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Welcome to
the conversation
GETTING TO FULL DISCLOSURE
Christopher Meyer

instein pointed out "there is no measurement without theory." He meant that without a
theory of how the world worked—thermodynamics and the nature of heat, for example—
the reading on the thermometer had no useful meaning. Similarly, without a theory of
economic value, the meaning of our measurements—book value and market capitalization, to
name two—cannot be interpreted.

E

The accounting rules we use to develop book value were developed for an industrial economy,
where value was highly tangible—tons of coal or wheat, hundreds of automobiles or refrigerators,
thousands of units of manufacturing capacity. The notions of depreciation, inventory, and standard costing all derive from the properties of physical goods and assets. But the nature of value
has changed since these concepts were encoded in Generally Accepted Accounting Principles. In
the past century, the mass of U.S. GDP has not grown at all, while the value of GDP has risen
twenty-fold.
The capital markets recognize this—the average ratio of market capitalization to book value has
been hovering between two and three. But, as recent market volatility suggests, the financial
markets' views of value are capricious. The value to the economy of the Internet has changed
very little, though the value of the players has drastically shrunk.
If neither accounting rules nor market assessments are reliable indicators of value, where can we
look? The CBI has been researching this issue for over five years, because we believe that the
replacement of our accounting rules is overdue. This issue of Perspectives on Business Innovation
focuses on the question of Valuing Intangibles—knowledge, customer franchise, talent, reputation—and how companies can maximize both their true economic value and their market value as
well. Our lead article, by Jon Low, the director of intangibles research at the CBI, is an excerpt
from his forthcoming book The Invisible Advantage, and provides an overview of the history of
intangible assets and points to the development of nonfinancial indicators for the future.
We began our "Valuing Intangibles" research with a study called Measures that Matter. What
we found was that there is a certain mystery around how institutional investors value things
like customer satisfaction or the quality of management. Also somewhat cryptic is how the
nonfinancial measures influence share valuation or "buy" decisions. The survey we conducted was
designed to investigate the impact of nonfinancial factors on investor decision-making and the
extent to which they are leading indicators of future financial performance. We found that
nonfinancial criteria constitute 35 percent of the investor's decision—and the more they use
nonfinancial data when evaluating companies, the more accurate are their predictions. All companies—mature and start-up alike—make their own decisions about nonfinancial performance
and then act upon these evaluations.

Journal Issue 4, Growing the Adaptive Enterprise, pg. 7

Our follow-up report, Managing the Success of the IPO Process, supported the notion that the
IPO should be viewed more as a transformation process than a transaction, a process that
requires a "value journey." We studied the value journey with a number of companies who
had recently gone through an IPO to determine which nonfinancial measures created positive
financial results. And in the end, we created a roadmap to success for companies yet to pursue
an IPO with a series of steps a company must take to maximize its value prior to the IPO, then
to ensure it continuously delivers value to shareholders as a public company. A subsequent
research initiative is underway to identify the trends of the IPO transformation process over the
last fifteen years. This study will incorporate survey responses from the executive team members
of companies that have gone public in the last four years.
In a further effort to understand how firms measure and manage organizational performance, we
created the Value Creation Index (VCI), a tool that quantifies the link between an organization's
nonfinancial performance and its valuation in the markets. The VCI not only quantifies the
impact of nonfinancial performance on market value, but also identifies the specific intangibles
that drive value for a given industry. Models have been created for a number of industries
including many you will see in this issue of Perspectives (see: "Managing Intangibles in the
Telecommunications Industry"; "When the Numbers Don't Add Up: Valuing Intangibles in the
Financial Services Industry"; and "A Refined Look at Measuring Value in the Oil and Gas
Industry").
We determined that while crucial nonfinancial value drivers do vary from industry to industry,
there are consistent and critical categories of intangible performance that determine corporate
value creation in every industry. Several of these intangible assets—brand, customer relations,
management capabilities, alliances, technology, and environmental and community issues—are
illustrated in the articles to follow through a series of case studies, consulting stories, and
vision/thought pieces.
Our current research continues to explore the vast landscape of intangible valuation. We have
already analyzed and identified the important intangible drivers of long-term economic value—
now we are looking at the gaps that exist between these drivers and the use of measures for
internal decision-making and external reporting. Decisions that Matter is a study that addresses
this issue and offers tactics for minimizing these gaps and ultimately creating better market
performance. Our "TechWatch" article illustrates some of the software tools that help manage
information for better decision-making. Another piece, "Communications Capital," gives some
suggestions for important disclosure approaches.
Finally, keep your eyes peeled for our upcoming book, The Invisible Advantage, (Perseus, April,
2002). There, you'll find a complete guide to understanding the importance of intangible valuation and some interesting and provocative company stories to learn from.
"First we shape our institutions, then they shape us," said Churchill, and the same is true for
accounting conventions. Until companies change their systems of measurement, they will not
be able to capture the full opportunities of the connected economy. We hope this issue of
Perspectives will provide a thoughtful and comprehensive lens through which to view the span
of intangibles in a variety of industries today. As always, we look forward to your feedback.

Christopher Meyer is a vice president and director of the Cap Gemini Ernst & Young Center for Business Innovation.
He is co-author of the books Blur and Future Wealth.
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THE INVISIBLE ADVANTAGE:
GETTING A GRASP ON INTANGIBLE ASSETS
Jon Low

Jon Low is senior research fellow at the Cap
Gemini Ernst & Young Center for Business
Innovation. He is the director of the CBI’s
Intangibles Valuation initiative, which
concentrates primarily on valuation of
intangibles such as intellectual capital,
organizational transitions, and inter-enterprise
collaborations. Jon is currently working on
a book on the topic to be published by Perseus
in 2002.

t was the fall of 1995. Pierre Omidyar was simply
looking for a way to help his fiancée, Pamela
Wesley, contact other Pez dispenser collectors
and trade with them. Pez is a sweet-and-sour candy
that has been sold in pellet form since the 1950s. It
comes in finger-sized hard plastic packages whose
tops have “mouths” shaped like dinosaurs or cartoon
characters to dispense the candy pellets. Omidyar, a
28-year-old hacker and 9-to-5 programmer, thought
that creating a market for his fiancée's cherished Pez
dispenser collection would be a nice way to make her
wish come true. He hit upon the idea of creating an
online auction market that would provide Wesley and
her friends with an easy, enjoyable way of buying,
trading, and selling. Nice idea, and one that no else
had thought to try.

I

On Labor Day, 1995, Omidyar launched Auction Web as
part of his personal homepage that was hosted by his
local Internet service provider (ISP) for $30 a month.
Within a few months, the ISP demanded that he
upgrade his service due to the heavy traffic his site
was receiving. This site, which Omidyar had designed
as a weekend hobby, evolved into a company called
eBay, which makes markets in everything from Pez
dispensers to professional graphic design services.
In 2000, eBay had revenues of $431.4 million, a peak
stock market value or market cap of $34.2 billion and,
rare for a dot.com, actual profits of $48.3 million. As
of December 2000 eBay had 22.5 million registered
users from more than 150 countries. Omidyar’s net
worth went from a few thousand to as high as $10.1
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In our current economy, people and their ideas drive value more than in the
past. Revolutions in connectivity have made this shift possible. Amidst these
changes, valuation of companies needs to focus on intangibles. These concepts
and processes lie outside of traditional business metrics, but CGEY's research
demonstrates that intangibles drive value in our current economy.

article abstract

billion. And by the way, the site has been able to
serve its initial purpose—Omidyar bought an
extremely rare Pez "Bride" dispenser in an eBay
auction for $2,375 as a wedding present for Wesley.
This story illustrates one of the transformations our
economy is undergoing. Value is no longer created
solely or even primarily by the corporate behemoths
of the industrial era. People and their ideas are the
most significant drivers of wealth creation in today's
global economy. The personal computer, the mobile
phone, and the Internet have given every individual
with access to electricity and a telephone line the
ability to create products, services, and markets.
While the dot.com bubble may have fueled false
hopes about the illusion of easy money, an important
underlying trend remains: Traditional measures of
success tied to such factors as assets, number of
employees, and other standards of size or quantity
may, in fact, signal weakness rather than strength.
Whether one works for an Internet start-up or a
Fortune 500 corporation, today's success depends
more on innovation, adaptability, and creative talent
than asset base or current revenue stream. As a
result, an entirely new way of collecting information
and forecasting results is necessary.
These days, investors and managers must do a better
job of revaluing the true economic potential of the
companies under their purview to avoid inefficient
capital allocation resulting in heightened market
volatility and, potentially, downturns like the 1998
crisis in Asia and the collapse of the Nasdaq,

NeuerMarkt, and other technology-oriented
exchanges.
Our research at CGEY over the last five years demonstrates a dramatic shift in value creation. Until now,
the benchmark for understanding value creation
resided in audited financials like the balance sheet
and income statement. But today, the answer lies in
a set of elements that include ideas, innovations,
human activities, work team efforts, and business
processes. These new value drivers are called
"intangibles."
The word “intangibles” is generally used to cover a
broad range of factors that are created by or
contribute to business value. Admittedly ungainly, the
word intangibles was created in reaction to an existing concept, that of tangible assets. The prefix "in" is
evidence of a relative lack of stature in the economic
lexicon and the low level of comprehension regarding
both the source of intangibles and their value. One
may view this reactive or lack of permanence as a
comment on the transitory nature of the debate
surrounding their contribution to value creation.
Human capital, intellectual capital, social capital, and
structural capital are among the concepts defined by
the word "intangibles." What these subcategories refer
to are the people, ideas, network connections,
processes, and their offshoots that have not traditionally been defined within the organizational or
business vocabulary, but that are increasingly recognized as legitimate sources of worth or merit in the
global business context.
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As assets, intangibles are increasingly the means by
which companies deliver the value they provide to
customers. According to research conducted by
Harvard economist Zvi Griliches, 1998 investments in
intangibles (training, brand, and research and development) exceeded investments in traditional
benchmark tangibles—property, plant, and equipment—and have continued to do so. In addition to
those mentioned above, examples of intangibles that
might be thought of as assets include business or
manufacturing process enhancements that increase
productivity, new types of financial instruments
designed to spread risk or better leverage the shifting
value of underlying corporate assets, and the marketing or managerial strength that comes from a
successful corporate culture.
Where It All Began
Intangibles are not derived from the same sources of
knowledge as are standard balance sheet and income
statement data. The invention of double entry bookkeeping by Luca Pacioli, an Italian monk and
mathematician, 500 years ago led to the development
of modern financial reporting in the 19th century.
Designed to serve the fragile global economy that
began to emerge in the late Middle Ages in Europe,
this system relied on relatively simple financial
concepts based on the need to extend credit for sales
and purchases between people who shared neither
language nor currency nor value system. Furthermore,
the transactions this system was originally created to
underwrite could take place months or years before

the actual payment reached the person or organization proffering the payment. Such a tentative web of
relationships required measures easily understood by
the few relatively educated participants in the trading
economy. This meant that the concepts under consideration had to be kept to a minimum, in part because
the common set of financial or managerial measures
with which they were dealing was minimal.
With the dawn of the industrial revolution at the end
of the 18th century, commerce and industry became
more complicated, and financial reporting as we now
know it began to evolve. It was really at the end of
the 19th century, however that the financial statements we now recognize really emerged, primarily
through the heft of the British Empire. The majority of
bookkeeping in those days was on commodities such
as coal, iron, and cotton textiles in which England was
the world's leading producer. With the large British
capital flows to all corners of the globe, the simple
balance sheet of payouts vs. receipts was no longer
adequate, and the income statement surpassed the
balance sheet as the most important piece of the
financial statement. Increasingly, business audiences
found that measuring the actual flow of monies was
more and more valuable, which led to the development of the funds statement in the early 20th century,
now required to be included in annual reports. We are
still grappling with these frameworks more than a
century later.
Consideration of intangibles and the role they played
in the economy began to emerge during the first half
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of this century, though, of course, the word intangibles was not yet in vogue. Battles at the turn of the
century over antitrust issues driven by steel and oil
industry consolidation set the stage by focusing attention on organizational dynamics: Were economies of
scale really better for the organization, its shareholders, customers, and employees or not? And if so, why?
These considerations lead to fascination with the
achievement of an entrepreneur named Henry Ford
who created the modern automobile industry.
The product itself captivated the public's imagination—as it continues to do today. It was Ford's
organizational and inspirational innovations, however,
that actually set the stage for revolutionary changes.
Ford's great achievement was not invention of the
automobile itself, because that had actually been
accomplished by several European and American
inventors working alone but in parallel at the end of
the 19th century. Rather, there were two concepts that
differentiated Ford from his competitors: design of the
intangible business process called the assembly line
and the $5 a day wage, which was the first modern
acknowledgement of human capital's contribution to
value creation.
The assembly line proved to be the most effective way
to leverage the benefits of standardization. Ford and
his managers built on the research done by so-called
"time and motion" study experts like Frank Gilbreth,
Sr., who roamed industrial plants and mills with stop
watches and slide rules to determine the steps a
worker had to take to make a sheet of steel, an

engine, or an automobile. They then analyzed their
data to see where they could eliminate unnecessary
steps while calculating how long the average worker
should take to complete the remaining steps. Again,
the focus was on intangible processes—and how they
might contribute to financial results.
Ford and his managers then conceived a system
that took account of the multidimensional factors
contributing to cost and to productivity. By
calculating the time and cost of every facet of the
assembly process, the Ford team was able to reduce
inventory and production costs and increase the
speed at which the cars could be produced while
offering the consumer a consistent, reliable, and
affordable product.
The second major innovation for which Ford became
justifiably noted was the "living wage" of $5 a day. At
the time of this announcement, Ford was assailed by
less perceptive business leaders who thought that he
had made a devastating concession to labor that
would fatally affect the cost structure of American
industry. Ford, however, understood two things his
detractors did not. The first was that by paying
slightly above market, he would attract a more highly
motivated and skilled worker from whom he could
demand more. Secondly, Ford believed that to truly
achieve what we would now call "scalability," he
needed to create a market for his product. By paying
$5 a day, he was putting his product within the financial reach of his own work force—and those like them.

Journal Issue 4, Growing the Adaptive Enterprise, pg. 7

The role of intangibles in our economy first became apparent in the
automobile industry during the first half of this century. Ford's creation of an
assembly line and living wage, Sloan's tiered brands, and the discovery of the
Hawthorne effect added enormous intangible value to their organizations, yet
would be unaccounted for by traditional financial metrics.

article abstract

Ford's success has become the stuff of American
legend. It led to an increase in interest in stories
about the burgeoning world of business. No longer
focused exclusively on stories about finance and stock
prices, these new features recounted such sagas as
the struggles of Alfred Sloan, the management genius
who created the General Motors Corporation (GM), to
reorganize that behemoth along the lines of what had
become known as business principles.
Sloan established the multidivisional corporation that,
in effect, created a portfolio of brands. Sloan's idea
was to offer a variety of price points aimed at
consumers' ability to pay. The brands were structured
so that GM could move their customers to more
expensive cars as their incomes and families grew. In
addition to the marketing advantages of his new
system, Sloan created a divisional organization that
optimized the parent corporation's ability to share
costs over a broader set of assets. This lowered average costs for GM's products and permitted the
rationalization of administrative and other expenses
where possible.
In sum, what Sloan accomplished was designing a
template for the modern multinational corporation.
The pyramidal divisional structure offered a means by
which the corporation could continue to grow while
providing the means for inserting leadership at the
appropriate level so as to optimize management
supervision without unnecessarily multiplying the
number of people who had to report directly to the
chairman or CEO. In addition, it allowed for reorgani-

zation as market conditions dictated.
Sloan's organizational innovations, like Ford's, could
be considered intangible because they did not
directly address the balance sheet or income statement. They were improvements in the processes,
managerial decision-making, brand extension, and
compensation policies that contributed to improvements in productivity, profitability, and return on
investment.
While Ford, Sloan, and others wrestled with the manifold problems and opportunities presented by the
internal combustion engine and all that flew from it
and into it, similar organizational issues were raised in
other industries as well. The most famous example
occurred in a 1927 productivity study at Western
Electric's Hawthorne plant near Chicago, Illinois. The
issue managers felt they needed to address was
employee morale or motivation. Executives at the
plant were concerned about flagging productivity, and
the question in their minds was how best to raise it.
They began by analyzing all of the systems and conditions on which the plant ran.
For various reasons, they decided to concentrate on
lighting as the most likely culprit—and solution.
Outside consultants interviewed plant workers and
asked about their lighting preferences; did they want
it raised or lowered? When plant managers raised the
lighting, they noticed that productivity increased in
the subsequent period. They then decided to experiment by lowering the lighting and, to their surprise,
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necessary in the future to explain how intangibles create value.
Leading-edge companies will shift their focus away from metrics
developed five centuries ago that are no longer relevant in today's
economy. Ideas, not capital, now matter most. Demand for intangible
reporting will only increase as a more connected public demands more
transparency from organizations. A new system of measuring and
reporting corporate value is needed, and companies now have the
choice to either lead or follow.

article abstract

discovered that productivity went up again. Ultimately, they and the social scientists with whom they
consulted decided that the real improvement in
productivity came not so much from the lighting, but
from the positive feelings they had imbued in the
plant workers by giving them attention and asking for
opinions about working conditions. The outcome of
the experiment has been known ever since as
"the Hawthorne Effect."
Today, the Hawthorne Effect can be seen across
disparate fields ranging from healthcare satisfaction
to religious affiliation.
The recognition that managerial style could affect
employee performance spawned a market in managerial advice. Starting with the management analyses
created by Robert McNamara and his fellow "Whiz
Kids" at the War Department during World War II and
then at Ford, the contributions of W. Edwards Deming
and John Juran in the field of quality, and of the greatest living sage of management, Peter Drucker, who
published On Management in 1954, the business of
providing advice to managers took off. The combination of Stagflation in the United States and the success
of the Japanese automobile and consumer electronics
manufacturers added kan ban, keiretsu, and other
Japanese phrases to the business vocabulary.
The management guru came into being with the
publication of Bob Waterman and Tom Peters'
Search for Excellence in 1983. Charles Handy, Stephen
Covey, Peter Senge, and a host of others followed.

The larger point is that managers had created a
market for advice on the intangibles of how to better
manage people and processes and how to manage
their role as managers. Management had become a
profession separate from the functional specialties of
Human Resources or Finance or Engineering, and from
the industry-specific specializations created around
steel rolling mills, direct mail marketing, or software
design. The growth of business was now dependent on
turning in better performance on those occupations
that filled the interstices of the traditional business
framework. What these new philosophers of business
were doing was acknowledging the role of intangibles.
Valuing Intangibles Today
Today's management teams have a new challenge.
They can no longer rely on reporting of their past and
current financial performance. They are not only
getting an incomplete view of their enterprise, but
they are missing a forward view of their company and
a significant opportunity to improve operating and
capital market performance. Financial statements
designed to capture the linear, engineering-based
assessments of railroads, steel mills, automobile
factories, and electric generating plants are not
necessarily the most effective methodologies for evaluating the potential of companies whose worth is
based on intellectual constructs or human potential.
In addition, intangible value drivers complement each
other in ways that traditional financial measures do
not. It is difficult to separate one intangible from
another because they function in such an intercon-
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nected fashion. This creates problems for the current
management system, which, although it links related
activities to one another in a sequential fashion, has a
difficult time measuring contemporaneous activities
that affect one another in real time. As such, measurement methods that are not widely understood or
commonly used today will be needed to explain how
intangibles create value.
The Hay Group, which produces the Global Most
Admired report for Fortune magazine, has this to say
about the characteristics of the companies that make
it on to the Most Admired list, "The findings revealed
that the Most Admired companies set more challenging goals, linked compensation . . . more closely to the
completion of those goals and are generally more
oriented toward long-term performance." Specifically,
"Almost 60 percent of the Most Admired companies
rely on customer indicators like satisfaction, loyalty
and market share. Only 38 percent of their peers do.
And 40 percent of Most Admired companies chart
retention, career development and other employeeoriented measurements; that's more than triple the
percentage of companies that didn't make the list."
One example, BP Amoco, "maps the progress of its
'people' targets—qualitative performance measures
such as innovation, mutual trust and respect, teamwork, and diversity. Like many of the companies on
this year's list, BP Amoco recognizes that achievements in these areas are just as important to the
success of the company as revenues, profits, and
other financial measures.

