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he most successful organizations

understand that the purpose of

any business is to create value for cus-

tomers, employees, and investors, and

that the interests of these three groups

are inextricably linked.Therefore, sus-

tainable value cannot be created for

one group unless it is created for all of

them.The first focus should be on cre-

ating value for the customer, but this

cannot be achieved unless the right

employees are selected, developed, and

rewarded, and unless investors receive

consistently attractive returns.

What do we mean by value cre-

ation? For the customer, it entails

making products and providing serv-

ices that customers find consistently

useful. In today’s economy, such value

creation is based typically on product

and process innovation and on under-

standing unique customer needs with

ever-increasing speed and precision.

But companies can innovate and

deliver outstanding service only if

they tap the commitment, energy, and
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imagination of their employees.Value

must therefore be created for those

employees in order to motivate and

enable them.Value for employees

includes being treated respectfully and

being involved in decision-making.

Employees also value meaningful

work; excellent compensation oppor-

tunities; and continued training and

development. Creating value for

investors means delivering consis-

tently high returns on their capital.

This generally requires both strong

revenue growth and attractive profit

margins.These, in turn, can be

achieved only if a company delivers

sustained value for customers.

If the purpose of business is value

creation, it follows that the mission of

any company should be defined in

terms of its primary value-adding

activities. Simply put, Honda should

think of itself primarily as a maker

and marketer of quality automobiles.

McDonald’s should think of itself as

providing meals of consistent quality

throughout the world,

in a clean, friendly

atmosphere, etc.

While this may

seem obvious, many

managers and strate-

gists behave as though

the day-to-day busi-

ness of a firm is irrele-

vant. Hence, an oil

company might buy a

hotel chain, while a

national chain of auto-

mobile service centers

is caught systematically

charging customers for

unnecessary repairs.

What conception of

business lies behind

these actions? Typically

it is a very narrow

definition of purpose:
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“to maximize the wealth of the share-

holders,” or to achieve a set of short-

term financial goals.

Managers are expected to address

shareholder wealth, earnings growth,

and return on assets, but the most

successful firms understand that those

measures should not be the primary

targets of strategic management.

Achieving attractive financial per-

formance is the reward for having

aimed at (and hit) the real target; i.e.,

maximizing the value created for the

primary constituents of the firm.

Paradoxically, it is when an organ-

ization thinks of itself as a financial

engine whose purpose is to generate

attractive financial returns that the

company is least likely to maximize

those returns in the long run. Often,

finance people end up shuffling a

portfolio of assets in a self-destructive

quest for “growth businesses” or “supe-

rior returns,” with no real understand-

ing of the value-creation dynamics of

the businesses they are acquiring and

selling. Or, as with the automotive

service chain, attempts to profit with-

out delivering superior value end in

lost business, long-term customer

alienation, and corporate disgrace.

Redefining an Organization’s

Self-Interest

Why do managers so often choose not

to focus on value creation and instead

make decisions that systematically

decrease the long-term value of their

businesses? One reason may be that

their training and education lead them

to define their organizations’ interests

too narrowly.This narrow view is

powerfully reinforced by financial

accounting systems that were well

adapted to the industrial economy, but

are inadequate in the information

economy.The accounting and finance

conventions of the industrial age are
om.com.
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good at valuing tangible assets, but

they largely ignore the value of

harder-to-quantify assets like employee

satisfaction, learning, R&D effective-

ness, customer loyalty, etc. In the infor-

mation age, those intangible assets are

far more important than the bricks

and mortar that traditional accounting

systems were designed to measure. If

management defines the organization’s

self-interest (and consequently its

goals) too narrowly—for example, to

maximize this year’s or this quarter’s

reported earnings—it will view that

interest as being at odds with the

interests of customers and employees.

Given that perspective, in the short

term every dollar spent on employee

training is a dollar of lost profit. Every

additional dollar squeezed out of a

customer, even if it comes at the cost

of poor service or price gouging,

improves this quarter’s results.

This approach is based on

“win/lose” or “zero-sum” thinking:

The underlying assumption is that

there is a fixed pie of value to be

divided up among customers, employ-

ees, and investors, so the interests of the

three groups must be traded off against

one another (see “Zero-Sum Versus

Win/Win Thinking” on p. 1).

Companies that act on this

myopic conception of self-interest may

stumble into a downward spiral of
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poor decision-making that is difficult

to reverse (see “When Customers

Defect”). For example, as reduced

employee training and compensation

lead to low employee morale and poor

performance, and as underfunded

R&D allows a product line to age,

customers can become dissatisfied and

begin to defect. In situations where

customers are “locked-in” owing to

large investments in proprietary equip-

ment or some other temporary

monopoly effect, they may not defect

immediately. Instead, they will become

increasingly alienated and defect as

soon as a technology shift, regulatory

change, or competitive offering allows

it.When customers finally do defect,

profits shrink, tempting management

to cut back even further on training,

compensation, and R&D, thus acceler-

ating the spiral of customer dissatisfac-

tion and defection.

