s adapts part of the menu (for ex-
ample, they serve beer in France, “rendang” bur-
gers in Malaysia, and spaghetti in Philippines).
Their target audience in rich countries is young
children; hence the linkage with Disney. By con-
trast, the target audience in poor countries is teen-
agers and young adults, who go to McDonald’s to
“hang out”. This difference implies changes in size
and location of the restaurants, pricing, advertising
and promotion strategies. For example, teenagers
in Bangkok wear tee-shirts with McDonald’s in
large letters on the chest. McDonald’s in Bangkok
is “cool”; in the US a McDonald’s tee-shirt would
imply you work there! The key to McDonald’s suc-
cess is to standardize and localize simultaneously.

Market Penetration.
companies have discovered that the best avenue for
growth is right in their current business. To
achieve rapid growth in this way requires the firm
to gain a significant amount of market share — eas-
ier said than done, of course. One of the best ways
to do this is to invent a new way of doing business,
a new business model. Southwest Airlines (in the
domestic US airline industry), Body Shop (in cos-
metics), Ikea (in furniture), Nucor (in steel), Ama-
zon.com (in Internet commerce), and Dell (in per-

Many high-growth

sonal computers) are a few examples of firms that
have succeeded by radically changing the business
model. This is innovation at its best, and more sus-
tainable than competitive advantage based purely
on technological innovation.

A firm can also achieve rapid growth in its in-

tion of the waste management industry, and
formed the company Waste Management (now
called WMX). After selling that company, he
started another business Blockbuster Video, and
consolidated the video rental industry. After sell-
ing that business, he is now trying to consolidate
the car dealership industry through his firm Auto
Nation. Another firm, WalMart, initially grew not
by taking market share from K-Mart or Sears, but
rather by out-competing the small, family owned
general stores in small towns. Following WalMart's
strategy, other retailers have consolidated their in-
dustries: Home Depot, Office Depot, Best Buy, and
Barnes & Noble. Even in the mature ‘death care’
industry (i.e. funeral parlors), Service Corporation
Int’l has achieved high growth by pursuing a strat-
egy of acquiring family-owned parlors and making
them more efficient (through purchasing power,
sharing facilities among a cluster of parlors, and
financial leverage). On a somewhat larger scale,
industries such as pharmaceuticals, automobiles,
banking, and defense are undergoing consolidation
these days. The force of industry consolidation
makes market penetration (and globalization, if it is
a global industry) the only sensible growth option.
Firms in these industries face the stark choice: get
bigger or get out.

Conclusion. Choosing the right direction for
growth is not easy. Coca-Cola has emphasized
globalization for many years. Pepsi chose to diver-
sify into snack foods and restaurants; it recently
spun off the restaurants and is re-dedicating itself
to global expansion. On the other hand, Maytag
expanded globally with disastrous results, and is
doing better now that it is focused on the US mar-
ket. Would Compaq have been better off focusing
on the personal computer industry rather than ac-
quiring Digital Equipment? BancOne has grown
rapidly following a strategy of acquiring local and
regional banks all over the US; now it is shifting its
emphasis to growth through internet banking.
Even successful companies may need to change
directions. A

Aneel Karnani is a Professor and Chair of Strategy from Ross
Business School, University of Michigan, who has taught
MBA and executive education programs at top universities.
He also teaches Strategies for Growth at Clariden Global. He
has consulted leading organizations such as GE, IBM, Singa-
pore Airlines, Singapore Technologies, Temasek, and Acer.
This article first appeared in Financial Times.

dustry by playing a key role in consolidating that
industry. Many industries are fragmented at an
early stage and become consolidated over time.
“Bigger is better” and the challenge is to find the
For example, Wayne
Huizenga, an entrepreneur, triggered the consolida-

source of scale economies.
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