With intangibles contributing so dramatically to the
value creation process, it is becoming increasingly
clear that financial results themselves explain less and
less about corporate performance.

·

Market to book ratios continue to increase
(see Figure 1).

· The correlation among balance sheet and income
statement (asset and price/earnings) measures
and market value continues to decrease.
· Investment in intangibles—R&D, training, and
brand—outweighs investment in tangibles like
property, plant, and equipment.
· Most Fortune 500 companies are experimenting
with alternative forms of measurement like the
Balanced Scorecard and Economic Value Added
(EVA).
· Global demand for—and returns to—corporate
information transparency are increasing.
The Search for New Measurement Systems
The current system for measuring and disclosing
corporate performance—developed 500 years ago and
changed only marginally since—is no longer adequate
to meet the needs of the information age economy.
Companies and their executives must take the initiative to measure, manage, and disclose information
that provides insights into how the organization
creates value for shareholders, employees, customers,
and the rest of its investors.

Technology Watch, pg. 79
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"Ideas drive today's economy," says Federal Trade
Commission Chairman Robert Pitofsky. "In past eras,
control of land, oil, or large pools of capital held
the key to amassing money and power. Today, it is
intellectual property. The essential feature that is
new about the New Economy is its increased
dependence on products and services that are the
embodiment of ideas."
Information Gathering and Reporting in an
Intangible Economy
Technological innovation, globalization, and increases
in the percentage of households owning stocks have
hastened the demand for better information about
business performance and prospects. Furthermore,
they have hastened the transition from an industrial
economy to a service economy. Technology and its
promise have produced outsized returns on investment for the last several years and whetted the
public's appetite for more detailed knowledge about
how these companies work. Globalization has forced
businesses to learn to sell products and financial
instruments to cultures with which they are not familiar. Knowledge of value in one culture may be suspect
in another.
This has driven demand for more "transparency" in
corporate reporting. The threat is that government
financial regulators in all the major economies,
concerned about the increasingly poor correlation
between business management data and stock market
performance, will begin to mandate the disclosure of
new kinds of information that business executives are

unprepared to provide. In the U.S., the SEC and FASB
are already studying disclosure innovations. The
Brookings Institution, The American Enterprise
Institute, and other think tanks are also examining
this issue.
In Europe, the European Union is funding research on
these issues and most of the major European governments (U.K., the Scandinavian countries, the
Netherlands, France, Italy, Spain, Switzerland) are as
well. The OECD is considering the creation of a
committee to design principles for intangibles disclosure. At the supranational level, organizations of
securities regulators and accounting oversight boards
are studying changes for global financial reporting.
In sum, global capital markets have rendered a verdict
of "inadequate" on the current system and are
demanding better. If the private sector does not take
the initiative to provide improved management and
reporting models, regulators will do if for them. Given
those pressures, there has never been a better time to
provide a lucid analysis of the present and a set of
prescriptions for the future.
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COMMUNICATIONS CAPITAL:
THE HIDDEN MESSAGE

D r. L e s l i e G a i n e s - R o s s

About the Author:
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s information is created and distributed
more rapidly, the collective attention span of
the marketplace grows ever-shorter, and
innovators have to work harder to stay in the lead. In
this fast-changing, knowledge-based economy, intangible assets are not only worth more than hard assets,
they are key indicators of future performance—what
every investor wants to predict.

A

Communications Capital™ enables companies to turn
intangible assets into market leadership.
Communications Capital encompasses the proper
review, assessment, packaging, and communication of
intangible assets, and it can mean the difference
between success and failure. Without it, firms risk
creating precipitous gaps between their actual worth
and perceived value among key stakeholders. These
gaps can seriously damage a company's reputation,
making it less likely that audiences will invest in the
firm or buy its products, or that prospective employees will be interested in working there.
Rising Above the Roar
Looking at reputational data from the Fortune “Most
Admired Companies” survey, we increasingly find that
standout leaders such as Merck in the 1980s and early
1990s are getting rarer. Whereas Merck used to be far
and away the leader in the pharmaceutical industry,
today's pharma-company reputations now tend to fall
into tiers. For example, in this year's Fortune survey
(February 19, 2001), Bristol Myers-Squibb, Merck, and
Pfizer are battling it out for supremacy in the top tier.
Creating an enduring leadership distinction is harder
today than ever before.
Building Brand Through People . . ., pg. 35
The Invisible Advantage, pg. 7
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Communications Capital*

MVA**

EVA**

Intangibles Index***

Top 10
Companies

3.94

$94,815

$1,589

4.91

Average

3.22

23,581

213

2.25

Bottom 10
Companies

2.62

6,822

-277

1.36

* Based on firm’s rating for “Has clearly communicated a vision of the company’s direction.”
Source: Burson-Marsteller Proprietary Research, “Maximizing Corporate Reputation,” 1998.
** Source: Stern Stewart & Co, The Stern Stewart Performance 1000, 1998.
*** Source: Burson-Marsteller Proprietary Research, Intangibles Index, 1999.

Over the last several years, Burson-Marsteller has
looked deeply into the nature of CEO reputation,
corporate reputation, and other intangible assets. Our
findings, reinforced by the Cap Gemini Ernst & Young
Center for Business Innovation study, Measures that
Matter, and last year's Brookings Institution report,
Unseen Wealth, explain the role intangibles play, and
how companies that leverage them can gain significant competitive advantage.
Assessing Intangibles
Some intangibles are more visible and come to mind
more readily than others—brands, for instance. The
power that resides within a brand is undeniable,
developed over time through diligent communications
and relationship building.

Other intangibles remain hidden unless an effort is
made to identify them, assess them, and disclose them
—organizational vision, leadership strength, work
force quality, corporate culture, customer loyalty, and
innovativeness are good examples. Professor Claes
Fornell, director of the National Quality Research
Center at the University of Michigan, reports that
Amazon.com's customer retention rate is currently at
80 percent, which few companies can match. Despite
not appearing on its balance sheet, Amazon's one-toone, company-to-customer intimacy is its most
valuable asset. Yet while many people may know that
customer focus is Amazon's core competency, they
don't know just how successful Amazon is at delivering on it.

Opinions differ on how to categorize intangibles; we
divide them into four categories:
·


· Market Capital. Not the physical product itself,
but the intelligence that goes into creating and
developing new products and services. It also
includes intangible attributes that are closely
related to products such as trademarks, patents,
brand reputation, corporate reputation, and other
marketing materials.


·

Human Capital. The knowledge, skills, and
competencies that managers and employees
possess.

·


Structural Capital. Any type of knowledge or
innovation that affects IT platforms, internal
processes, manufacturing, or distribution.

·


Relationship Capital. The company's relationships with its customers and other stakeholders,
including investors, government, and
communities.

Historically, the value of intangibles was considered
relatively modest compared to financial assets such as
buildings, equipment, and inventory. But we now
know this isn't the case.

Forbes ASAP recently put it best: "Today, when intangible assets can make up a huge portion of a
company's value, and when that value is remeasured
every business day by stock market analysts and
traders, our current system of financial measurement
has become increasingly disconnected from what

The Invisible
. . ., pg.
Journal Advantage
Issue 4, Growing
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appears to be truly valuable in the new economy."
It is estimated today that intangible assets are three
times greater than tangible assets.
Research by New York University Professor Baruch Lev
shows that financial information has become less
useful to investors over time because it does not fully
reflect the value of firm intangibles. His research
further shows that on average, 85 percent of a firm's
market capitalization is based on intangibles rather
than hard assets.
Risks and Rewards
Companies that do not communicate their intangibles
and do not work at building their reputations are at
risk in today's highly mediable world. A recent study
by Shelley Taylor and Associates asked 25 of the
largest U.S. and European institutional investors about
their information needs and compared this to the
information provided in the annual reports of the 100
largest American and European companies. While
intangible assets ranked in the top 10 needs, only 8
percent of companies discussed them in their annual
reports. Taylor concludes that companies are failing to
deliver information crucial to institutional investment
decision-making processes, and that "Companies that
fail to communicate concrete strategies and tactics for
the future seriously jeopardize investor confidence,
future financial performance, and ultimately share
price."

On the upside, the benefits of Communications
Capital, of leveraging and communicating intangibles,

When the Numbers Don’t Add Up . . ., pg. 45

are wide-ranging:
·


Positive analyst recommendations

· Increased investor demand
· More repeat customers
· Premium pricing
· More committed employees
· A bigger talent pool
· Motivated partners
· Better vendors
Because these pluses contribute to a company's
bottom line in a very real way, Communications
Capital is easily redeemed for hard currency. BursonMarsteller has begun to explore the impact of
communications on influential business people—CEOs,
senior executives, financial analysts, government officials, and journalists. Our results show that companies
that communicate their strategy command a higher
MVA (market value added) and EVA (economic value
added) than other firms. Investors are also more likely
to put a higher value on the intangible assets of a firm
that has effective communications (see Figure 1).
If a company can communicate its strategy, management and employee capabilities, customer focus, and
other intangibles, investors have a clearer indication
of future performance. Think of Communications
Capital as the fifth dimension, an intangible asset
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category that infuses the other four (Market, Human,
Structural, and Relationship Capital) and enables them
to resonate in the marketplace.
The Role of the CEO
So who holds the keys to Communications Capital?
One key player, certainly, is the CEO. While not necessarily the only voice stakeholders want to hear, the
CEO's is one they expect to hear. (This goes for stakeholders inside the company as well as outside.) As Jeff
Bezos, CEO of Amazon.com, recently said, "The
company is not the stock price."

At a Chief Executive magazine CEO roundtable in 1999,
Dana Mead of Tenneco asked other CEOs: "How many
of you have talked to institutional investors about
your company spending time on leadership development, employee training, or environmental
performance?" Not many, as it turned out. CEOs who
make the time to communicate with stakeholders can
gain a competitive advantage; those who do not run
the risk of letting others manage their fate.
Even as the role of the CEO has become more challenging and complex, it has also become more visible.
Since Burson-Marsteller's Maximizing CEO Reputation
study was first conducted in 1997, CEO reputation has
increased in importance by as much as 14 percent.
The following are other key findings from the most
recent survey:
· CEO reputation can represent a staggering 45
percent of a company's reputation.

· Companies whose CEOs were rated "most
admired" by respondents achieved a 13 percent
annual shareholder return. Companies whose
CEOs were rated less favorably delivered a negative 28 percent annual shareholder return.

·

Ninety-five percent of financial and industry
analysts said they would purchase stock based
upon a CEO's reputation—an 11 percent increase
from 1997—and 94 percent said they would recommend a company's stock based on the CEO's
reputation.

·


Eighty-one percent of respondents said the CEO's
reputation would influence their opinion of a
company under media scrutiny.

·


Eighty percent of respondents said the CEO's reputation would influence whether they would
recommend a company as a good place to work.

The right CEO—delivering the right messages—makes
an enormous difference in the valuation of a
company, while inaction or missteps can have dire,
instantaneous consequences—making it all the more
incumbent upon CEOs and their teams to develop
strategies that maximize Communications Capital.
Meeting Information Needs
In Maximizing CEO Reputation we also examined the
types of information that business influentials
believed should be disclosed directly by CEOs. Not
surprisingly, strategy topped the list—86 percent of
survey respondents are interested in learning about

Managing Intangibles . . ., pg. 40

Understanding the value of Communications Capital will allow companies to
distance themselves from competitors. Organizations must communicate the
strength of their mission, their management, their employees, as well as
customer worth and other intangibles in order to build investor confidence in
their future performance. The key to that process is the CEO. By contributing
to and monitoring how their company communicates with investors, CEOs
largely drive market reputation and greatly impact corporate value.

article abstract

long-term strategy from the CEO directly. Forty
percent want to hear about short-term strategy from
the leader, followed by 34 percent of respondents who
want to get financial results from the chief executive.

returns slightly over 30 percent. Not bad for only
having to know the names of 49 men and one woman
(Meg Whitman of eBay). CEO-driven investing qualifies
as a time saver for the time-compressed.

However, CEOs interested in boosting the impact of
their communications—and their reputations—should
supplement their communications with additional
information. According to 33 percent of our survey
respondents, CEOs who augment their communications with a discussion of mission and values can
differentiate themselves in the market. Twenty-five
percent of respondents believed the same result
could be achieved by including new product or
service developments.

We recommend that CEOs take the following steps to
maximize effectiveness:

Increasing the "CEO-Effect"
Back in the late 1980s, stock market reaction to new
CEOs revealed no changes. That is clearly no longer
the case. Herb Allen, the well-known financier, knows
about the "CEO effect" on investing: "For a long-term
investor—the only kind of investing I do at Allen &
Co.—the CEO is absolutely the key to the whole thing.
He's much more important to me than the business
itself." As further testimony to this new investing
trend, Worth magazine began its annual issue in the
spring of 1999 based on which 50 CEOs to invest in.
Worth's message is simple. Just bet on the CEO, don't
pay too much attention to all that other stuff. And if
you had followed their advice back in 1999, you'd
have been patting yourself on the back. According to
Worth, if you had bet an equal amount of money on
each of the CEOs nominated in 1999, you'd have seen

1. Become the narrator of your company's vision
and values.
A good example is David Pottruck, co-CEO of Charles
Schwab, who took the company's vision, values, and
strategic priorities on the road to all 7,000 employees
in the mid 1990s in face-to-face meetings. As Pottruck
said, "It affirmed our values, created a common
language, and recommitted us to actions that would
make the values real in the world of serving
customers."
2. Build a good senior team—and keep them in
lockstep.
Building a deep bench, keeping your players informed,
and talking the same language is a must. Companies
will often refer to the strength of their senior management when there is a change in leadership. A deep
bench proves its value not during transition periods,
however, but every day. Consider the challenge Oracle
CEO Larry Ellison faced last year when he had to
replace his No. 2 twice in a six-month period.
3. Measure—and manage—what matters: level of
stock recommendations, "best in class," "employer
of choice" status.
We live in a Scorecard Economy, and companies are
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A company's ability to communicate the value of their
intangible assets requires a systematic and comprehensive
The
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approach. Valuable Communications Capital is created by
involving leadership, earmarking resources, focusing on the
company's mission, maintaining valuable relationships,
disclosing pertinent information, and listening and reacting to
feedback. With sound strategy and an understanding of the
importance of communicating more than just traditional
assets, companies have the opportunity to express their value
in a more complete manner.

article abstract

fighting more and more to lead the leagues: Fortune's
Most Admired and Best Places to Work rankings,
Working Mother magazine's 100 Best Companies for
Working Mothers, J.D. Power Customer Satisfaction
awards, etc. Communicating such achievements is
important to customers, current and potential
employees, and the Street—a fact not lost on the likes
of Dell, Hewlett-Packard, and GE. Their websites fully
display their achievements and awards.
4. Listen carefully to word of mouth and online
activity—about your company . . . and about you.
Word of mouth and online conversations in chat
rooms, bulletin boards, and listservs are increasingly
important sources of information on companies, and
reporters and analysts routinely monitor them. Jack
Welch says that one of his favorite activities is reading
what's being said in the chat rooms about GE.
5. Communicate internally and externally, utilizing
all appropriate channels and methods of
communication.
In a recent survey of 707 CEOs worldwide conducted
by the marketing arm of Fortune and BursonMarsteller, On the Minds of CEOs, CEOs reported that
they believe that strong external and internal communications are the top "intangible" initiatives that can
have significant impact on share price. Twenty-first
century CEOs now realize that communicating is a
crucial part of their job, and that whatever they say is
a shot heard around the world, instantaneously
relayed from continent to continent. Jacques Nasser
of Ford Motor Company sends out weekly "Let's Chat

about the Business" e-mails that are well received,
and Sir John Browne of BP answered 100 questions
online from visitors to BP's website in 2000 who
wanted to talk to him about his company's environmental practices.
6. Know what kinds of information shareholders
need from you, and deliver it personally.
CEOs and their companies now realize that shareholders include many groups—from government regulators
to Wall Street to Green Peace to the best and brightest. If a company is trying to communicate its
technological expertise, its leadership development,
or its culture to attract MBAs, for example, you'll find
it at a business school forum. The Yale Leaders Forum
this year has slated Michael Dell (Dell), Raymond
Gilmartin (Merck), William C. Ford (Ford Motor), and
Martin Sorrell (WPP) to speak to its business school
graduates. These CEOs recognize the importance of
this sought-after stakeholder group and make it their
business to speak to them face to face.
Strategies for Maximizing Communications Capital
We recommend a multistep, integrated process for
reviewing, assessing, packaging, and communicating
intangible assets. Companies wishing to develop
strong Communications Capital need to develop
communications processes that have the following:

1. Right Leadership
Support from a company's top leadership. The CEO
must be involved.
Jack Welch has had a major influence on the market's
steadfast belief in the person running the company.
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The
Big Idea

21

His amazing run as CEO of GE and the astounding
wealth he has brought shareholders exemplifies the
extraordinary impact a single leader can have on the
value and perception of a company. The Jack Welch
Way was summed up in The Wall Street Journal by
Holman W. Jenkins, Jr.: "So much of the market value
of any company depends on the market's confidence
in the person running it—and 'market' these days
means a small number of funds managers who are
able to assess top management face to face. These
investors don't necessarily know much about a
company's products and processes, but they can readily judge whether the people in charge are likely to
recognize opportunity and move quickly to exploit it."

3. Right Strategy
An emphasis on the firm's vision and strategy.
The firm must clearly communicate both internally
and externally its growth strategy, what the company
stands for, and why it exists. The strategy and its
communication must resonate with the culture and
core purpose of the organization. In the age of intangible assets, this is particularly critical because the
value of intangibles depends on their fit with the
firm's direction. In other words, a new capability such
as a more efficient manufacturing process would be
valuable to a company that wants to be a low-cost
producer, but not one that plans to become a leading
software developer.

2. Right Resources
The capacity, infrastructure, and staff to deliver
the right amount of intangibles information in a
timely manner.
Consider John Chambers of Cisco Systems, hailed as
the best boss in America. Chambers is very accessible
and a brilliant communicator. Just think about it—he
has built a powerhouse brand despite the fact that
relatively few people even know what a router is. But
Cisco also makes good use of its technological
resources to communicate effectively. As you might
expect from "The Worldwide Leader in Networking for
the Internet," 90 percent of Cisco's communications
are online today, along with training and certification,
e-learning, partnership programs, and their iQ business resource program.