Expanding the Pie

Alternatively, if managers define their

company’s interests broadly enough to

include the interests of customers and

employees, an equally powerful spiral

of value creation can occur. Highly

motivated, well-trained, properly

rewarded employees deliver outstand-

ing service, while effective R&D

investments lead to products that enjoy

a significant value-adding advantage

and generate higher

margins. Satisfied, loyal

customers (and new

customers responding to

word-of-mouth refer-

rals) drive revenue

growth and profitability

for investors. Clearly, the

undesirable reinforcing

processes described in

“When Customers

Defect” can work in

reverse.This win/win

scenario is illustrated in

the figure “Zero-Sum

Versus Win/Win 

Thinking.”
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Time horizons and perceived self-

interest. The time horizon within

which you evaluate a business deci-

sion dramatically influences your

notion of self-interest. Considered at

an instantaneous moment in time,

virtually any transaction is a win/lose

or zero-sum game.At the moment

you spend a dollar on employee train-

ing, that dollar is in fact lost to the

shareholder. Conversely, in a well-

designed value-creation system,

almost any transaction can become a

win/win or positive-sum game, if it is

managed within the context of an

appropriately long time frame. For

example, if a company’s rate of return

on the dollar invested in employee

training is 20 percent (in the form of

higher productivity, increased sales

effectiveness, etc.), then the share-

holder hasn’t lost a dollar—he has

gained a stream of future cash flows

that represents an attractive return on

investment.

One way to build an understand-

ing of these dynamics is to identify the

key capabilities, resources, and relation-

ships that are the basic ingredients of

value creation for a particular firm, and

to think of those ingredients as assets

that either grow or diminish over

time, depending upon how they are

managed. It is useful to map a com-

pany’s key assets by building four

“Strategic Balance Sheets” focused on

customers, employees, processes, and

investors (see “Balance Sheet Dynam-

ics”). In building the balance sheets,

managers must first decide which

assets are the most important drivers of

the company’s value-creation system.

For example, employee learning and

job satisfaction are two assets that

could be tracked on the Employee

Balance Sheet.

As managers identify the strategic

assets that belong on the various bal-

ance sheets, they also must articulate

the relationships among those assets. By

tracing the dynamics through which

customer, employee, and process assets

accumulate, interact, and ultimately

drive profitable growth, a company will

be well on its way to managing the

fundamentals of value creation and

avoiding the pitfalls of managing by a

set of narrow financial measures.
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Motivated, well-trained employees using state-of-the-art processes create outstanding 
customer value. Growth and profitability result, increasing investor wealth. Part of that wealth is
reinvested in employees and processes, perpetuating a virtuous cycle. (Note: Each firm must identify
its own strategic assets based on the company’s strategy, industry, environment, etc.)
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Expanding the pie between a

company and its employees. In a true

win/win dynamic, two or more par-

ties aim first to create more total

value, then concern themselves with

distributional issues (who gets what

share).When the parties focus first on

dividing the “pie,” they are diverted

from the innovative strategies that

could have made everyone better off.

One way in which companies

and employees can expand the pie is

flexible work schedules. If an

employee has the freedom to see to

personal business (while completing

all required work), the employee is

better off, and the employer is likely

to benefit from higher morale and the

ability to attract and hold onto the

best people.

A key element of win/win scenar-

ios is that they are aimed more at cre-

ating opportunity than at minimizing

costs. Outback Steakhouse has become

a very successful, rapidly growing busi-

ness by resisting the temptation to

view a dollar of additional compensa-

tion to employees as a dollar of lost

income to the shareholder. Outback

has made its restaurant managers part-

ners, attracting the best, most experi-

enced people in the industry with a

compensation system that more tradi-

tionally managed chains would view as

ludicrously extravagant.

Outback’s general managers sign a

five-year contract and invest $25,000

up front. In return, each manager

receives 10 percent of her unit’s cash

flow (earnings before interest, taxes,

and depreciation) on top of a base

salary of $45,000. In 1994, total man-

ager compensation averaged $118,600.

In addition, managers receive 4,000

shares of stock, which vest over the

five-year contract period.All hourly

employees participate in a stock own-

ership plan as well.

Another Outback innovation—

not opening for lunch—generates

benefits for investors, employees, and

customers. Because they don’t com-

pete for lunch business, restaurants

can be located in less costly suburban

locations instead of expensive business

centers.The benefit to managers and

employees is that they work only one

shift per day. Outback also insists that
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managers work only five days per

week to avoid burnout and high

turnover. Finally, focusing on dinner

allows the restaurants to maintain

high levels of food quality.