Strategy and financial results are the topics that all
CEOs should disclose. But CEOs who augment their
communications with a discussion of mission and
values and live it stand out. Sir John Browne's efforts
as CEO of BP resulted not simply in a "greener" BP, but
one with a higher profile, a unique environmental
positioning, and strategic alliances with prominent
third party organizations such as the World Resources
Institute, the Nature Conservancy, and the Battelle
Research Institute.
BP's communications program—the centerpiece of
which was a series of speeches Browne delivered
before influential audiences at places like Stanford
University, the German Parliament, and the White
House—generated positive media attention. By developing and communicating an environmental stand,
Browne positioned BP and successfully differentiated

The Invisible Advantage . . ., pg. 7
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it from competitors. BP is no longer only a key player
in the petroleum sector but a leader among world
class companies. The positive impact of this effort
ultimately helped to position Browne and BP to make
the Amoco and ARCO acquisitions.
4. Right Relationships
The ability to develop a dialogue with key stakeholder groups and build relationships over time.
Jacques Nasser of Ford Motor Company held a
"Thought Leadership Forum" in August 2000. The
event brought together a group of environmental and
social leaders to discuss environmental issues, and it
allowed both sides to communicate their positions
and demands.
5. Right Information
Disclosure of relevant intangible asset information
with stakeholders in a straightforward manner.
This involves:
·· Sharing information that is specifically targeted to
the interests of each stakeholder group.
·


Sending clear, consistent information.

·


Ensuring that messages are not defensive and that
they do not insult audiences with false claims or
"spin."

I· n his first 100 days at a high-tech trading company,
the CEO clearly articulated to employees the company’s goals for 2000 and how the goals fit in with the
company's strategy. Some of these goals included:
increasing customer accounts to more than 850,000,
increasing average trades per day to 160,000, register-

ing 1 million users, answering 90 percent of customer
calls within 120 seconds, and answering all customer
e-mails within eight hours. The specificity of these
goals reassured a critical group of stakeholders—the
employees—that a plan was in sight.
6. Right Feedback
Listening and responding to what audiences are
saying about the information they are receiving.
Opening up the dialogue from one-way to
two-way.


·

· ·


Measuring progress on key communications goals
and sharing the impact of major changes with key
audiences as needed.

Some companies regularly survey their employees to
see if the messages are getting through from headquarters. This is sometimes done once a month in
short telephone surveys or twice a year. Ray
Gilmartin, CEO of Merck, spoke to nearly 50 executives across the globe during his first few weeks and
asked them, "If you had my job, what would you do?"
Building and maximizing Communications Capital is a
challenge that many companies will face in the coming
years. It's becoming increasing clear which intangibles
are most important to particular audiences, and standardized ways of measuring these intangibles are in
development. As firms learn more about the types
of information they need to provide, disclosing
information about intangible assets will likely
become standard.
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JOURNEY TO THE
ENTERPRISE OF
THE FUTURE
Scott Borg

David McIntosh

hile there is no sure way to predict the
future, certain facets of tomorrow's
organization can be envisioned. There
may not be one company today that exemplifies the
Enterprise of the Future in every respect, but there
are a growing number of companies that have been
functioning in a consistently progressive and new
way. The tools to help any business become more like
such an organization already exist. By making itself
more like the Enterprise of the Future, a business can
make sure not only that it's ready for the new
competitive challenges, but that it's ready and adaptable to succeed in the world beyond.

W

webs and the Internet.
David McIntosh is a senior manager at the Cap
Gemini Ernst & Young Center for Business
Innovation. He is the director of the CBI
Network, a global consortium of innovators in
business, government, and academia.

What are the essential features of the Enterprise of
the Future? The Enterprise of the Future seizes the
opportunities presented by new technology so decisively that it regularly creates new kinds of businesses
where none had existed before. It often has no close
competitors, because it stakes out the key relationships, technologies, and operating standards before
other companies have even figured out what they are.
It makes value capture and pricing strategies part of
its basic decisions about the kinds of goods and
services it's going to produce. The Enterprise of the
Future constantly takes account of the larger business
ecosystem in which it operates. It competes with its
rivals, not as a single business, but as a whole web of
cooperating businesses. It chooses its company
boundaries with reference to every other business in
its business environment. The Enterprise of the
Future operates and adapts at speeds that have only
recently become possible. It functions almost entirely
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in real time and is accessible to customers and suppliers around the clock. It can reorganize itself to profit
from a new opportunity while other companies are
still doing feasibility studies. The Enterprise of the
Future is constantly improving the return on its intangible assets. It aggressively applies its know-how,
brand, and human resources to new opportunities and
new markets.
The New Connectivity That's Driving Change
The big development driving us toward the Enterprise
of the Future is increasing connectivity. This is made
possible not just by new technology, but by new ideas
of how to use the technology. In businesses today, we
understand not only how to connect things that are
physically remote, but how to connect them in
profoundly intricate ways. As a result, we can now
coordinate things in a rapid and detailed manner that
we could scarcely coordinate at all before.

The impact of this new connectivity is already being
felt in every aspect of business. We increasingly use
new information and communication technologies to
provide customers with exactly what they want, when
and where they want it. We share detailed information, not just with our customers and suppliers, but
with our customers' customers and our suppliers'
suppliers, so that whole supply chains can operate
with a minimum of delays, shortages, and excesses.
We coordinate our design processes with the companies providing complementary goods and services, so
that our offerings can be immediately compatible. We
use the new communication technology to outsource,

The Invisible Advantage . . ., pg. 7
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to telecommute, to share documents, and to reorganize internally, so that all our operations are faster
and more efficient. As the coming technologies
deliver even more connectivity, we will coordinate
our business activities with even less human intervention, at an even faster pace, and in more detailed,
deeper ways.
The revolution in connectivity is being accompanied
by a dramatic rise in customer expectations.
Customers expect dramatic technological innovations
to occur regularly and improvements in performance
and reliability to be constant. They expect businesses
to make use of increasing connectivity to become ever
more responsive to their needs and desires. In particular, they expect suppliers to think in terms of total
solutions, providing them with more of the experiences and values they really want, rather than merely
offering generic components. Shareholders are like
customers in this respect. When they purchase a
share, they increasingly expect more social responsibility, less risk, and much more long-term value.
Customers of all kinds insist on better information
and greater transparency. They consider it almost a
basic right that they should capture more of the value
that increased connectivity delivers.
Managing Radical Change in a Way
That's Practical
If you're managing a business, increasing connectivity
presents you with a huge challenge. You know, as a
manager, these developments will force you to make
lots of changes. But which changes are the really

Journal Issue 4, Growing the Adaptive Enterprise, pg. 7

The
Big Idea

25

important ones? And how should you go about making
them? You don't want to commit yourself to reengineering your entire enterprise. Yet you know that
small incremental changes might not be enough. What
you really need is to find the few pieces that can be
adjusted to bring everything else into a more powerful
alignment. You don't want to change everything. You
just want to change the things that matter most.
The key to accomplishing this is asking the right questions. There are four questions that are especially
useful in helping a business craft a powerful strategy
and put it into practice:
· How can you create new value for the endcustomer and make sure you capture this value?

·

How should you configure the components of your
business for maximum effectiveness?

·


How can you increase the speed at which you
operate and adapt?

·


How can you leverage your intangible assets
better?

Together, these four questions provide a unified
approach to business strategy. This is because they all
revolve around customer value. When these questions
are asked in a thoroughgoing way, they provide a
powerful tool for zeroing in on what really matters.
They make it possible to bring all the components of a
business into alignment, so that the efforts of each
part reinforce the efforts of all the others. Most
important, when the answers take account of the new

Communications Capital . . ., pg. 15

connectivity, they tell a business what it most needs
to know to create shareholder value over the months
and years to come.
Creating New Value for the End-Customer
The first of the four crucial questions is “How can you
create new value for the end-customer?" Increasing
connectivity is crucial to answering this question,
because it makes it possible to create new value for
the customer in almost every category of product. Any
device in a customer's home or workplace can potentially be connected to any other product. Wireless
communication systems can now link appliances and
other equipment, allowing them to coordinate their
functions without human help. Supplies that need
regular replacement will be automatically tracked and
managed, using radio tags and magnetic product
codes. Software will be increasingly substituted for
hardwired control systems in everything from automobiles to production line machines. More and more
of the intangible value in the products around us will
soon be downloadable.

Businesses utilizing the new connectivity will not only
be able to tailor their offerings more closely than ever
to their customers' needs and desires; they will be
able to produce systems of products that are
constantly tailoring themselves more closely to the
customer's desires. This is already happening in small
ways with things like cars that adjust their seats and
controls to the preferences of different drivers, and in
computer applications that adjust to the work habits
of different users. But the ability of interconnected
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appliances and equipment to learn from experience
will soon make our physical tools and environments
responsive to our needs in ways scarcely dreamt of a
few years ago. All of these developments will allow
end-customers to be supplied with more of the experiences they value, while bypassing more of the tasks
and experiences that are extraneous.
The question of how to create new value brings with it
the question of "How to capture as much as possible
of the value created?" This is another area where the
answers are greatly shaped by connectivity. Increasing
connectivity can make the production and distribution
of many valued offerings, such as information products, much harder to control. This was demonstrated
dramatically by Napster and by many other dot-coms.
Even more important, increasing connectivity makes
all the participants in the value web into more
aggressive bargainers. Each participant now has much
more information to use in evaluating the other
participants' offerings. The initial effect of this has
been to shift the balance of power toward endcustomers. By using the Internet for comparison
shopping, customers are putting companies that
used to be price-setters into the position of being
competitive bidders. Over time, the effect of
connectivity on bargaining will be broader. The
general consequence of connectivity will be to
prevent any participants from collecting more than
their share as a consequence of the other participants'
being poorly informed.

To maximize their value capture in this connected
world, businesses need to make sure they have effective mechanisms for collecting the value they create.
They need to make sure they are defining and delivering their products in the ways that will put them in the
strongest possible bargaining positions. This means
defining the boundaries of their products in ways that
will maximize their bargaining power. Meanwhile,
businesses need to be sure they are employing the
most advantageous bargaining or pricing method
available. Automated varieties of smart pricing,
dynamic pricing, customized pricing, and interactive
pricing can help ensure that no value is being abandoned unnecessarily. Relatively small changes in the
way products are defined, delivered, and priced can
often result in huge changes in revenue.
Configuring Your Business Across the Value Web
The second crucial question in today's business world
is “How should you configure the components of your
business for maximum effectiveness?" Connectivity
has made the answers to this question dramatically
different than they used to be. It used to be that a
business could simply decide what operations were
necessary to convert its supplies into its products, and
then set up these operations in a sequence resembling
a production line. Businesses could choose between
vertical integration, covering as many steps in the
production process as possible, or horizontal specialization, focusing on one step, usually near the end or
beginning of the process.

Successful businesses in the future will need to seize opportunities
from new technology, build strategic relationships, understand the
larger economic ecosystem, and operate and adapt at tremendous
speeds. With a new level of connectivity arises the potential to
better serve customers whose expectations have increased to demand
more social responsibility and long-term value while lessening risk.
The challenge as business evolves is how to recognize and change
what matters most.

article abstract

Increased connectivity has made this kind of thinking
obsolete. Businesses can coordinate complex production processes without having them owned by the
same company. Individual businesses can specialize in
operations that occur in the middle of a production
process or in several different parts of a production
process. The production processes themselves do not
have to be organized in such a linear fashion.
Operations that are closely dependent on each other
can now be coordinated as they happen and carried
out simultaneously. Instead of a production line that
adds one component at a time, production is now
more like the center of a web in which components
come together from all directions.
This drastically changes the way businesses compete.
Customer value can now be understood, not as something created by an individual company, but as
something created by an entire network of companies.
Networks of companies can sustain a level of innovation and speed of response that vertically integrated
companies can rarely match. Instead of vertically integrated companies going head to head, networks of
cooperating companies are increasingly competing as
networks. When Lucent finds itself competing with
Cisco, for example, it is not going up against Cisco
alone; it is going up against Cisco's entire network of
allies and supporters. The result isn't head-to-head
competition; it's web competition.
It is only after the overall configuration of the value
web has been taken into account that a business can
make wise choices about its own boundaries. With
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increasing connectivity, it becomes vastly easier to
arrange outsourcing, alliances, and close coordination
with remote trading partners. This means that a business has enormous latitude when it comes to deciding
which portions of the value web to include within its
corporate boundaries. Instead of choosing a certain
segment of the production line running from raw
materials to consumers, a company can pick out any
bits of the value web where it is able to excel, leaving
the other operations to the companies that can do
them better. Companies like Nike and Cisco have long
been models for this shrewd management of boundaries, including within their business all the activities
where they are supreme, and outsourcing all the
activities where they are not. Choosing company
boundaries with reference to the entire value web can
greatly improve profitability.
Increasing the Speed at Which You Operate
and Adapt
The third crucial question in today's business world is
"How can you increase the speed at which you operate and adapt?" In a dynamic world, being able to
carry out your business activities at a high speed can
be just as important as choosing the right activities to
carry out. Indeed, if you are unable to carry out your
business activities at high speed, you may not be able
to carry them out at all. Faster-moving competitors
will meet customer needs with offerings that are no
better, but that are delivered more quickly and, thus,
grab the sale. Even worse, faster moving competitors
may establish product systems that are incompatible
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Companies must create and capture new value for their clients while capitalizing on
connectivity and clearly communicating their product's capabilities. Also, businesses
must no longer only choose between vertical integration and horizontal specialization,
because production can be more efficiently accomplished as a web. Increasing the speed
of operation and adaptation, realizing what processes to outsource, providing a clear
guiding vision, and shrewdly leveraging intangibles are all fundamental to becoming a
future-focused organization.

article abstract

with your offerings, shutting you out before your
product has been given a fair chance.
There are two aspects to increasing a business's
speed. The first aspect is increasing the speed of operations. This generally means revising core processes
to establish direct linkages that operate in real time.
These real time linkages will take activities that used
to be carried out separately and weld them into a
single, coherent process. When this has been done,
there will be no delay while one of a company's operations waits for a response from another of its
operations. The operations will be in constant,
synchronous contact. Increasing the speed of operations also means taking processes that used to be
carried out sequentially and finding ways to carry
them out simultaneously. This is especially important
in the processing of highly complex orders and in new
product development.
Increasing the speed of operations doesn't mean
trying to speed up everything. It means distinguishing
between the processes that will produce more benefits by operating at high speed and those that won't.
In general, a business should only be speeding up core
processes where this will bring in new revenues,
improve cash flow, increase customer satisfaction, or
result in better control of costs. If operations are
speeded up in the right areas, this will often accomplish all these things, yielding accelerated returns and
greater responsiveness.

The second aspect of becoming a high-speed business
is increasing the speed at which the business can
adapt. This is usually best accomplished by creating a
highly modular organization. In an effective modular
organization, many work teams and groups of teams
will need to be kept together, so that the coordinating
skills they have developed in past collaborations are
not wasted. Meanwhile, the division of responsibilities
among the various groups will need to be clearly
defined and their interfaces carefully standardized.
This will allow the individual “modules” to be
unplugged from each other, rearranged, and plugged
back together in new configurations.
Providing a guiding vision and aligning incentives are
the keys to making this sort of modular organization
function smoothly in new configurations. Every operational unit and every individual will need to be
provided with clear objectives, unambiguous controls,
and reliable rewards. When these objectives, controls,
and rewards are consistent with the overriding
purpose of creating customer value, they become a
kind of backbone holding everything else in place. By
bringing each operating unit into alignment, the guiding vision and incentives will weld each new
configuration of modules into a functional whole.
Any business that's regularly reorganizing itself
needs to support this capability with highly adaptive
information technology. It is not enough to install
information systems that support the current
operations of a company. Within a matter of
months, such systems could become an impediment
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to the company's ability to adapt. Instead, every
information system needs to be adaptable and
reconfigurable, so that it can be reorganized as the
company is reorganized.
Any business regularly reorganizing physical processes
also requires highly adaptive supply chain management. Here the key is managing the tradeoffs between
efficiency and flexibility at each stage of the production process. When the entire process is engineered
to have the appropriate flexibilities, coordinating the
outputs under changing conditions becomes much
easier and yields greater benefits.
Leveraging Your Intangible Assets
The fourth and final crucial question in today's business world is “How can you leverage your intangible
assets better?" Mastering the other aspects of the
Enterprise of the Future will result in a highly profitable business. But continuing rapid growth and
genuinely high returns will require better leveraging
of assets.

The assets that have the most potential to be leveraged further in a connected world are the intangible
ones: know-how, brand equity, and human resources.
This is because once they exist at an operational
scale, these intangible assets can be reproduced,
extended, and applied in other contexts at a relatively
small additional cost. Know-how can be shared,
taught, or often simply applied to larger scale units.
Brand equity can be extended to additional products
that require a similar level of recognition and credibil-
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ity. Human resources can be expanded by adding
more employees to the existing networks and having
them model their behavior on the employees already
in place. Enron is an example of a company that leveraged all these assets to expand successfully from
energy trading into many other areas of commodity
trading. The opportunities for other companies to
leverage their intangible assets are also enormous.
Once intangible assets are treated as an investment,
rather than an expense, it becomes possible to
manage these intangibles in a systematic way. A
company can identify exactly which intangible assets
it possesses and measure their performance. It can
decide how to acquire the additional intangible assets
it needs. It can maintain its intangible assets, so that
they aren't lost or allowed to deteriorate, and it can
take steps to improve their utilization. Most important, it can dramatically improve the return on these
assets by finding new ways to leverage them.
Managing intangible assets effectively in a connected
world requires a dynamic approach to resource
allocation. An intangible asset gives a company the
option of carrying out a value-creating activity in the
future with a certain level of additional expenditure.
This means it can be valued much the way an option
is valued. It also means that intangible assets can
be managed as a portfolio. In all decisions about
intangible assets, it's the value the asset could
create in the future that accountants and managers
should consider.
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Intangible assets are now as important in determining
a company's market capitalization as tangible assets.
Even when companies have massive tangible assets,
it's the intangible ones that generally have the
most potential to change the appearance of their
balance sheets.
Mapping Out a Pathway to the Future Enterprise
When a business has found its own unique answers to
the four crucial questions, it should have a clear
picture of what it wants to look like in the future. The
remaining task is to actually make the transition.
Finding a route to the future enterprise means creating specific pathways and incentives for each
component of the organization. Fortunately, the
answers to the crucial questions will also provide a
clear sense of what is most important and what needs
to be done first. This will will allow the business
components to be transformed rapidly into the
more dynamic and modular components needed
for the future.

Performance and Sustainability . . ., pg. 62

Making a transition to the Enterprise of the
Future should make it possible to sustain high
growth and rising profits. This is because the
approach incorporates powerful tools for increasing productivity at every stage and level:
· Creating new value for the end-customer
raises your revenues.
· Configuring your components better lowers
your costs.
· Learning to move fast keeps you ahead of the
competition.
· Leveraging your intangible assets better will
increase your return on investment.
When they're combined, these four aspects of the
future enterprise will not only create shareholder
value; they will do it in a reliable and repeatable
way. Together, they will provide a basis for
moving on to new kinds of future enterprise,
even more forward-looking.
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“Non spendere in sullo assegnamento dé
guadagni futuri, perché molte volte o ti
mancano o riescono minori del disegno; ma
pel contrario le spese sempre moltiplicano e
questo è l’inganno che fa fallire molti
mercanti, che togliendo a cambio [indebitandosi] per potersi valere di quello mobile
[liquidità] a fare maggiori guadagni, ogni
volta che quelli o non riescono o si
allungano, entrano in pericolo di essere
sopraffatti da’ cambi [debiti cambiari] e
quali non si fermano o diminuiscono mai,
ma sempre camminano e mangiano”
Francesco Guicciardini (1552)
Ricordi LV
“Do not spend on the expectation of future
earnings because often those do not materialize or result less than expected. On the
contrary, expenses always grow: the fallacy
that failed many merchants who borrowed
money to enhance current gains is that when
expected gains do not occur, or are deferred,
the merchants run the risk to be overwhelmed
by their borrowings whose burden never
lessen but always ‘walks and bites’ [grows
and requires more capital]”

hile valuation of intangibles is an emergent practice in the United States, and
gathers steam even as a work in
progress, the European approach to this effort
remains reluctant and conservative despite the accelerated globalization of the consulting and investment
banking industries.

W

The lag time can be attributed to four factors, namely
history and culture, a differing industrial structure of
the economies, corporate strategic focus, and the
evolution of capital markets. This article shall touch
upon each in turn and explore reasons why intangibles are becoming steadily more prominent, albeit at a
slower pace, in the European context.
Will History Continue to Repeat Itself?
Historically, Italy was undoubtedly first in understanding and acknowledging the social and
economical relevance of complete, transparent, and
timely business information reporting, as is well indicated in the works of Luca Pacioli (1494). What is less
commonly known is that Italy was also first in
evidencing the business risk of a high "burn rate,"
excessive expectations of future earnings and financial leverage as clearly summarized in the words of
Francesco Guicciardini in 1552 (see sidebar).

These conservative views have been prevalent in
European business thinking for the last 500 years and
have resulted in the strong emphasis on quantitative
measurements of the Analytical Model of accounting
and in valuating strictly tangible assets. Only over the
last 50 years have a limited number of intangible
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assets been accounted for. But even these are limited
to patents, royalties, or brands—to which quantitative
discounted cash flows measurement can be applied.
Such concepts as corporate knowledge, human capital,
strategic alliances, use of technology, reputation for
innovation, and other intangible measures remain
absent from balance sheets.
The European Industrial Structure
Second, there is less pressure for Europe to adopt a
broader view of accounting because of significant
differences in the industrial structure of the economy.
The economic weight of traditional and high tangible
asset industries such as energy, utility, automotive,
chemical, and heavy machinery continues to dominate
the key European markets. Most industries are highly
regulated, privatization of state-owned companies is
far from being completed, and many large corporations in Germany, France, Italy, and Spain are still
controlled or partially owned by state entities.

Even in the private sector, the prevailing ownership
model is family control, or closed structures with
limited number of shareholders or cross-ownership
among friendly entrepreneurs. The consequence is
limited flexibility or even rigidity in the economies, a
low level of corporate contestability, and a reduced
pressure to invest in innovation and change.
In such a context, there is little incentive to properly
account for intangible value. After all, these closed-off
private firms fear that valuing intangibles may eventually result only in higher taxes resulting from the

revelation of a non-recurring, and taxable, extraordinary profit or capital gain.
Only in the last decade, largely because of the enactment of the €European Single Market and the introduction of the Euro, have competitive trends been
forcing corporate restructuring, strategic reshaping
and market repositioning, driving a new cycle of
acquisitions, mergers, and IPOs.
The relaxation of structural rigidity has brought about
new entrepreneurs and new start-ups not only in
technology and life sciences, but also in the innovation of traditional industries. These kinds of changes
in the market environment are likely to result in more
value-added coming from the intangible assets of the
firm. As a firm in an industry undergoing fundamental
restructuring, organizational capability matters more.
In a competitive and free-flowing labor market,
attracting and retaining human capital confers a
greater advantage than before. Innovation and R&D
capability becomes more critical as barriers to entry
are dismantled.
States, corporations, and families are now seeing
convergent interests in valuing the often sizeable
intangible assets and are moving away from the
analytical accounting model, searching for new valuation criteria acceptable to investment bankers and
capital markets (see Figure 1).
A Corporate Strategic Focus
Third, valuation models and criteria for both tangibles
and intangibles are not part of an abstract science;
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rather they are embedded within the broader
economic and business evolution and tend to reflect
the prevailing focus of corporate strategic attention.
If we look at the past 20 years of business history—
a period characterised by significant business and
economic structural changes—and compare different
stages of corporate strategic focus, their relative
prevailing compensation systems, and the main
drivers of company value, we see a great variety
of valuation criteria changing in line with the
strategic phases. Current measures are based
upon human resources, organizational capital,
and innovation capability—the core elements of a
knowledge-based economy.
The last three years, in particular, have shown not
only a great increase in the variety and dispersion of
criteria for valuing technology and Internet companies, but also an extremely high volatility associated
with these criteria due to the rapid boom and bust
cycle of the capital market (see Figure 2).
The great variety and volatility of criteria used to
value intangible assets, as well as the prevalence in
companies' valuation of tangible over intangible
value, have also been driven by changes in business
and corporate strategic focus. Corporations are beginning to realize that today, new markets and value are
created through product innovation, brand reputation, strategic alliances, knowledge management, and
human capital, among others. High-growth markets
are often in service-based goods, in information products like software and media, in pharmaceuticals, and
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in other markets that convert know-how to intellectual property and profit. In these industries,
intangibles play a considerable, even decisive role, in
competition. Corporate strategy has evolved to reflect
these realities.
In Europe, particular attention has been paid to indicators of human capital as an intangible asset.
European financial and insurance firms like Deutsche
Bank, BBVA, BSCH, and Skandia among others all
publish information on investment in human
resources and capital.
The New Conditions in European Capital Markets
Finally, the evolution of European capital markets has
influenced the environment for considering intangibles. Until recently, financial and capital markets have
not played a critical role in proposing and selecting
criteria for valuing corporate assets, an exercise left
mostly to accountants and professional auditors.
Therefore, markets have been very conservative in
assigning any value at all to intangibles.

Conditions have changed dramatically over the last
few years however, due to the impact of rapid globalization in the financial markets.
Two structural changes in European financial markets
stand out:
·· The first one is the "institutionalization" of investment capital. The large majority of capital made
available to corporations comes from financial
institutions (pension funds, mutual funds, insurance companies, investment banks, etc.) and no
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longer from individuals, state-controlled entities,
or commercial banks. In short, capital allocation is
more closely tied to market forces rather than the
manager or loan officer.

capitalization is held by such shareholders), most of
the contributions to the evolution of both the tangible
and intangible valuation models will come from financial analysts, asset managers, and investment bankers.

The second factor of change is the "professionalization" of the investment decision process. Most
financial institutions do not manage their capital
directly but through professional asset managers
who compete for the mandates.

The most effective contributions in the near term will
probably come from the professional venture capitalist who has the greatest experience in analyzing and
assessing intangible value, and who has the greatest
stake in emerging and high-growth companies that
tend to rely on intangible assets. In any event, the
growing influence of professional asset managers,
often from funds abroad, suggests that intangible
valuation will become more prevalent in Europe.

The implication is that corporations have large
amounts of capital, as never before, available to
finance their business needs. To obtain that capital
however, they must pass the scrutiny of professional
managers who apply strict financial models to their
valuations and require quantitative measurements for
comparisons and benchmarking. As these managers
look toward intangible valuation, so too will their
counterpart firms look to adjust to new approaches in
measurement and valuation.
Institutional money is also quick to respond to
economic, political, social, or market trends, and it
moves rapidly in and out of a market or an asset class.
Because of the professionalization factor, these moves
tend to occur in a "herd" mode—everyone moving in
the same direction, at the same time—which
compounds the induced volatility in market valuations
and the systemic risk.

Consequently, the European manager should examine
the growing implications of intangibles in operations
and strategy. Such a realization involves a kind of
renaissance in the field of accounting, where current
practices might be more relevant to the medieval
times from which it sprang than the arising European
knowledge-based economy.

Today, because of the weight of institutional capital in
the financial markets (more than 50 percent of market

Journal Issue 4, Growing the Adaptive Enterprise, pg. 7
The Invisible Advantage . . ., pg. 7

35

BUILDING BRAND
THROUGH PEOPLE:
LVMH’S LUXURY TALENT

Innovation
in Action

Concetta Lanciaux

About the Author:
Concetta Lanciaux is executive vice president
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hat "immaterial" (the French translation of
intangible) capital, as Concetta Lanciaux, the
executive vice president of human resources
and adviser to the president at Louis Vuitton Moet
Hennessey (LMVH), calls it, has transformed the
formerly incestuous, paternalistic company into a
professionally managed worldwide juggernaut that
rules the luxury industry.

T

If you still don't believe it, look at the numbers.
LVMH's market capitalization is $30 billion, or about 40
percent of the global luxury industry. The company's
net value is $6.8 billion. Its nonmaterial capital—
better known as human capital—is $23.2 billion, or 77
percent of the company's market cap.
Lanciaux has been driving this "immaterial" train since
she came to LVMH in 1985. The company then
reflected perfectly the traditional French luxury
industry company: little or no professional management, little development of brand-related functions, a
poor transition of know-how between generations,
and a "one-designer" culture in which the top fashion
designer kept everything in front of him and left nothing behind him when he went elsewhere. Teamwork?
Mais, non.
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Over the last two decades, LVMH has reinvented its leadership and become a trailblazer
in the French luxury industry by measuring and valuing its immaterial capital. The
organization now utilizes a multicultural approach to procure ideas and talent. Internal
and external communication has increased as the company better coordinates its
business groups while profiting from new business relationships. Despite new alliances
and in-house collaboration, brand identity of the five major divisions remains strong
due to a climate that encourages bold and innovative leadership.
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But that was then. This is now, and Lanciaux doesn't
hesitate to venture outside the country and across the
water to ensure the firm cultivates and attracts the
best and the brightest human capital to keep LVMH in
its accustomed catbird seat. Her spectacular success
and her ability to think outside the box have helped
persuade the previously insular French haute couture
firms that staying competitive in the new intangible
economy means becoming like their international
competitors. The companies that ignore the lesson
will be worth less than last year's fashion.
A man on a mission founded each LVMH company.
Louis Vuitton, the son of a family of carpenters, was
born in 1821 in southern France. At 14 years old he
decided he'd rather not spend the rest of his life
pounding nails, so he walked to Paris. (It only took a
year.) Vuitton then became the apprentice for a
respected craftsman who made trunks with rounded
lids that were the rage for rich ladies transporting
their clothes. Vuitton swiftly concluded that flatlidded trunks that could be stacked were more
effective and more efficient. He formed a company to
make precisely that, but he died shortly thereafter. His
son, however, saw an opportunity his father had not.
If the rich in Paris wanted the trunks, why wouldn't
the rich in London want them? They would and they
did, as Vuitton’s son discovered in 1888 after he
opened his first London boutique. He created the
company's logo eight years later, and 104 years thereafter it still adorns every product. That is a brand with
staying power.
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Richard Hennessey's odyssey began in 1765. The
youngest son of an Irish noble family had joined the
French army in 1745. The English wounded him in a
battle near Cognac, where he was sent to recuperate.
While so doing he partook of the local liquor and
immediately became a devotee. Hennessey freely
shared his passion with his family, but eventually
asked them to pay for the shipping costs when
their demand exceeded his supply. Emboldened by
his success, he founded the House of Hennessey in
1765. His products crossed the Atlantic Ocean a
year later and climbed the Ural Mountains three
years thereafter.
The tradition continues with Bliss, one of New York
City's hottest spas. Like her 18th-century and 19thcentury predecessors, that wasn't exactly what Marcia
Kilgore had planned when at age 18 she traded the
wilds of Canada for the campus of Columbia
University. But a severe cash crunch forced her to
stop studying and to start a personal training business. Word of her physical fitness prowess spread
rapidly, and celebrity clients soon flocked to her tiny
office. Kilgore, however, was desperately seeking
solace for her serious skin problems. After taking a
skincare course, she began practicing her techniques
on a small circle of friends. That led in 1991 to a single
room office in Soho, which in 1993 became the threeroom mini-spa Let's Face It! The company three years
later was renamed “Bliss,” because Kilgore "wanted to
think of a way to describe the best possible feeling."
In 1999, Lanciaux made Kilgore a strategic partnership
offer she couldn't refuse.
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The Material Preservation of Immaterial Capital
That method of capturing such valuable immaterial
capital by then was de rigueur for LVMH. But establishing that cultural context was a lengthy struggle for
Lanciaux. The president had hired her in 1985 to
restructure the company so it could command and
control a fragmented industry rife with small, familyrun companies.

"Our challenge was to transform these individual
companies into the international groups they are
today," Lanciaux explained. "But we also wanted to
preserve and to develop the immaterial capital within
them. We knew we had to preserve the strong brand
identity and the creative drive of people like Christian
Dior, who created their own companies.
"But no one was thinking about how to transmit the
know-how of the big single designers like Dior and
Givenchy to the next generation. So we invented a
way to do it. We changed the old culture by bringing
in foreign designers. There was a big scandal five
years ago when we brought in three American designers. That was the first time there were no French
designers in France, and we were accused of ruining
the luxury industry in Europe."
J'accuse! Exactly what the LVMH heretics wanted to
hear. And what else would have the traditionalists
thought in a country that invented luxury but, as
Lanciaux said, had very few managers who were sensitive to the luxury business? So with nothing to lose
but being further vilified, LVMH seized the opportunity.

"We decided to make the material ingredients and the
organizational people the elements of our new corporate culture," Lanciaux explained. "We organized all of
the brands into five business groups. This was done
over a five-year period. So what you see today is the
result of fierce battles and a very, very slow process
of convincing people that you could keep your identity as a company and as a brand, yet at the same time
profit from the synergies that can come from working
with other companies and other brands."
The five—spirits, fashion, perfumes, jewelry, and
selective—are part of the larger LVMH federation, yet
have maintained their autonomy and their entrepreneurial spirit because the president lets people fail.
And employees don't have to wear a scarlet "F"
because, statistically speaking, five of their 10 projects
will implode and five will explode. And of the five that
succeed, one or two will be megahits. "But you have
to pay for that with a series of failures," Lanciaux said.
Such a communicative culture represents a quantum
leap from Lanciaux's early days when the individual
company executives were telling her that management
didn't want any intracompany communication because
it was afraid of losing its trade secrets.
The cultural transformation hurtled onward. The new
common core value of "Representing Western Art de
Vivre" was divided into thirds: 1) reinforcing brand
management, which involved controlling the products'
image, tradition, and coherence, a trebled communications budget, selective distribution to high-end
outlets and brand diversification; 2) people renewal, a
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major effort to build managerial capabilities and institute brand-related competencies; and 3) building
corporate capability by aligning individuals' objective
strategies, encouraging internal communication,
making internal mobility possible, and actively seeking multicultural managers.
The sum of these parts is LVMH's "leadership" concept,
which Lanciaux likened to that of Leonardo da Vinci.
Although he was designing for himself, the people
surrounding him were learning through his doing. That
method was—and, in many places, still is—a foreign
concept in France, where the one and only designer
arbitrarily shares information as the spirit moves him.
Lanciaux broke that mold with an orchestra director,
who came to the company to show managers how to
get people to follow them even though they didn't
want to do so.
"You have 60 people in front of you and they're all
playing different instruments," Lanciaux said. "You
don't know them as individuals. You do know each
has a specific talent and doesn't want to work with
other people.
"So the director asked one manager to come on the
stage. The manager did not know how to play the
piano, but within 20 minutes he was playing it. It was
a wonderful example of how to teach modern
management concepts such as leadership and sharing."
That willingness to be innovative and to defy tradition
was the heart of what Lanciaux called "the revolution."
She recalled nearly being booted out of the company
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for hiring someone from Procter & Gamble. But the
ensuing seven years have proven her prescience.
Chosen for their sensitivity to the luxury industry and
to the LVMH line, the outsiders are clicking as if they'd
been born to the breed. After years of thinking HR
departments were inhuman, LVMH's is one of the best
in its business.
Taking the Competition to School
Yet all of these accomplishments would have been
flights of Lanciaux's fancy had she not realized a
decade ago that the company absolutely had to invest
in education. So in 1987 she asked the country's best
business school if it wanted to endow a chair for
teaching luxury products. The best professor curtly
dismissed her request by telling her that luxury goods
are not a business.

But the relentless Lanciaux finally found a willing
school, which, in the process of establishing the
luxury industry chair, also has—surely not by coincidence—become the best in France. The school now
serves as an incubator for LVMH. And Lanciaux has
only just begun. The project closest to her heart, the
LVMH Charles, is coming to life in London. The LVMH
Charles is an institution the company has established
to bring company employees together from around
the globe to share their experiences and make every
experience a case study for the LVMH archives.
How will LVMH measure the immaterial capital of its
capital achievements? Very gingerly. Lanciaux knows
she must determine which intangibles give value and
which don't, but she is not yet sure how she'll pull
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LVMH now practices comprehensive brand management, has
increased the churn of its employees, and encourages exchanges
of ideas among its growing multicultural management. To
measure their immaterial capital, the company compares results
to standards that are recalculated each year. The initial public
reactions to these changes demonstrate that acting against
popular opinion is often the beginning of redefining your
company and your industry.
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that off. She will stay away from any static indicators,
such as stock options and organizational reviews.
"Many people think those mean the company is wellmanaged," she said. "But in my mind that does not
mean the company is well-managed because I've seen
many companies with processes in place but the existence of the process is not guaranteed. So I think we
are going towards dynamic indicators whereby you
have to set the standards and then you change the
standard every year. Then every year you measure
what you're doing against the standard."
For example, if the company for the next three years
plans to hire 300 new graduates but wants 80 percent
of them to be from the 15 top schools, it can measure
its annual progress against that metric. If the hires do
not reach 80 percent, the strategy clearly is a loser. In
this dynamic value's newest manifestation, the
company plans to hire 250 MBAs equally divided
among Asians, North Americans, and Europeans, it
can annually measure its performance against that
metric. The process eventually will be refined enough
to measure the percentage of successes and the
percentage of failures among all the products sent
to market.
But Lanciaux has been measuring human capital for
the last 15 years. Each of her human resources decisions measures the employee's value to the company.
The metrics just may not be visible.
"When we acquire a company, we try to give the old
manager a new value rather than try to change them,"

she said. "We think they were high contributors to the
company's success because they represent the history
of the company. It's often a mistake when you acquire
a company to change everybody because you don't
take the time to identify their competencies. Just
because people sometimes are not contributors
doesn't mean they don't have the potential to
become contributors again.
"So our approach and my personal approach always
has been to try to reawaken the contribution. If a
person has worked at Louis Vuitton for 20 years, he
definitely knows things. He just may not be able to
express them the way we want for the future. So we
retrain him and move him to another job. That's when
people really change. We've had 50 percent of our
people do that, which has been a major technique
enabling us to keep older management. But we still
lose people, because some people don't adapt."
Yet they seem to be a minority in a journey Lanciaux
said seems easy today but has been very, very difficult. Neither the press nor the populace supported
these cultural revolutionaries who were trying to
dismantle one of the country's most cherished institutions. Yet LVMH has persevered and added significant
value to employees and shareholders in the process.
"It was unheard and unknown that you restructure or
change this business," Lanciaux said. "Today we have a
consensus that things have changed. I think we've
proven that some of the things we are doing were
things that needed to be done."
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n the past year, telecommunications stocks have
been hit hard by slowing demand in the industry
as well as the overall economic downturn. Even
market leader Cisco Systems reported in February
2001 that it had missed earnings expectations for its
fiscal second quarter—the first time it had failed to
beat expectations in three years, and to at least meet
expectations in six years. However, an analysis of the
Center for Business Innovation's Value Creation Index
(VCI) reveals leading indicators that could help
explain such financial results, and provides a clearer
understanding of what drives market value in the
telecommunications industry.