From its 1987 founding, Outback

grew to 420 restaurants by the end of

1996 in a very crowded, competitive

industry. Over the last five years, rev-

enues have grown at a 55 percent

annual rate, while earnings have

increased 36.5 percent per year. For

the year ending September 1997,

Outback’s 20.9 percent return on

equity placed it in the top 5 percent

of restaurants (restaurant industry

average ROE was 10.6 percent).

The Outback story illustrates one

of the key characteristics of successful

win/win thinking:The company’s

strategy is based on a systemic view of

the entire value-creation process, and

it seeks to align the key elements of

that process. For example, if the

restaurants were in higher rent loca-

tions, they might be more tempted to

open at lunch to cover that cost. If

managers worked longer hours,

turnover would be higher and the

partnership model that motivates

those managers would be unwork-

able. If the quality of the food

dropped, the number of meals from

repeat customers would decrease, put-
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ting pressure on margins and tempt-

ing the owners to cut compensation

to restore profits, etc.

Expanding the pie between a

company and its customers.As mar-

kets become increasingly competitive

and one industry after another is

forced to deliver greater value in the

form of lower prices, higher quality,

or both, companies in those industries

respond to the mounting pressure

with one of two broad approaches.

Many firms focus narrowly on cost-

cutting measures, playing an intensi-

fied win/lose game with their

suppliers (pressuring them for cost

concessions) and their employees

(squeezing them to work longer

hours for the same compensation or

to do their own jobs plus the jobs of

their laid-off former colleagues).This

approach can yield some short-term

profit increases, but it is not sustain-

able.You can only squeeze so hard for

so long.

A smaller number of forward-

thinking firms innovate their way out

of this zero-sum dilemma. For exam-

ple, instead of focusing on individual

transactions, such as the cost of a par-

ticular product, these firms examine

the entire value-creation chain associ-

ated with their products (and their

customers’ use of those products) and
S  T H I N K E R ® M A R C H  1 9 9 8 3



devise ways to make the entire system

more effective.This increase in effec-

tiveness often creates enough new

value that the buyer’s total costs can

be significantly reduced while the

supplier’s margins can be maintained

or even increased.

One example of this kind of

value-chain innovation is the Custom

Sterile program of Allegiance, Inc., a

leading healthcare cost management

and product distribution company.

Under the Custom Sterile program,

all of the supplies needed for a partic-

ular surgical procedure are collected,

packaged together, and sterilized in

advance at an Allegiance facility.This

helps hospitals to standardize and

optimize their use of surgical supplies,

and creates dramatic savings compared

to the traditional process, in which

expensive nursing labor locates the

supplies from storage facilities within

the hospital, collects them, and steril-

izes them for each operation.

The innovation is also good for

Allegiance. Instead of having their

margins relentlessly squeezed in a

series of transaction-focused, commod-

ity sales, the company has created a

relationship-focused, high-value-added

offering that justifies higher margins.

This is the best kind of win/win out-

come: using innovation to create a

value (and margin) umbrella from

which all parties can benefit.

Competition and Customer

Value

Another fallacy that has cropped up

in much of the literature on strategy

is that the purpose of business is to

beat the competition.There is no
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question that competition, like profit,

is an important dimension that com-

panies must be aware of and manage

to successfully create value in the long

run. For example, a company typically

creates value for customers and supe-

rior returns for investors by produc-

ing goods or services that are better

than their competitors’ at meeting a

set of clearly defined needs for a spe-

cific set of customers. So competition

is a key variable in determining

whether a product or service provides

a differentiated benefit to the cus-

tomer, and one that she is willing to

pay a premium for. However, compe-

tition should never divert manage-

ment from the primary task of

creating those benefits by understand-

ing and anticipating target customers’

needs, excelling in product and

process innovation, providing out-

standing service, etc.

Thus, we need to think of compe-

tition not as a goal, but as part of the

business environment—a key element

of the context in which a firm seeks to

create value.What then become criti-

cal are the alternative responses to

competition undertaken by different

firms, some of which are more likely

to succeed than others, given the

nature of the business environment. In

the emerging information economy,

the most successful responses to com-

petition focus on two areas: (1) inno-

vation that drives down the cost of

products and services while increasing

their quality and variety, and (2) build-

ing a deeper understanding of chang-

ing customer needs within increasingly

specific market segments. Responses

that are rooted in a win/lose frame-
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work, such as taking share from exist-

ing competitors in a zero-sum game,

gaining power over customers (for

example, by locking them into a pro-

prietary computer operating system),

or seeking to become the low-cost

producer without simultaneously driv-

ing for world-class quality, are

extremely dangerous. Many of them

pit the interest of the company against

the interest of the customer—a pre-

scription for customer alienation and

long-term disaster.