I

According to the VCI—in order of greatest importance
—a company's employee talent, management quality,
brand strength, and workplace environment are all
significant drivers of market value. Unsurprisingly,
Cisco came out on top with by far the highest VCI
score to match its lofty market capitalization.
Following Cisco were Nokia, SBC Communications, and
Nortel Networks. At the bottom of the pile was
Motorola, which beat out Lucent and 3Com for lowestscore honors. Figure 1 plots each company's Market
Capitalization against its VCI Score.
Given the fact that the entire sector has continued to
slide since October 2000 when this model was
created, there are a number of interesting corroborations between the VCI results and market activity over
the past eight months that support the strength of the
VCI. According to the chart, the positions of companies that lie the farthest above the trend line indicate
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that according to the model, their actual market capitalizations are greater than that warranted by their
VCI scores. And indeed, as of June 2001, several of
these companies have seen their stock prices plummet
much more than the sector average. Nortel Networks,
Lucent, and Cisco, in particular, have seen their
market values fall by 77 percent, 71 percent, and 62
percent, respectively. Even with the recent decline
across the entire telecom sector, this makes them
three of the four worst performers in the company
sample. On the other hand, only six out of the 15
companies that fall below the trend line have
performed worse than the overall median company.
Lucent: A Case of Value Destruction
One company whose dramatic fall has received much
public attention is Lucent. Despite having the 10th
highest market value in October 2000, its VCI score
put the company at 21st out of the 22 companies. After
initially being surprised by this finding, we watched
Lucent's stock lose nearly three-fourths of its value by
June 2001, dropping it to the 19th most valuable
company in the sample. How has Lucent been faring in
the most important VCI driver category—employee
talent? "Who wants to work at Lucent?" said a
Cascade Communications veteran who left after it was
bought by Lucent. A recent article in the Boston Globe
states, "Lucent has been on a buying binge of promising start-ups . . . (but) has been seen as doing a poor
job of incorporating talent into the company and
staving off a 'brain drain' once entrepreneurs cash in
their Lucent stocks." The article continues,
"Apparently the Cascade story isn't the only one of its

kind. Lucent spent some $900 million buying Nexabit
Networks last June, only to see its founder leave
within a year to open a start-up literally across the
street from Nexabit, with several of his former
employees moving with him."1
Lucent's problem seems to be due to not only poor
attraction and retention of employee talent, but also
poor management—the second most important value
driver. Since October 2000, the company has experienced a major shake-up in its management,
culminating in the ousting of its chairman and CEO.
The current situation has not improved with the
Securities and Exchange Commission having targeted
Lucent with an investigation into possible fraudulent
accounting practices in which it improperly booked
$679 million in revenues in fiscal year 2000. In order
to reverse its fortunes, Lucent's new management
team must reinvent its brand image in the financial
marketplace, and most critically to its success, in the
eyes of the work force.
Unfortunately for Lucent, the area for which it has
made the biggest name for itself—technological innovation—shows up as the weakest value driver in the
telecommunications VCI. Although this finding is
counterintuitive at first, a pragmatic look at the
nature of competition in the industry provides a
sound explanation. It should not be misconstrued that
technological innovation is not important to success
in the sector; certainly, without it, the telecom companies will fail to ever see substantial growth again.
Rather, what the VCI is telling us is that it is less
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The Value Creation Index (VCI) explains why the stocks of certain
telecommunications companies have plummeted and what factors drive value
present day in the industry. Specifically, the intangible assets—employee
talent, management quality, brand strength, and workplace environment—
most directly determined financial success. While technological innovation is
important to the industry, the VCI explains why a telecommunications
company's value is driven most by its human capital.
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important than human capital assets, like talented
employees and a quality management team, as a
differentiator among companies in the same industry.
In addition, there is a minimal lag time between the
advent of one technology by a specific company and
the availability of the same technology from its
competitors. The real benefits then depend on how
well each company packages the new technology,
and its contribution to increased brand strength in
attracting consumers. In point of fact, covering the
recently aborted discussions for Alcatel to acquire
Lucent, BusinessWeek asserted that in one of the
biggest technology deals of all time, the focus was
not on technology. "Lucent's technology, in fact, is
very similar to Alcatel's own . . . Tchuruk (Alcatel's
CEO) was hunting for harder currency. He wanted
Lucent's customers."2
Nokia vs. Motorola: The Cellular War
Another interesting story is the contrast between
Nokia and Motorola. A recent article in The Wall
Street Journal stated, "The drastic difference in results
of the world's top two handset makers had investors
scratching their heads. But, now there seems to be an
emerging consensus that company specific factors are
to blame for Motorola's results."3 A look at the VCI
scores indicates that Nokia trails only Cisco while
Motorola finishes dead last.

Motorola, which lost its title as world's No. 1 mobile
phone producer to Nokia in 1998, has continued to
slip, forcing the company to lay off about 7 percent of
its total employees in the past year. Despite issuing

warnings that already lowered Wall Street expectations, Motorola missed earnings estimates in the first
quarter of 2001. It also posted its first loss in 15 years.
Nokia has not been immune to the bear market either;
it also warned of disappointing financial results in
June 2001. However, it has, in fact, outperformed the
sector as a whole in the last eight months. While the
median telecommunications company in the sample
has lost 37 percent, Nokia is down 24 percent and
Motorola is down 46 percent over the same period.
Some of Motorola's fall can be attributed to slowing
demand industry-wide, but the VCI indicates that
Motorola should also blame its own weakness in
intangible drivers.
Much of Motorola's recent failure in wireless sales has
been pinned on poor management and brand image,
which are significant value drivers. Motorola's most
glaring management mistake was its continual pursuit
of analog technology in the mid-1990s while its main
competitors, Nokia and Ericsson, were transitioning to
the newer digital medium. As wireless technology has
been adopted by the masses, the benefits of digital
phones have captured consumers. Another problem is
that Motorola "grapples with a product line that's too
complex and hard to manage."4 The company's
multiple model platforms prevent it from benefiting
from the economies of scale enjoyed by Nokia's
simple designs, causing Motorola to transfer the cost
to consumers, many who believe that the phones are
too expensive. In terms of brand image, few
consumers are drawn to Motorola's designs. In an age
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when cell phones are increasingly a fashion statement, they earn few style points for being too clunky.
Unless Motorola makes some major changes, J.P.
Morgan analyst Edward Snyder says, "(It) could fall so
far behind it'll never catch up."5
The storied rise of Nokia is consistent with both its
high VCI score and its success in the all-important
employee, management, brand, and workplace categories. These days it is easy to forget that Nokia is an
ancient 135-year-old corporation and that Finland was
once an "unremarkable welfare state." Not long ago,
the company's major product lines included diapers
and rubber boots, and there are only 5 million people
in its home market. Today, however, Nokia is a leading
high-tech company with the world’s fifth most valuable brand name (behind only Coca-Cola, Microsoft,
IBM, and Intel) according to Interbrand. How is this
possible when up until 1991 Nokia's phones weren't
even sold under the Nokia name? Through "a 'holistic'
approach: thinking about the brand in every aspect of
design, production, and distribution—and getting
around to advertising only when all the other
elements were in place."6
Much of Nokia's success can be attributed to its
management. For its operational and strategic excellence, Nokia was a 1999 CIO 100 honoree. The award
honors those companies leading the new economy
into the new millennium. Nokia's high marks in
management begin at the very top with Chairman and
CEO Jorma Ollila. He's touted as a wonderfully charismatic man and one of the business world's leading

chiefs. Ollila was named head of the mobile-phone
business starting in 1990, where his success earned
him kudos as the company's savior. Yet, he insists that
managing the company is a team effort—like every
other task at Nokia. Explaining their success, Ollila
says, "First of all it comes from how the management
team works, how they communicate."7 Having all
worked at Nokia together since at least 1985, he and
his four most senior leaders are a seasoned team.
However, Nokia also emphasizes a hands-off management approach where the "objective is to always have
decisions made by the people who have the best
knowledge."8
Says Olli Kallasvuo, Nokia's CFO, "Nokia is blessed
with strong management with a clear vision, but our
preparedness for the next century is rooted in the
performance of all our employees worldwide. Our
culture embraces teamwork while placing a high value
on the ideas and contributions of each person."9
Despite having its headquarters in Helsinki, Finland,
Nokia has excelled in the vital employee category. The
company's ability to attract and retain talent from all
over the world has not gone unnoticed. The Wall
Street Journal reports, "Many potential foreign
recruits know little about Finland or assume it's part
of Russia. Some are surprised to learn that Nokia isn't
a Japanese company . . . (Yet Nokia) is managing to
attract large numbers of tech whizzes from India,
China and other developing countries."10
While attracting global talent to Nokia is impressive,
perhaps even more telling is its employee retention
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and satisfaction rates—captured by the VCI's workplace driver. Turnover rates are only around 5 percent
per year, which is relatively low for a technology
company. "Our No. 1 weapon is the Nokia culture,"
says Hallstein Moerk, head of human resources.11
What is that culture? The company has received
recognition for its generous benefits plan, which
includes partial reimbursement of fertility treatments
and adoption as well as health benefits for workers'
unmarried partners.12 But it's more than employee
benefits. After Nokia's being named one of Fortune's
100 Best Companies to Work For, K-P Wilska, president of Nokia America, credited "a team effort by
Nokia employees to nurture a positive work environment based on the company's core values of customer
satisfaction, achievement, respect for the individual
and continuous learning."13 CEO Ollila adds, "It's the
way the organization creates a meeting of minds
among people. How do you send a very strong signal
that this is a meritocracy, and this is a place where
you are allowed to have a bit of fun, to think unlike
the norm, where you are allowed to make a
mistake?"14 Nokia management's approach to its
employees and workplace environment is paying off.
As demonstrated by the CBI's Performance
Measurement studies, intangible drivers play an
increasingly important role in determining any
company's market valuation. The Value Creation Index
was developed to create industry-specific models that
identify and weight significant drivers of market value.
Using standard statistical regression methods in a
sample of 22 of the world's largest telecommunica-

tions companies, this VCI model proved extremely
powerful, with an R-squared of .85, meaning that 85
percent of a given company's market value can be
explained by the intangible drivers.
In the end, the telecommunications VCI story illustrates that employee talent, management quality, and
workplace environment—each a powerful significant
driver—speak to who embodies the company not what
embodies it. Proof that a company's greatest competitive advantage is its people.
1. The Boston Globe. "Will the reflection in this tiny array of
mirrors be bright enough to restore Lucent's luster?" Howe,
Peter J. 9/11/00.
2. BusinessWeek. "The Real Lesson of the Lucent-Alcatel
Affair." Baker, Stephen. 6/4/01.
3. The Wall Street Journal. "How Motorola Roamed Astray in
Cellphones." Harris, Nicole. 10/26/00.
4. BusinessWeek, "Motorola can't seem to get out of its own
way." Crockett, Roger. 1/22/01.
5. Ibid.
6. Fortune. "Nokia's Secret Code." Fox, Justin. 5/1/00.
7. Ibid.
8. Ibid.
9. Business Wire. "CIO Magazine Names Nokia to CIO 100 List for
1999 - Features Companies Predicted to Excel in 21st Century."
8/26/99.
10. The Wall Street Journal. "Your Career Matters: India's
Technology Whizzes Find Passage to Nokia—The Lure of Finnish
Culture: Saunas, Chicken Nuggets and Generous Vacations."
Naik, Gautam. 8/01/00.
11. Ibid.
12. The Fort Worth Star-Telegram. "Boosting benefits: Companies
are offering more options to workers than ever before, but
employees are carrying an increasing share of the rapidly
rising price of health care coverage." Schnurman, Mitchell.
11/26/00.
13. Business Wire. "Nokia Named to U.S. '100 Best Companies to
Work For' List." 12/23/99.
14. Fortune. "Nokia's Secret Code." Fox, Justin. 5/1/00.

Building Brand Through People . . ., pg. 35

45

WHEN THE NUMBERS
DON’T ADD UP:
VALUING INTANGIBLES IN THE
FINANCIAL SERVICES INDUSTRY

About the Authors:
Tyler Kim is a senior manager with Cap Gemini
Ernst & Young's strategy & transformation
practice. He specializes in the development
and implementation of innovative business
strategies for clients within the financial
services sector.
Don Melville is a senior consultant with Cap
Gemini Ernst & Young's strategy & transformation practice in Toronto, Canada.

Don Melville

The Changing Financial Services Industry
The financial services industry is currently undergoing
significant change on a global scale. The factors forcing this change? New technologies that have
revolutionized delivery channels, forcing banks to
rethink and revise their customer relationship
management strategies. Nontraditional players who
are entering the financial services competitive landscape. Financial services institutions that are
embracing co-opetition and forming innovative partnerships. And the list goes on.

One result of the evolving financial services industry
is disaggregation, or the unbundling of firms' business
functions in response to the changing business landscape. As the basis of competition refocuses from
integrated functionality (the breadth of a single
company's offering) to product customization and
service-delivery innovation (best-of-breed products
and services), vertically integrated structures are
being replaced with specialized modular functional
domains (see Figure 1).
Financial services institutions were previously focused
on pursuing M&A strategies, which would establish
breadth of competencies by providing synergy through
integrated offerings and economies of scale (e.g.,
amalgamating retail and commercial units, merging
brokerage firms with investment banks). But they are
now being challenged to excel within each element of
the service delivery value chain. In this new environment, large behemoths may no longer dominate, and
they do not necessarily have a significant competitive
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Figure 1
The Disaggregation of Financial Services
Source:
Cap Gemini Ernst & Young.
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advantage. Recognizing this fundamental industry
transformation (and not wanting to be left behind),
financial institutions have begun to restructure their
organizations into discrete lines of business—some
product-focused, others segment- or channel-focused.
These discrete business lines promote increased flexibility and responsiveness in business unit strategies
and enable financial institutions to compete effectively with smaller, specialized players within a
modular competitive environment.
Not all players in the disaggregated financial services
industry will survive. But how does one predict which
new ventures will be viable and which won't?
Moreover, how do senior managers of such new
ventures recognize the highest priority opportunities
against which to focus strategies and resources? In
seeking the answer to these questions, Cap Gemini
Ernst & Young (CGEY) has found that one critically
important dimension to examine in gauging the
promise and success of new business ventures is the
underlying base of a company's intangible assets, such
as Brand, Infrastructure, Innovation, Leadership, and
Customer Relationships. These intangible assets represent the platforms that sustain companies in their
respective competitive environments. The strength of
such intangibles provides an important gauge of the
"health" of these companies, as well as their relative
ability to compete.
The use of intangibles valuation to assess companies'
ability to compete is dependent upon two things: first,
a solid understanding of which intangibles are of
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greatest importance for business models of relevance;
and second, the establishment of internal measurements relative to those intangibles of importance. This
article will discuss research at CGEY that has begun to
shed some light on how to approach these two areas.
Intangible Assets and the “Online Financial
Services” Providers
One niche within the financial services industry that is
heavily influenced by intangible assets is the online
financial services provider. In the late 1990s, these
companies—which included online trading utilities
(E*Trade, Ameritrade), financial marketplaces
(Lendingtree, Mortgage.com), and direct banks
(NetBank, Egg)—redefined the financial services
"distribution" function. Such companies effectively
targeted a discrete component within the financial
services industry and, in doing so, contributed to a
trend of industry disaggregation. Financial markets
rewarded these companies greatly for their bold ideas.
Between 1998 and 2000, the market valuations of
online financial services providers were skyrocketing.
In the absence of traditional financial measures and
benchmarks, intangibles were playing a lead role in
defining shareholder value. The purity of the factors
influencing market value within this segment provided
a unique opportunity for researchers at the Cap
Gemini Ernst & Young Center for Business Innovation
(CBI) to better understand the exact nature of the
influence that intangibles were exerting.

The CBI developed a tool—the Value Creation Index
(VCI)—that provides managers and investors with a
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The financial services industry has become more fragmented as niche firms
emerge and larger firms organize their lines of business more autonomously.
Understanding and measuring intangibles becomes paramount to differentiate
companies from competitors in a specialized field. Key to succeeding in
financial services is anticipating the shifts in intangible asset importance and
internally measuring a company's performance in those categories. Not only is
such foresight vital to long-term health, but also critical to reaping enormous
benefits from intangible investments.

comprehensive way of evaluating a company's intangible assets. In order to apply this tool to the online
financial services providers competitive space, over
1,000 pieces of intangibles data on a set of publicly
traded companies were compiled from multiple
research sources. Based on this data, intangibles value
driver scores were developed as proxies for company
effectiveness in various intangible areas, and a statistical model was generated to identify weightings for
value driver scores that would result in a set of
company indices best correlating with market
performance.
Weightings within the resultant model provided
insight into which intangible assets were of greatest
(and least) significance. For the period up to July
2000, it was found that the intangible asset category
most valued by the market for the online financial
services providers was Innovation, which encompassed indicators such as research and development
investments and new product/technology announcements. Also of importance were such components as
Brand, Customer Relationships, and Employee Talent.
Interestingly enough, intangible assets such as
Technology Infrastructure and Management did not
emerge as being especially influential with respect to
market value.
These findings were consistent with empirical observations at the time. Top-rated companies, based on
VCI scores, included Charles Schwab and National
Discount Brokers. These companies had been able to
leverage the key intangibles needed to succeed in that

competitive landscape, and were thus rewarded by
the market. Schwab, known for initiating the revolution in the industry with its bold online strategy, was
trading well above price/book ratio industry norms in
July 2000. And in October 2000 Deutsche Bank Alex
Brown acquired National Discount Brokers, which was
rated No. 1 in Barron's survey of online brokers for
three consecutive years, in order to bolster its own
online presence.
The Effects of Business Model Evolution on
Intangible Valuation
As business models in the financial services industry
continue to evolve, the set of intangible assets of
consequence can be expected to change. As would be
expected, VCI research indicates that intangibles are
not valued the same way across all industries. For
example, whereas Alliances may be extremely important within the durables manufacturing sector, it may
have a lesser importance for oil and gas companies.

Therefore, understanding directional trends with
respect to the importance of different intangible asset
categories over time will be critical in an evolving
environment such as financial services. To provide
insight into these directions, one might look at the VCI
models for relevant industries in which nascent business models are evolving. In the 2000 CGEY Financial
Services CEO Special Report, respondents suggested
that purely online or brick and mortar firms should
either move toward niche markets, or create alliances
with off-line entities in order to continue to compete
in the changing marketplace. In the case of the online
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Figure 2
Intangible Assets:
Bricks & Clicks
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Source:
Cap Gemini Ernst & Young.
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financial services providers, employing a multichannel strategy could transform the model for
valuating intangible assets closer to that of the
traditional firms.
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One example of an online financial services firm
incorporating a multi-channel approach is E*Trade. In
January 2000, E*Trade acquired Telebanc, the leading
American online bank at the time, and moved off-line
through the purchase of a network of 8,700 ATMs in
March 2000. What's more, in April 2001, E*Trade
extended its co-marketing agreement with Target to
become the exclusive automated teller network in its
stores.1 This shift from an online company to a multichannel organization illustrates the importance of
other intangibles (e.g., Alliances) when pursuing a new
business model.
Commonality among intangible asset categories of
importance reinforces constant critical success
factors; discrepancies highlight areas that could be in
transition (see Figure 2). Customer Relationships, for
example, is of high importance to both business
models, thereby reinforcing the importance of this
intangible. Innovation, on the other hand, was of high
importance to the online financial services providers'
success during the year 2000, but could be of decreasing importance as these models mature. As Innovation
becomes less emphasized, we might expect to see
Technology Infrastructure, of high importance to
traditional financial institutions but of low importance
to the online financial services players, become of
greater consequence.

Note that while the application of the Value Creation
Index tool across a broad spectrum of companies
within an industry may yield high-level directional
guidance, more detailed insights can be gained
through the establishment of models focused on
specific competitive environments. Most of the discussion in this article has focused on online financial
services companies, which primarily relate to financial
services "distributor" business models. But it is important to recognize that other disaggregated financial
services business models, such as Infrastructure
Providers or Commodity Providers (or product manufacturers), will have their own set of intangibles of
importance. Infrastructure Providers, such as FISERV
or Checkfree, may have heavy weightings against
Technology Infrastructure. Product manufacturers,
such as GE Capital or MBNA, may have especially high
weightings against Alliances.
Intangible Asset Performance Measurement
The relative value of intangible asset categories is
only part of the story. Solid internal performance
measures associated with intangible assets are just as
important to the assessment of an individual
company's viability and competitive position. In 2000,
a survey of 148 financial institutions undertaken by
two Wharton professors, Christopher Ittner and David
Larker, on behalf of the CBI revealed that most financial institutions perceived significant gaps in
information with regard to their intangible asset categories, despite the fact that they self-evaluated the
same intangible asset categories to be extremely
important to measure (see Figure 3).
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improvement in their competitive positioning relative
to their intangibles investments, and to optimize their

Community

Innovation

Environmental

(Extremely Poor Quality
of Measurement)

portfolio of investments in intangible asset categories
known to be of greatest consequence.
Conclusion
Business models within the financial services industry
will continue to evolve. For incumbent players that
are unwilling to change, this evolution will be
perceived as a daunting threat. Those organizations,
however, that understand and can respond to requirements for successful competition in the new
environment will find tremendous opportunity.
Furthermore, while successful competition in the
industry may demand significant changes—in the
form of organizational restructurings, establishment
of new partnerships, or mergers and acquisitions—
such change done in a haphazard fashion will not
be rewarded.

The strength of intangible assets is one guideline that
can be used for evaluating the competitiveness of
companies' capabilities within new business models. If
a company understands the relative importance of
different intangible asset categories for different business models, and if it has an awareness of its own
performance with respect to these intangible assets, it
will be in a stronger position to evaluate appropriate
next steps.
The dominant financial services players of the future
may well be those companies that have a good handle
on such knowledge at this crucial turning point in the
industry.
1. See E*Trade's website for its corporate press release dated
April 11, 2001 (http://www.e-trade.com/cgibin/gx.cgi/AppLogic+Home?gxml=pr041101a.html).
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Clearly, the measurement of intangible asset performance needs to be improved in order to allow for
meaningful insights at a company-specific level. One
study that addresses part of the analytical gap for
such measurement is Cap Gemini Ernst & Young's
Customer Relationship Management (CRM) Index. We
know that customer relationships are a key intangible
asset for both the financial services industry overall,
as well as for financial services distributors specifically. Working in collaboration with a leading
independent research house, CGEY developed a
comprehensive tool to provide insights into organizations' CRM operating models through two key
dimensions: customer mind-set and degree of connectivity. The CRM Index is an ongoing barometer of CRM
capabilities in the marketplace—from strategy to
implementation—allowing for industry-specific and
best-in-class comparisons. Outputs of this study
include a detailed scorecard of companies' critical
CRM capabilities, which allows organizations to gain
insights into specific strengths and opportunities relative to their Customer Relationship capabilities.

Suppliers

Alliances

Quality

Operational

Employee

Customer

Financial

1
Not at all
important
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Historical Perspective
Transformation of the refining industry has been in
fullswing for more than a decade, but its roots can be
traced as far back as oil price decontrol in 1981. With
all the rationalization, consolidation, and restructuring that has been done however, financial
performance has been an elusive goal. Even when
refinery profitability is good, as in 2000, there is
concern that it is not sustainable and will not last in
the long term.

A ground-breaking CGEY analysis, called the
Survivability Analysis, identified 37 refineries that
were at risk of failing. That work, completed in 1993,
was prophetic in that most of the refineries identified
have closed. The conclusion was based on the hypothesis that expenditures for clean fuels in 1995 would
cause companies to elect to shut down vs. incurring
significant capital expenditures in marginal refineries.
Following that period we saw an activity we called
the "Inland Invasion," which was the building of
refined products pipelines into the mid-continent
to distribute products from the ultra-efficient Gulf
Coast refineries. These new and redirected pipelines
would put further pressure on less efficient refineries
that were already part of a shrinking number of
mid-continent refineries.
Next we revisited our 1983 model for U.S. refining. The
long-wave cycle economic model predicting the end of
the automobile era and start-up of the information
age had been accurate in predicting the maturing of a
major industry. The past 20 years in refining have

Journal Issue 4, Growing the Adaptive Enterprise, pg. 7
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2000 U.S. Refinery
Capacity
Source:
Cap Gemini Ernst & Young.

ExxonMobil

1,879,600

BP

1,680,820

Phillips/Tosco

1,643,400

Citgo

1,340,825

Equilon/Motiva

1,295,150

Chevron

935,000

UDS

745,500

Sunoco

707,000

Valero

693,800

Koch

577,000

Premcor

534,000

Conoco

531,600

Mergers and acquisitions followed as integrated super
majors were formed and large, independent refining
and marketing companies were being put together.
This resulted in several types of refiners: the refining
and marketing divisions of super majors like
ExxonMobil, BP, Shell, large refining and marketing
companies like Tosco, Ultramar Diamond Shamrock,
and Valero, and smaller independents.
Throughout the periods described, financial performance generally failed to meet expectations of most
companies, and shareholder wealth was destroyed
instead of created. Companies were producing returns
on capital significantly below their corporate average
cost of capital. This situation created a heightened
emphasis on finding new ways to increase performance that led to the search for new business models.
For the past two to three years, companies have been
searching for models that would provide the desired
performance and value. But the question looms: how
can value be created in refining?
Today's Challenges
There is no escaping the fact that refining in the
United States is a mature industry. Its maturity has
resulted largely from stagnation in demand and
resulting over supply. Our current analysis indicates
this remains the most important business driver leading to lower profitability. At the same time the
industry has been struggling with profit performance;

47.4

➟

24.5/71.9

969,000

Marathon Ashland

been following the course predicted by the model,
and the industry is still in the consolidation period.

➟

81.8

there have been no ground-breaking advances in
refinery technology that introduce step-change cost
reductions. Industry maturity is likely to continue
until there is a significant change in either refining
technology or automobile technology, or both.
Companies would be remiss not to invest in and
advertise their investments in innovation and technological development.
More stringent environmental regulations have been a
constant in the industry for the past 30 years.
Whether regulations were concerned with refinery
operations or fuel properties, the effect has been a
requirement for refiners to expend capital with no
guarantee of adequate returns on that investment.
Looking ahead, environmental regulations will
continue to be refiners' greatest challenge in the form
of cleaner fuels such as low sulfur diesel, low sulfur
gasoline, oxygenate phase out, etc., or fewer emissions from refineries. Global climate change will
become a more important issue in the coming years
from an energy policy/environment debate and from
the perspective of public policy strategies of oil
companies. Associating brand with global responsibility is one way for oil and gas companies to build
positive reputation and loyalty among customers—
and shareholders.
Today's challenge is for companies to build shareholder value. In the current marketplace this can be
accomplished by two means: achieving sustained
earnings growth and creating a business model that
will lead to good performance in the future. In our

Performance and Sustainability . . ., pg. 62
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Figure 2
The Top 25 U.S.
Companies by
Market Value

Energy & Chemical
Industry
Information
Industry
Source: Cap Gemini
Ernst & Young.

Rank
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

1969

1979

1989

Company
Mkt Cap
IBM
$41.5
AT&T
26.7
General Motors
19.8
Eastman Kodak
13.3
Exxon
13.3
Sears, Roebuck
10.5
Texaco
8.3
Xerox
8.2
GE
7.0
Gulf Oil
6.4
3M
6.0
DuPont
4.9
Avon Products
4.9
Coca-Cola
4.7
Mobil
4.7
Procter & Gamble
4.5
Chevron
4.3
Polaroid
4.1
Merck
4.1
Atlantic Richfield
3.8
American Home Prod 3.6
ITT
3.5
Amoco
3.4
Johnson & Johnson
3.3
GTE
3.2

Company
Mkt Cap
IBM
$37.6
AT&T
36.6
Exxon
24.2
General Motors
14.5
Schlumberger
11.9
Amoco
11.8
Mobil
11.7
GE
11.5
Sohio
10.8
Chevron
9.6
Atlantic Richfield
9.3
Texaco
7.8
Eastman Kodak
7.8
Phillips Petroleum
7.4
Gulf Oil
6.8
Procter & Gamble
6.1
Getty Oil
6.1
3M
5.9
DuPont
5.8
Dow Chemical
5.8
Sears, Roebuck
5.7
Merck
5.4
Xerox
5.2
Conoco
5.1
Halliburton
5.0

Company
Mkt Cap
Exxon
$62.5
GE
58.4
IBM
54.1
AT&T
48.9
Philip Morris
38.7
Merck
30.6
Bristol-Myers Squibb 29.4
DuPont
28.1
Amoco
27.9
Bell South
27.9
Coca-Cola
26.0
General Motors
25.6
Mobil
25.6
Wal-Mart
25.4
Procter & Gamble
24.3
Chevron
24.1
GTE
23.1
Bell Atlantic
21.9
Pacific Telesis
21.0
Ford Motor
20.6
Johnson & Johnson 19.8
Dow Chemical
19.2
SBC Communications 19.2
Eli Lilly
19.1
Ameritech
18.4

very efficient equity marketplace, investors
usually can determine which models should yield
high returns.
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Industry Structure
Over the past 20 years, the refining industry has
consolidated greatly—from more than 300 refineries
in 1980 to roughly 150 today. In addition to fewer
refineries, there has been the changing landscape of
companies. Figure 1 lists the top 13 companies by
refinery capacity.

·· The top 10 companies have nearly 72 percent
of U.S. refinery capacity.
· ·


Of the top 10 companies, six are refining and
marketing companies (vs. integrated companies).

· ·


Thirteen companies comprise nearly 82 percent of
capacity.

· ·


Five of the top 10 have become large companies
over the past few years by acquisition of refineries.

· ·


In a 1998 research paper, we speculated, "Our
current model is that 12 companies will have 80
percent of crude processing capacity and one half
of the refineries." The current situation is about
on that target. Interestingly, this consolidation has
progressed rapidly as 70 percent capacity was
owned by 20 companies (vs. the 10 today) only a
few years ago.

The nature of refineries operating today has also
changed over the years yielding the current slate.
Today, 51 percent of all refinery capacity is concen-

1999
Company
Mkt Cap
Microsoft
$601.0
GE
507.2
Cisco
355.1
Wal-Mart
307.9
Exxon Mobil
278.7
Intel
275.0
Lucent
228.7
AT&T
226.7
IBM
196.6
Citigroup
187.5
America Online
169.5
AIG
167.4
Oracle
159.5
Home Depot
158.2
Merck
157.1
MCI Worldcom
149.3
Procter & Gamble 144.2
Coca-Cola
143.9
Dell Computer
130.1
Bristol-Myers Squibb 127.3
Pfizer
125.6
Johnson & Johnson 125.3
Sun Microsystems 121.0
Hewlett-Packard
115.9
Yahoo!
113.9

trated in just 30 refineries with an average capacity of
283,000 barrels per day and a Nelson Complexity of
10.9. The next 28 refineries constitute 25 percent of
the total and on average are a little over half the size
of the largest. The industry has transformed itself into
a dumbbell-shaped capacity distribution with very
large and very small refineries, not many intermediate-sized refineries.
Figure 2 lists market capitalization (stock price times
the number of shares outstanding) of the top 25
companies. Clearly, the energy and chemicals leadership position has given way to the new wave of
information age companies. One oil company CEO said
recently, "The money has left the sector," meaning
that investors have chosen other sectors for investment. However, dot-com failures and oil companies'
excellent financial performance in a high crude oil
and natural price environment has brought some
investors back. As an example, ExxonMobil had record
earnings of $17 billion in 2000; more than any
company in the history of business. Prospects are for
ExxonMobil to have outstanding performance in the
future based on its assets and businesses, yet its
market capitalization is about half that of GE.
As the oil companies evolve to different models from
the past, the characteristics that lead to high-level
performance change. Conventional wisdom says that
the only defined parameter is size. If market capitalization is a measure of shareholder interest in a
company, then Figure 3 shows shareholders assign
greater value to larger companies (in terms of total
assets).
Journey to the Enterprise of the Future, pg. 23

53

325,000

Figure 3

300,000
275,000

Source:
Cap Gemini Ernst & Young.

250,000

Market Cap in Millions

2001
Market Cap vs.
Total Assets

225,000
bp

200,000



175,000
150,000


125,000



100,000

Total Fina Elf



75,000

MRO

50,000
25,000
0








0






25,000

50,000

75,000

100,000

125,000

150,000

Total Assets in Millions

Even with the recent demise of the dot-coms, there
are still many new companies with high stock value
and very little financial performance to support it. No
one has yet developed an accounting system that
captures all the hidden values—brand, human capital,
partnerships, intellectual property—embedded within
the total market valuation of a company. Today, when
intangible assets can make up a huge portion of a
company's value, and when that value is remeasured
every business day by stock market analysts and
traders, our current system of financial measurement
has become increasingly disconnected from what
appears to be truly valuable in the New Economy.
Four years ago, the Cap Gemini Ernst & Young Center
for Business Innovation (CBI) began to investigate how
investors evaluate and decide on investments in
companies. The early research was called Measures
That Matter and concluded that both buy-side and
sell-side analysts depend on more than financial
performance measures alone. After surveying a large
group of these analysts, a list of important intangible

factors could be determined:
· ·


Strategy Execution

·· Management Credibility
·· Quality of Strategy
·· Innovativeness
·· Ability to Attract Talented People
·· Market Share
·· Management Experience
·· Quality of Executive Compensation
·· Quality of Major Processes
·· Research Leadership
In April 1999, the CBI, Forbes ASAP magazine, and the
Wharton Research Program on Value Creation in
Organizations set about to develop the first practical
audit of intangible assets. The team studied how to
evaluate nonfinancial assets and how to create reallife, accurate metrics that could be used in routine
business by investors, managers, and analysts. In
effect, the objective was to separate financial and
intangible characteristics and determine how each
one was related to stock value. That study has begun
to yield interesting results.
The study divided companies into durable goods
manufacturing, non-durable goods manufacturing, and
financial services and attempted to identify what
metrics could measure intangible value. Oil companies

The Invisible Advantage . . ., pg. 7
When the Numbers Don’t Add Up . . ., pg. 45

A Blueprint
for Change

Creating Value In Refining
Stock values of oil and refining companies have
become disconnected from financial performance.
Take a recent example. Phillips Petroleum had quarterly earnings of more than $400 million and a market
capitalization of approximately $14 billion. Enron had
quarterly earnings of $200 million with a market capitalization of $60 billion. Why is this so? Simply
because investors believe Enron has a superior model
that will yield desirable future results.
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Figure 4
Oil Company Firm
Value Trends
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are included in the non-durable category. First, a large
number of data sets were identified from public
sources across a broad range of possible categories
related to the Measures That Matter list. Armed with
the data series, the statisticians went to work to separate the effects on stock value. In each of the
company categories, a list of intangible metrics could
be identified that were statistically significant in
correlating to stock value. The research has shown the
following oil company intangible characteristics (in
order of decreasing importance) are most correlated
to share value:
·· Innovation
· ·


Management

· ·


Employee

· ·


Quality

· ·


Brand

· ·


Technology

· ·


Alliances

Analysis showed that both financial and nonfinancial
factors influence stock price to the same degree. This
means that while companies concentrate to a large
extent on financial performance and the reporting of
that performance, investors are linking to other
factors in formulating their view of a company's
value—like brand value, technology, and innovation.
This conclusion suggests that companies should

Welcome to the Conversation, pg. 4

concentrate some effort on communicating their
intangible values to investors.
An index called the Value Creation Index (VCI) was
constructed from the identified oil company factors.
Just as oil company market capitalization is a function
of total assets, it is also a function of VCI. What
conclusions can be drawn?
We contend that as companies continue to evolve
their business models, they need to consider the value
investors place on their strategy, management, innovation, employees, etc. Presumably, concentrating on
those characteristics of a company's model that
investors value most will lead to enhanced future
performance. In the refining sector today, there are
several models that can be identified: large, integrated oil companies, refining and marketing
companies with significant oil production, refining and
marketing companies, and small niche players. The
size characteristics of these companies show an
extremely wide range of value (see Figure 4). In this
figure, value is defined classically as market capitalization plus long-term debt minus working capital.
What's Next?
As the industry evolves over the next several years,
executives will continue to look at the particular
strategy and execution elements that drive value. In
conjunction with the traditional actions that drive
financial performance, companies will explore how to
build business models that yield the greatest shareholder value. The downstream oil business is complex,
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Figure 5
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This illustrates that while intangibles can be
important, they must lead to better performance
or investors will withdraw. The industry is still
searching for new business models in an environment
where significant changes continue. Anticipated
changes include:
·· The Internet
· ·


Refinery acquisitions

· ·


Selected refinery shutdowns

· ·


Realignment of capacity resulting from the
Chevron/Texaco merger

· ·


Capital expenditures for environmental
regulations

·· Oil producer investments in the United States
·· Crude oil quality changes
·· Emerging new automobile technology
·· Growing effect of revolutionary information
technology
We expect new business models will emerge and
companies will continue the search for ways to
increase shareholder value. There is tremendous
opportunity for both oil and gas companies if they
learn to manage their message to markets and actively
manage their critical intangible capabilities.
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spanning the value chain from crude oil production to
consumers. As noted above, industry structure has
changed, and is continuing to change, with integrated
companies becoming much larger and refining and
marketing companies emerging as large competitors
as well. In the mid-1990s refining and marketing
companies like Tosco, Valero, Ultramar Diamond
Shamrock began to grow into large companies. They
captured the imagination of investors as alternates to
companies in this sector that had existed until that
time. And their stock values increased more rapidly
than the large integrated companies. When their
performance did not meet expectations however,
stock values declined (see Figure 5).
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n June 2001, the Center for Business Innovation
(CBI) released the newest version of its Future
Scan, a look at emerging drivers of corporate
change. The list has evolved since last fall's first
effort, and the current format groups seven drivers
into three larger clusters: infrastructure, sense-making
and reporting, and connectivity. These seven drivers
represent refinements and adaptations of the original
list for a historical overview of the list's evolution
(see Figure 1).