The most fundamental weakness

of those win/lose responses to com-

petition is that they divert manage-

ment from the more important

engines of value creation in the infor-

mation economy: innovation, imagi-

nation, cooperation, and knowledge.

Management’s time, creativity, energy,

and imagination are among the

scarcest organizational resources.At

the same time, they are by far the

resources that yield the highest

returns. So it is important to recog-

nize that all of the time, energy, and

imagination expended on win/lose

activities entails a high (sometimes

fatal) opportunity cost. Managers are

more likely to stay focused on the

higher return, win/win levers if they

aim not to beat the competition, per

se, but to create more value than the

competition—in other words, if they

seek to achieve a “value-adding

advantage.”And by doing so, they are

likely to be more successful than their

competitors in the long run.

Successful Value-Creation

Strategies

Real value creation—and long-term

growth and profitability—occurs

when companies develop a continu-

ous stream of products and services

that offer unique and compelling

benefits to a chosen set of customers.

This means that to maintain industry

leadership, a company must establish a

sustainable process of value creation.

When investors buy stock in

Motorola, or when customers enter

into a partnership with that company,

they are not basing their relationships

on a particular product or set of prod-

ucts. Rather, both constituencies are

expressing their belief that Motorola
9 9 8  P E G A S U S  C O M M U N I C AT I O N S

http://www.pegasuscom.com


will continue to develop processes that

allow it to take advantage of emerging

technologies and changing market

needs to create useful, profitable prod-

ucts and services.That ability to

develop resources and effectively

match them with opportunities is the

core of any well-run organization’s

value to customers, and the basis of its

valuation by shareholders.That value-

creation process is, in turn, built on the

capabilities and motivation of the

company’s employees.

Some of the major themes that

underlie successful value creation

strategies in the information economy

are:

• Product and process innovation

• Detailed, real-time understanding of

changing needs of well-defined cus-

tomer segments (frequently database

enabled)

• Leveraging emerging technologies

in existing markets (particularly infor-

mation technology)

• Leveraging technology or regula-

tory changes to create new markets

• Reconfiguring company and indus-

try value chains

• Creating win/win partnerships with

customers, employees, and suppliers.

Pragmatic Idealism and

Value Creation

By its very nature, the traditional

win/lose approach to business contains

a fragmented view of the interests of

customers, employees, and investors.

For managers who hold that frag-

mented view, efforts to create more

value for customers or to improve
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employees’ transferable skills and com-

pensation seem idealistic at best, and at

worst, a naive policy that is doomed to

failure. But as we have seen, the exact

opposite is true. If value-focused

behavior is idealistic, then the most

pragmatic way to manage a company

is with idealism. Such pragmatic ideal-

ism rejects the fragmented conception

of “us versus them,” and embraces an

integrated, systems view of business

that recognizes the interdependence of

all players in the value-creation

process. Here is a pair of principles for

managing with this systems view of

business:

• Think first about creating the most

value, then think about capturing part

of that value as profit.

• Think of the value of a product or

service as being what the customer

would pay for that product or service

if he had perfect information, such as

knowledge of the total life-cycle costs

and benefits associated with the 

purchase.

A great irony hovers over man-

agers who reject these two principles.

Many managers who view themselves

as the heroic guardians of shareholder

interests—the no-nonsense, tough-as-

nails guys who run their businesses by

the numbers, who pride themselves on

their hypercompetitiveness, and who

think that “organizational culture” and

“shared values” are irrelevant fantasies

concocted by out-of-touch academ-

ics—may be inadvertently running

their companies into the ground and

systematically destroying the wealth of

their investors.
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Thus, an organization can take

one of two broad approaches to doing

business. It can embrace the idea of

pragmatic idealism, challenging itself

to create value for customers, employ-

ees, and shareholders in a positive,

win/win cycle. Or it can pursue a

more narrowly defined (and illusory)

self-interest by attempting to exploit

the lack of perfect information held

by the firm’s constituencies or by tak-

ing advantage of other inefficiencies

in the market that allow the company

to temporarily benefit at the expense

of other parties and the economy as a

whole.The latter approach is increas-

ingly unworkable, even in the short

run, owing to the nature of the

emerging information economy.

In an environment of accelerating

change—in which long-term partner-

ships and joint ventures must be built

on mutual trust, in which employees

must be committed to provide supe-

rior service and drive ongoing inno-

vation, in which customers have

access to more and more informa-

tion—a course of pragmatic idealism

and value creation is not only possi-

ble, it is increasingly the only viable

approach.

For references and further reading, please see
Creating Value: Linking the Interests of Customers,
Employees, and Investors (Pegasus Communica-
tions, 1998).

Paul O’Malley (pomalley@PaulOMalley.com) is
the principal of Paul O’Malley Associates (Newton,
MA).
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