I

On
the Horizon

The Future Scan represents one facet of the CBI's
work in the zone between research and development.
In the realm of what might be called "weak signals,"
academics and visionaries generate theories and
hypotheses, often with only tangential attention to
the business environment. At the other end of the
life cycle, business managers and entrepreneurs
deploy ideas to the market, typically with little time
to watch what's happening in such fields as biology,
network architecture, or human capital accounting.
The objective of the Future Scan is to initiate dialogue
in the early stages of commercial activity, bringing
insights derived from various sense-making efforts
devoted to understanding business implications of
emerging trends.
I. Infrastructure
From Capability to Usability
The global technology infrastructure buildout slows
down as pressure mounts to improve access and
convenience rather than pure performance. Whether
at the consumer or enterprise level, concerned with
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The technologies that are succeeding in wide adoption
frequently display simple interfaces and low barriers
to use. In the case of instant messaging, e-mail, and
Web browsing, excessive features typically fail to pay
off in broader usage, and the designers have realized
either implicitly or explicitly that users will do what's
easy rather than what the designers intended. Reading
the manual is rarely a priority, so devices that fail in
some way are increasingly blamed on the producer
rather than the consumer. Designs that recognize how
"real life" constrains devices' functionality enjoy a
marked advantage over competitors with potentially
greater capability but a more difficult learning curve.
At the enterprise level, corporate IT spending is
increasingly being driven by mandates that slow the
rapid growth rate of the past few years that was
driven in part by Year 2000 concerns and the desire
not to lag too far behind Internet trailblazers. Now
such concerns as customer value, future flexibility,
reusability, and others drive adoption of technologies
that improve customers' experience of the call
center, or that reduce inventory buffers. Even
advanced IT shops are exploring such mundane but

When the Numbers Don’t Add Up . . ., pg. 45

cost-effective directions as component reuse and
shared hardware and software standards among
sovereign business units.
Real-Time Everything
Increased connectivity challenges organizations to
shorten strategy and operational cycles. Whether in
the area of business-to-business electronic commerce,
order management, or customer service, business
managers are finding ways in which they have to make
decisions based on poor, late, or nonexistent information. The opportunities for profiting from better
information and decision-making capability are vast,
but the difficulties in operating at that level of execution range well beyond the technical and process
challenges to include significant organizational and
behavioral gaps that are harder to address.
Examples of real-time data exerting competitive
and operational pressure can be found all across
the landscape:
· ·


American Airlines is reported to reset flight prices
40,000 times per day.

·· The Spanish clothing manufacturer Zara launches
new lines with only sketchy production plans,
knowing that it can mobilize its production capacity to deliver hot-selling lines in weeks rather than
months. Increasing its proximity to the demand
side delivers huge benefits on the inventory side:
Many Zara fashions are sold after less than a week
on the shelf.

On
the Horizon

ERP installations or cell phones, the numbers behind
the technology sector slowdown suggest that
purchasers are concerned less with leading-edge
performance than with real-world usefulness. This is
of course behavior predicted by Clayton Christensen's
Innovator's Dilemma model, but the recent rejection
of technologies that outran customer usefulness is
stunning nevertheless.
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Release 3.0
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Drivers of corporate change often begin at the periphery of an emerging
economy, and the Future Scan provides managers and investors a preview of
future trends already affecting the marketplace. Customers demand product
and service utility rather than promise and gravitate towards simple
interfaces. Businesses need to explain the immediate effects of their
spending, utilize connectivity to adapt and grow at a greater speed, report
and understand their intangible value, and more astutely mine their
organizational information.

article abstract

·· Sodium dioxide sensors in industrial smokestacks
feed a central reporting service, which in turn
supports an international market in pollution
credits.

sources of the value. More than only a reporting
issue, the problem of capturing intangibles extends
to the management of new classes of assets within
an enterprise.


· ·

Which intangibles matter is a matter of industry
sector and ultimately the particulars of a given corporate organization. Some examples include innovation,
sustainability, brand and design, risk management,
caliber of leadership, and caliber of employees.

On
the Horizon


· ·

A high-end automobile currently includes more
than 75 microprocessors. Every year more of these
will be networked, perhaps building on GM's
OnStar platform that has grown from a directionfinding and emergency response system to include
Web-based services such as financial advice from
Fidelity and The Wall Street Journal. The formerly
proprietary system has now been licensed to such
competitors as Acura, Audi, and Lexus, while
parent GM recently reported that the service had
reached its 1 millionth customer.
Perhaps the ultimate real-time operational
systems are those in skis, cars, and airplanes that
employ active noise and vibration cancellation.
Bose headsets on commercial aircrafts inject the
negative of the positive noise in the environment,
effectively canceling out the intruding noise.
Piezoelectric dampers reduce vibration in skis and
tennis racquets, again instantaneously.

II. Sense-making and Reporting
Intangibles Achieve Legitimacy
Because traditional practices fail to account for true
value of a company, strategic advantage increasingly
accrues to firms that can measure and manage their
intangibles. Such companies as Coca-Cola, Microsoft,
and General Electric provide ready examples of firms
whose balance sheets only partially represent the

Intangible assets are profitable: Socially responsible
investment funds, which rely on a variety of screens
closely tied to intangibles, have outperformed the
Standard & Poors 500 over the past 10 years. In fact,
88 percent of the largest socially responsible funds
received top ratings in 2000.
Whether it is Southwest Airlines CEO Herb Kelleher
saying that it is "the intangibles" that keep him awake
at night to an auto industry securities analyst
acknowledging that the Daimler Chrysler merger has
run into trouble because "destroying the culture ( of
the acquired company) is destroying what you paid
for," intangibles are increasingly accepted as a driver
of corporate value. Advances in business and academic research have quantified new insights into the
correlation between intangibles and financial
outcomes like Return on Assets, Compound Annual
Growth Rate, and stock price performance. Managers
now have tools to help them manage these resources.
They fail to do so at their peril; the markets are pricing their intangibles every day—whether management
provides the information or not.

The Invisible Advantage . . ., pg. 7
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A growth industry is emerging in sifting through the
data for pattern recognition. At the extreme, this
capability includes the ability to match photos of faces
to images in a database; in fact, 72,000 people at this
year's Super Bowl had their faces digitally
photographed and analyzed during the game; 19
matched police records, mainly those of known ticket
scalpers and pickpockets. The TiVo personal television
recorder also reported consumer viewing habits for
collection, in direct contradiction not to violate
purchasers' privacy.
This kind of capability raises significant concerns in
the area of information ownership, and social standards are simply not yet in place. At the same time,
companies are discovering that information is a
competitive weapon. Wal-Mart recently announced
that it would no longer sell point-of-sale data to
market researchers including AC Nielsen and IRI.

These companies are leaders in a $6 billion market
sector, but without input from the world's leading
retailer, they will not be able to claim the same validity for their findings.
New Environmental Accounting
From power to pollution and extraction to disposal,
companies must monitor a variety of market and regulatory measures. The economics of energy and
environment have traditionally been characterized by
a wide variety of externalities, or outcomes that failed
to be captured by conventional accounting. The smell
around a paper mill is a classic example. Now, both
governments and participants in markets are developing ways to capture more of these externalities in
market transactions. At the same time, the delicate
balance between markets and regulation makes
energy and environment a special situation with enormous costs of miscalculation, as evidenced by the
complex system failure arising from the partial deregulation of California's electric utilities.
In a variety of global markets, producers are having to
account for (and sometimes bear) more of the life
cycle cost of a given product. The Japanese tax of
refrigerator disposal has led to mountains of rusting
appliances defacing the countryside as consumers
evaded the tax through illegal disposal. In Sweden, by
way of contrast, a variety of efforts are focused on
managing the disposal of household appliances, with
manufacturers such as Electrolux deeply involved.
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Data Overload
Huge data flows leave companies struggling to use
information effectively. This issue has several facets.
First, the mass of corporate data is growing at an
astounding pace; the University of California recently
published a study claiming that "the world's total
yearly production of print, film, optical, and magnetic
content would require roughly 1.5 billion gigabytes of
storage. This is the equivalent of 250 megabytes per
person for each man, woman, and child on earth."
The rapidly falling price of mass storage makes it
possible to maintain that information in digital form,
but the major question is what to do with it all.
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While organizations manage increasing amounts of information at increased speeds,
environmental accounting requires special attention to frequently changing
regulations and market pressures. Connectivity leads to innovative and cost effective
supplier alliances while it allows employees and customers to access more
information at increasing speeds and through new channels. To function ahead of the
curve, look to your organization's borders and beyond, appropriating innovative
business practices from decentralized communities and other cultures.
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The intersection of regulation with environmental
markets is producing results. In the United States,
emissions markets have created economic incentives
that have contributed to the reduction of sodium
dioxide by 39 percent and nitrogen dioxide by 14
percent between 1989 and 1998. A series of initiatives
to encourage alternative vehicles has brought forth
the Honda Insight and Toyota Prius, each a hybrid
electric and internal combustion vehicle, the latter
selling faster than they can be produced. The Prius, in
particular, has inspired a growing consumer movement, an environmental fan club as it were.
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III. Connectivity
Enterprise as Network
Whether they connect partners, shareholders, or
customers, horizontal networks redefine business.
Supplier alliances are not new, but they are changing
the landscape. The Porsche Boxster, for example, is
manufactured at two plants, one at the Zuffenhausen
headquarters and one owned by the Finnish industrial
giant Valmet on the shores of the Baltic. On the same
line, Valmet builds mid-engine/rear-drive Porsches
and front-engine/front-drive Saab convertibles—a
rare feat of manufacturing flexibility. In a further
network story, the Boxster's body panels come from
a BMW stamping facility. Logistics providers
frequently play key roles in supply networks: Penske
employees wear Whirlpool uniforms and drive
Whirlpool trucks as they deliver and install appliances
in the Quality Express operation that serves
Whirlpool's builder market.

Demand-side networks challenge producers and
providers as customers, patients, and shareholders
communicate horizontally. Healthgrades functions
much like the Zagat restaurant guides, but focuses on
healthcare providers. Edmunds links thousands of
automobile owners and potential buyers, providing a
large body of word-of-mouth knowledge for virtually
any vehicle. Investors frequently find more useful
information on chat boards than on corporate sites,
with the result that investor relations has become
significantly more challenging in many companies.
Finally, the network extends into the core of the
enterprise as employees connect to work and to each
other in new ways. Building on the Manpower model,
a variety of temporary staffing and extended problemsolving networks facilitate just-in-time resource
availability and, in the case of businesses like
HelloBrain, distributed problem-solving. The
Vault.com keeps insiders apprised on the opinions of
their colleagues, spreading news of layoffs, plant closings, and the like far faster than corporate
newsletters. Monster, Hotjobs, and Dice have redefined the job search process.
Innovation From the Periphery
Successful enterprises marry their unique capabilities
with expanding opportunities from the edge of their
networks. The economic development model of the
1960s no longer applies. Rather than following the
U.S. and Europe up the ladder to wide adoption of a
given technology, different countries or regions are
defining their own paths. Cellular data is a prime
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Microfinancing currently works in Pakistan, where
women in villages vouch for each others' debt as they
buy cellphones from Grameen Phone and become
walking telephony providers. The parent firm,
Grameen Bank, has made more than $3 billion in
loans since its founding in 1976. With a payback rate
of 95 percent, the bank is profitable. For all of this
success, microcredit works differently in Africa or
Brazil or Los Angeles. The notion of "horses for
courses" had led to a proliferation of development
and sustainability models rather than an attempt to
impose convergence.
With innovation happening in so many places,
networks can connect people in new ways to spur
entrepreneurship and creativity rather than enforce
compliance. This "bottom-up" model of innovation
challenges widely held notions about stage gates,
focus groups, and new product launches.
Not Yet on the List
The Future Scan is an ongoing effort. Some trends
were judged too far out for inclusion on the current
list, yet such areas as space tourism, genetically
specific medicines, microcareers, smart highways, and

the redefinition of community remain on the longrange radar. Never has it been more true that the
future is now, so scanning the horizon is more important than ever.
For more information on the Future Scan, go to
www.cbi.cgey.com/research/future-scan.
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example: short message services (SMS) took hold in
northern Europe, while voice remains king in North
America. The Japanese I-Mode model, while hugely
successful, has yet to be exported. Horoscopes are
profitable content for Italian wireless providers; their
Norwegian counterparts make money on selling ring
tones, just as I-Mode parent NTT DoCoMo does.

62

PERFORMANCE AND
SUSTAINABILITY
OVER THE LONG
HAUL
Karina Funk

About the Author:
Karina Funk is a manager at the Cap Gemini
Ernst & Young Center for Business Innovation.
She is currently focused on the normative
contexts and decisions related to collaborations
across firm boundaries, and she conducts
research on technologies that encourage collaboration. Karina holds an M.S. in Civil and
Environmental Engineering and an M.S. in
Technology and Policy from the Massachusetts
Institute of Technology, and a post-graduate
diploma in Technology and Management from
the École Polytechnique in Paris.

he term "sustainability" implies an element of
political sensitivity. This can be particularly
true when used in the lexicon of business.
Look at the websites of the first 50 Fortune 100
companies and you'll find that companies such as
Ford, Intel, and General Electric think it's smart to
address environmental or social responsibility right
on their Investor Relations homepages. But why would
investors care?

T
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Stock price, for starters. The link between shareholder
value and environmental and social performance is a
phenomenon that has spawned a large body of
research, literature, and investment activity in recent
years. Innovest Strategic Value Advisors is one firm
that has been stepping up to this opportunity. At the
second annual Measuring the Future conference
co-hosted by the Cap Gemini Ernst & Young Center for
Business Innovation (CBI), and Forbes ASAP, Innovest
Founder Matthew Kiernan explained the logic behind
using environmental performance as a proxy for good
management capabilities at both the strategic and
operational levels. Kiernan defends this as a robust
metaphor because the environmental problem is more
multifaceted than most. He explains that it touches all
aspects of a firm's operations from product design to
finance, and it also holds implications for a wide
range of stakeholders from the government to
investors to community citizens. Perhaps more significantly, environmental problems are relatively "young"
issues; their treatment demands strategic foresight,
superior execution, and organizational agility. These
certainly are not capabilities that can be explained by
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At the CBI, we take this correlation as further testimony that intangibles—that is, nonfinancial or
nontraditional financial capital—matter. Conventional
wisdom also suggests that "environment" is just one
component of nonfinancial drivers that constitute
sustainable business. One need look only at the
marketing of socially responsible companies such as
Ben and Jerry's or The Body Shop to realize that casting a wide net on "sustainable business" would
include environmental considerations as well as
corporate social responsibility. Many who invest using
these criteria engage in the growing field of socially
responsible investing (SRI), where economic as well as
social and environmental goals drive investment decisions. Evaluation of corporate social and
environmental performance may include issues such
as charitable giving, workplace diversity, employee
relations, and pollution prevention, as well as exclusionary screens of the alcohol, tobacco, military, and
nuclear power industries.
There is another factor that is forcing investors to
take a closer look at these issues. The Securities and
Exchange Commission's passage of Regulation FD (full
disclosure) helps put individuals and investment
professionals on equal footing: Financial information

that could affect stock price (such as profit warnings)
must now be disclosed to all, with no privileged
access for analysts or large investors. No longer able
to trade with this advantage in timing, some investment houses are looking for early indicators in
intangibles related to environmental performance and
social responsibility.
Intangibles and the Color of Money
Many of the feedback loops between the market and
firm behavior may be characterized by what are
increasingly being called "intangibles." While traditional accounting and financial metrics yield some
insight into a firm's market value, such metrics explain
only part of a bigger phenomenon: These measures
cannot account for stock volatility in light of a change
in management or the announcement of vaporware.
Neither, as we saw in the dot-com world, do these
metrics give us a real indication about where securities are headed after an IPO. That's why participants
in the financial markets consider both accounting
measures and "intangibles"—anything from confidence
in a company's management to investment screens
based on personal ethics.

The CBI’s Measures That Matter survey showed that
over one-third of an institutional investor's valuation
of a company is based on nonfinancial elements (for
smaller cap and Internet companies, that proportion
is even larger). Without deciphering the links
between intangibles and a firm's performance,
companies are abrogating a significant opportunity
for value creation.
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traditional financial metrics that appear in black and
white on a balance sheet. The Innovest approach is a
test for this kind of innovation and adaptability:
"Show me a company that can handle these issues
well, and I'll show you a well-managed company that
can also handle the unforeseen future."

64

The strong link between stock price and environmental and
social performance is explained by realizing diligent and
progressive management is needed to handle such a multifaceted and young problem. This correlation, along with the
dot-com crash, demonstrates the value of intangibles and the
limitations of simply utilizing traditional financial metrics to
arrive at a company's value.
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The CBI's Value Creation Index (VCI) provides insights
into the value drivers that are strongly correlated with
market value. "Environment," as measured by environmental, social, and community service scores,
ranks consistently among the top 10 value drivers in
our VCI model, which explains up to 90 percent of
variability in market value. Encompassing a much
broader suite of measures than environmental performance, this model touches upon what many would
argue are components of sustainability. Certainly,
sustainability means different things to different
stakeholders (and we'll explore a few of these notions
in the next section), but for now let us define
"sustainability" as embodying a "desirable" future
state for any given stakeholder. For investors, this
desirable future state would surely include sustained
revenue growth over the long term.
Traditional financial data is historically one-quarter
well, historical. A desirable future state demands
forward-oriented indicators. Companies have the
opportunity to use nonfinancial variables as bellwethers: Sensors can, for example, monitor pollution
levels in real time, helping to warn of impending
problems and, when combined with databases and
analytical techniques, they can help to establish
causality.
Markets, being feedback loops between producer
and consumer, also are sensing mechanisms. Online
trading schemes from the Hollywood Stock Exchange
to tradable pollution permits foretell the many
markets yet to be borne. The "talent market" may be
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one of those worth closely monitoring: As long as
what some say is a company's greatest asset, its
talent, is concerned with sustainability, the company's
strategic direction should be, too.
Sustainability: A Firm View
In the same way that current and historical revenues,
assets, and profit margin figures provide only an
incomplete and fragmented account of a company's
market value, there are limits in considering sustainability merely as a question of intergenerational
capital allocation. Sustainability and the Wealth of
Nations reports that "produced assets—which most
countries view as the prime determinant of wealth—
in reality constitute only 20 percent or less of the real
wealth of most nations. Human and social resources
make up a much larger share of real wealth." Similarly,
assets measured as plant, property, and equipment no
longer correlate well to market value.

In a business context, sustainability refers to the
"desirable future state"—how long a company will be
viable and profitable in the marketplace. And practices that are consistent with sustainable development
are commonly thought of as environmentally and
socially responsible business. These two notions are
converging: the more feedback loops that occur
between a firm and its market, the more transparent a
corporation's environmental and social practices.
Companies that actively manage and respond to these
early indicators will more easily be able to positively
affect shareholder value over the long term.
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Manage Your Risk
Damages and hefty litigation fees are incentive
enough to proactively manage the risk of environmental, social, and public relations disasters. Often, this is
relegated to an Environment, Health, and Safety office
that is far removed from the hub of corporate activity.
But if pursuing sustainable business strategy can
increase a firm's expected value, integrating sustainability considerations into other kinds of risk
management is good business. And, as data about how
environmental and social practices affect a company's
financials continue to yield more insights, integrating
this knowledge into overall risk management will lead
to better decision-making.
Learn From the Links
One can't emphasize enough the particular importance
of dependencies in the supply chain. Insofar as raw
materials and new technological concepts have
anything to do with choices between, for example,
higher polluting or cleaner burning energy sources,
sustainable business will remain a concept that transcends compliance and risk management. And as long

as product designers continue to choose between
materials-intensive product obsolescence and
upgradeable design (with potential customer
lock-in with a service relationship), sustainable
business defies abstraction away from other
strategic considerations.
Ignorance Is Not Bliss
Getting smart about being "green" is a strategy for
competitive advantage, especially in the arena where
suppliers jostle with oligopsonistic buyers. Companies
such as Ford, Viacom, Bristol Myers Squibb, and CocaCola have all made commitments to work in concert
with suppliers to achieve voluntary environmental
standards. Devising innovative ways to meet these
targets has not only helped to reduce costs; it also has
helped to steer environmental regulation in a direction beneficial to producers as well as to
social/environmental well-being.
You Already Know a Lot
Making the best use of data that companies already
have may be an easily available early detection mechanism—not only data that they are required to report,
but data that is collected for one purpose that may be
used to glean information on other dependent issues.
For example, throughput data can readily be used to
track materials use and energy efficiencies in a
production process, but this same information also
can help to establish improvement goals and to
communicate progress to interested stakeholders.

Not only is the public becoming better informed about
corporate processes and practices, but regulatory
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It is clear that attention to environmental and socially
responsible performance can mitigate the downside
risk of corporate liabilities. But risk is only one
element of performance, and a sustainable business
strategy can improve all segments of corporate activity. Following are some implications and lessons for
decision-makers, at both the strategic and operational
level, that may help steer a company's aggregate
activities on a sustainable path.
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A business focused on valuing intangibles will be more likely to achieve
sustainability and then promote its desirable future for investors, employees, and
future talent. Specifically, management should integrate sustainable practices to
lessen risk, choose socially responsible partners, voluntarily raise internal
environmental standards, and use the body of data you already possess in new ways.
Pivotal to success is to avoid reacting to regulating bodies or any environmental or
social problem, but instead, to lead through innovation.
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bodies also are increasingly demanding access to data
relevant to sustainable business practices. Under
generally accepted accounting principles (GAAP) in
the U.S., companies have been required to report the
depletion of nonrenewable natural resource assets in
their income statements and balance sheets. A larger
imposition rests on oil and gas firms, which, under
Statement of Financial Accounting Standards Number
69, must prepare supplements to their regular financial statements with details and estimates of their
holdings of natural capital. Although this law does
not extend to other industries, one can imagine its
pertinent application in those that rely on natural
resources, such as the forestry and paper products
industry, as a way of planning for reforestation and
other sustainable business practices. Not to mention
the effect on public relations with stakeholders
who care about how long a company will be in
business and what "footprint" its operations will
leave in the community.
The Market Response
Wall Street is gradually becoming aware of the value
of nonfinancial performance indicators. Yet a formal
methodology and language of intangibles, much less
the lingo of sustainability, is far from being developed
or adopted. The first step must be to find a common
language that respective stakeholders can understand
and use to communicate.

Dow Jones Sustainability Group Index (DJSGI) was
devised in collaboration with SAM Sustainability
Group, an independent Swiss asset management

company specializing "in the field of sustainabilitydriven investments." Through a questionnaire sent to
CEOs, an assessment of companies' policies and
reports, and a media review for stakeholder relations,
the DJSGI identifies companies that score high marks
for their ability to exploit sustainability opportunities
and to avoid sustainability-related risks.
Aside from the increasing importance of nonfinancial
indicators, the CBI's Measures That Matter survey
revealed that internal performance measures are
rarely linked to corporate strategy. But data on a
company's performance have become readily available via the Internet, and there have been cases
where investors have become skittish upon the misinterpretation of these data. Merely reacting to external
feedback, however, is belatedly treating a symptom
rather than a cause. If a large part of a company's
equity valuation is riding on nonfinancial data, it
would seem sensible to mine these data. Proactively
managing and interpreting these figures will better
allow companies to be in control of the measures that
matter in their market and industry. Indeed, companies may not have a choice: As data gathering and
management systems get more sophisticated, monitoring performance will by necessity be more tightly
linked to improving performance.

For a complete and documented version of this white
paper, please go to www.cbi.cgey.com/pub/
docs/sustainability_and_performance.pdf
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ith the era of cheap, ubiquitous
connectivity almost here, even the
tiniest of devices can participate in
the network. How does this change the ways in which
we use the network to communicate, work, or live?
What things will we do differently? What new things
will we be enabled to do? On February 28, 2001, 30
people gathered at the Cap Gemini Ernst & Young
Center for Business Innovation to discuss the future of
the networked device. They included Internet
pioneers, university researchers, venture capitalists,
consultants, and designers.

W

Everyone seems to agree that wireless devices have
almost unlimited potential to enable new applications,
to improve people's lives, and yes, to generate enormous profits. And yet despite enormous investments
of money, time, and attention over the last few years,
they don't seem near to fulfilling that potential. Why
hasn't it happened already? Well, revolutions don't
happen overnight. There are three major challenges
that must be met: current applications are poorly
suited to the unique needs of mobility; mobile devices
ignore the importance of user experience; and the
factors that encourage investment in mobile networks
are the same ones that repress innovation. Only once
these challenges are met and overcome by wireless
providers will we see real progress.
The Challenges of Mobility
Mobile applications are fundamentally more challenging to construct than traditional desktop or
Web-based applications, and not for merely techno-
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logical reasons (although indeed they pose significant
technical challenge). First, by definition, a user
employs mobile devices in a wide variety of locations,
contexts, and activities. At different times, a device
performs different tasks, with different resources
available, and with differing goals and standards for
success. Second, mobile devices have inherently
limited capabilities. For both technical and economic
reasons, mobile devices have smaller screens, slower
processors, and slower bandwidth links, compared to
the equivalent fixed desktop computer. Finally, to
make matters worse, mobile applications have a much
smaller margin for error than traditional desktop
applications. When mobile, humans necessarily have
their attention diverted. Mobile devices that demand
attention or excessive care and feeding (such as the
endless rebooting that desktop users are resigned to)
will not be accepted.
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Meeting these challenges will require cooperation and
innovation from service providers, device manufacturers, and application builders. The fact is that we
simply don't know how to build these applications
well, yet. But there are some guidelines we can learn
from early successful mobile models. To rise above
these challenges, mobile applications must have a
number of characteristics. They must meet compelling
needs. The tools must match the task. Finally, applications must gracefully adapt to changing circumstances.
Experience
As these devices become more sophisticated and do
more things, they become an important part of our

life. As this happens, it becomes more important that
they enhance our experience, rather than detract
from it. For example, the difference between being
reachable and being able to make calls is critical. One
is an interruption, even if a welcome one, while the
other is at your initiation. This tension has created
much of the resentment we have over these little
phones that are our masters. We welcome the
increased ability to reach others they bring us, but we wish we
had some control over when they could reach us.
Networked devices also have the potential to deepen,
create, or capture experience. The audio guides available at most museums are devices that augment
experiences. At best, these guides help deepen and
enrich the experience of walking through the exhibit.
The danger is that they lock visitors into a preset
path, or otherwise interfere with their freedom.
Devices such as music players or game machines
provide experience. As well, they can capture experience, by taking pictures, movies, or recording sounds.
Adding the capability to interact with others through
the network offers possibilities for real innovation in
these traditional tasks.
Finally, just carrying a device can be part of a social
experience, as a fashion accessory or as a sign of
status or importance. Don't underestimate this. How
many people buy oh-so-fashionable devices to show
them off to friends? The fact is that (some) people are
fashion-conscious; good designs are bought both
because people value good design in itself, and
because shiny things are a good way to impress
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The unlimited potential for wireless devices has met manifold obstacles. Lack
of industry cooperation, limitations of current technology, and attachments to
investment stifling innovation have all contributed to the slow progress.
Wireless success will occur when applications meet compelling needs and
perform specific tasks while gracefully adapting to user preference. The
process will be aided by moving away from top-down product development and
toward overcapacity, industry cooperation, and standards.
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Build a System That Works
In the milestone work "The Mathematical Theory Of
Communication," Claude Shannon wrote in 1948:

"The [communication] system must be designed to
operate for each possible [message], not just the one
which will actually be chosen since this is unknown at
the time of design."
The "end-to-end" design principle described in a seminal 1984 paper by MIT researchers Jerome Saltzer,
David Reed, and David Clark, applies this principle
more broadly to today's networks, and tells communication system designers to provide basic services to
applications, and to not anticipate the end use (or
worse, only allow that one use). The intelligence of
the network is at the edges, not in the connections.
Other programmers used this freedom to create all
sorts of unforeseen services: streaming video, the
Worldwide Web, secure shells, etc. In contrast, the
current generation of digital phone networks allows
no innovation. If you had an idea for a great application for a mobile phone, you'd have to sell it to the
phone company or forget about it.

It's easy to understand why this is true: money. More
specifically, monetization. A corporation interested in
building out a wireless service has to invest a staggering amount of money in physical towers, bandwidth
rights, or rather famously, satellites. By one current
estimate, the telecommunications industry has
amassed more than $650 billion in debt. To raise that
sort of capital, it needs to make a case that it will be
able to recoup that investment. And the only way to
guarantee income is to own the entire picture.
Unfortunately, this top-down, centrally managed
architecture will likely doom the effort. Only by
allowing and embracing outside innovation will these
networks flourish. But if vertically integrated
networks will fail, and non-vertically integrated
networks won't get funded, how are we going to get
our global, mobile, always-on world?
The best chance seems to be to encourage the
creation of bottom-up networks, rather than
monstrously expensive top-down, centrally managed
networks. These bottom-up networks would emerge
from the piecemeal action of many users, rather than
a few telecom providers, and would be built on standards and open protocols.
The first necessary ingredient is local overcapacity.
For almost all installations, there's excess capacity.
This is simply due to the fact that wireless capacity
generally comes in large chunks: When you buy an
antenna, you're generally buying access to a lot of
bandwidth. Once this local overcapacity exists, it
becomes possible—and economically convenient—to
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others. In a lot of ways, your mobile phone is equivalent to your car in the 1950s: a way to demonstrate
your importance, your wealth, and your taste. I've
had colleagues turn away in the midst of a sentence to
take a call, holding up their hand; even as they were
speaking into the phone, they were sending me a
message, too.
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share that excess capacity. This is the same dynamic,
applied to disk drives and wired bandwidth, that
drove the success of Napster.
The second ingredient is to encourage reciprocity and
cooperation. If there's local overcapacity in multiple
locations, and users are mobile, it makes perfect
sense to make an arrangement to share. Sharing this
overcapacity makes economic sense, but technical
needs must be met as well. For wireless networks,
this means strong authentication, per-client security,
and possibly a convenient micropayment or subscription basis.
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The final ingredient to get right is, of course, standards. Interoperability, cooperation, and reciprocity
all require the establishment of standards, or at least
agreements on protocols. The problem comes in that
if you establish standards too early, (as in the HDTV
case), you risk missing the innovation you're seeking.
On the other hand, if you wait too long to standardize
(as the United States may have done with wireless
providers in the 1990s), you lose out on network
effects, both large investors and consumers hold back
until a winner emerges, and limited effort and investment is spread over many competing systems. As
Jared Spool points out, at some point you need to
shoot the innovators. Moving from innovation to
standardization at precisely the right time is a key
factor of success.
Conclusion
The wireless world really is full of potential. Potential
for profit, and for exciting innovation, and for the

chance to really change the way we work and play.
But it also labors under enormous burdens.
Telecommunication companies have spent billions
acquiring the rights to monopolies on certain characteristics of electromagnetic radiation, and billions
more building unsightly towers. There are many technical challenges ahead. To name just one, real
progress in integrating wireless communications with
human life will require significant advances in how we
automate intermediaries and negotiation. Humans
just can't be bothered to inspect every wireless
coupon, advertisement, or marketing call. Of course,
there are challenges just as difficult in signal processing, efficient chip design, and battery chemistry.
But the way ahead isn't blocked by these technical
challenges; eventually, some smart people will solve
those problems. Yet there are higher hurdles to leap.
To quote cartoonist Walt Kelly, we have met the
enemy, and he is us. We simply don't know what to
do with mobile devices yet. We need to learn—
indeed, we need to create—a new language of
abstractions to describe our needs and priorities to
the network. We need to learn which functions really
can fit in the same molded-plastic box, and which
can't. We need to set rules about when it's okay to
take a call. We need to struggle with powerful,
emotional issues surrounding privacy, security, and
anonymity. We need to learn to stop driving while
talking on the phone. In the end, of all of the travels
that we go on with these devices, the networked
world may be the most foreign.
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Let me tell you a story about a bad user
experience: I walked into a door.
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he door is glass. It has two vertical handles,
one on each side, arranged symmetrically. A
transparent door with handles on both sides
suggests that it can be pulled and pushed from either
direction. But as I discovered, this one can't. It's an
example of bad design, a bad user experience that has
difficult-to-measure but material costs. (For instance,
a client who walks into the immovable door might
conclude that a firm that can't get a door right can't
get very much right at all.)

T

I, and countless others, have had a bad experience
with that door. Multiplied billions of times a day, the
economic cost of a poorly designed door is enormous.
After all, a billion of anything is a lot.
The crusade to think about good design and to
improve the general user experience is mammoth. But
here are a few ways companies can think about
improving the experiences of their users. (The term
"user," incidentally, encompasses the customer, as
well as the viewer, participant, listener, boss, subordinate, operator, and many more).
Signposts Should Be Ubiquitous and Invisible
Consider Disney, a master of creating a great user
experience. Danny Hillis, chief technology officer of
Applied Minds and previously a vice president at Walt
Disney Imagineering, describes the Disney process as
one that distinguishes between the outside world with
its traffic jams and aggression, and the Disney-world,
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where the atmosphere is electric and everything is
free. (Once you've paid your money at the door.)
Disney's customers are given very few rules, and their
behavior is prompted by storytelling, which organizes
their actions. In the park's early days, a Disney worker
worried that guests might damage the walnut veneer
in a coach. He raised his fears with Walt Disney who
responded, "If they are thinking about carving their
initials, then you are a bad storyteller."
Disney manages to change the mores of a transient
group of people without explicit signs. In other situations explicit signposts are harder to avoid. For
example, the instructions to evacuate a ship may need
to be spelled out clearly. But in a large number of
cases, from form-filling to using software, explicit
signposting is a sure sign (no pun intended) that
something has gone wrong.
Respect Your Customers, Especially the Worst
Your worst customers are often your best. They are
the ones who batter your products and services and
tie up hours of customer service time. Many firms
don't understand how to relate to these customers or
simply aren't prepared to listen.
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Take the mobile messaging market. In the early 1990s,
U.K. mobile operators restricted SMS text messaging
to subscribers within their networks. Early adopters
found a way round this, using messaging centers
abroad, which allowed them to message any mobile in
the world.

The operators clamped down on access to foreign
service centers, bringing an early end to internetwork messaging in the U.K. Then in 1999, the
mobile operators introduced internetwork messaging
(international messaging followed later), and the
market exploded. Of course, the operators could have
responded better. They could have implemented a
premium rate text service for the early adopters, or
they could have enlisted these early adopters and
turned them into an early warning system of the limits
of their current systems.
Our worst customers are the ones who teach us how
to improve our businesses and change our rules of
engagement. The mainstream customers who happily
accept our poor designs don't teach us anything about
optimizing our offerings. We need to encourage them
to do so.
Be Genuinely Genuine, or Not at All
Most businesses claim that customers come first, and
some businesses work harder to build a personalized
relationship with them. But if the supposed sincerity is
insincere, firms run into trouble, according to Larry
Keeley, president of the Doblin Group, an innovation
consultancy. An example is American Airlines' top
loyalty program, which includes "greeters" to personally welcome frequent fliers.

Sound good? It isn't. Meeting a greeter may be a oncea-day experience for Keeley, but greeters meet
passengers hundreds of times a day. The result is a
dehumanized human, an automaton with a bright
smile that says, "Hello, Mr. Keeley" every day.
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So the greeter program fails because it lacks honesty
and integrity. And American Airlines' top fliers who
recognize the problem start associating phrases like
"stupid and thoughtless" with the airlines. A less
personalized service, which admitted it was less
personalized, would be better. But American Airlines
promised more than it could deliver.
Autonomy Can Be a Good Thing, if You're Human
Dehumanizing people, by turning them into machines,
will destroy any enjoyable experience. If the people
delivering the experience are having a terrible time,
how can they make your customers feel great?

McDonald's is an enterprise with a 900-page manual
and 36,000 regulations for its 24,000 stores. It's also
an organization that illustrates how ensuring a
uniform level of quality turns the brain into a
sequential processing device. McDonald's (like
dozens of other firms) takes marvelously able,
adaptive, learning, and fault-tolerant beings (crew
members) and transforms them into deterministic
automata that provide a uniform level of experiential
quality: uninspired.
The opportunity is for McDonald's to view its staff as
input devices, not output devices. As customers'
expectations increase, companies cannot afford not to

have an adaptive organization that recognizes shifts of
taste or brewing discontent. Such adaptive organizations need to use their members as sensory organs
and give them the freedom to reconfigure themselves.
Autonomy Can Be a Bad Thing, if You're a
Machine
By contrast, argues Jaron Lanier of the National TeleImmersion Initiative, too much autonomy in machines
can be a bad thing. Machines have a limited amount of
intelligence, but we can make them act intelligently
and autonomously. Websites do this when they
personalize recommendations; software does this
when it pops up assistants.

Equipped with flexible rules, these devices appear to
act nondeterministically. This is fine if the object of
the exercise is to generate random or pseudo-random
behavior (like an online casino). It's less good for the
end user who may be confused by the way his interface behaves.
Highly autonomous systems present further risks.
When we attempt to design interfaces to make our
lives easier, we need to be able to go under the
bonnet to tinker. Set-up wizards for software work
wonderfully, but if they fail, having a manual system
to fall back on can prevent paralysis. Being able to go
under the bonnet also allows us to develop mastery of
technology. Users who only ever enjoy a sterilized
interface may never understand how a computer
works—and may never help us further our thinking.
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But just don't try to talk to her. If you attempt
conversation, you'll discover you aren't Mr. Keeley,
an individual, at all. You're just another well-heeled
businessman whose flight to Baltimore is
20 minutes late.

74

Improving user experience is an important and ongoing challenge of any business. To
accomplish this task, organizations must try to constantly engage the user while
valuing the input of those customers most dissatisfied because they force design
improvement and increases in customer service. A company needs to follow through on
performance guarantee as well. Internally, staff should be viewed as a source of input
and be encouraged to solve problems creatively and unconventionally. These
improvements in user experience will most affect the emotions of customers, suppliers,
and staff and drive corporate success.
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As we become dependent on new technologies, failures will be more likely, because we haven't had the
time to smooth those edges. It took us hundreds of
years to design a good fork. We must be nowhere near
building "good" systems for computer-mediated
communication: it has only been in the commercial
domain for 10 years.
Fail Gracefully
Let us categorize two extreme types of failure. The
first is when users behave within the bounds of a
system, such as typing a letter in Microsoft Word, and
the system fails. Failures like this ought to be caught
by quality assurance processes.

The second type is when users push the design envelope of a system. This could be a customer who only
has a mobile phone number being told he must
provide a landline number with his application, or
someone who attempts to send gigabyte-sized e-mails
through a corporate e-mail system.
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Many businesses implicitly accept this spectrum.
There are failures that are "our problem" and failures
that are "yours." But Walt Disney was right when he
argued that vandalism was a result of a park host's
poor storytelling. If a user's oversized e-mails are
crashing his corporate e-mail system, it is because
the system's storytelling failed: it didn't reset the
user's expectations sooner. If a credit card company
cannot sign up a new customer because she doesn't
have a landline telephone number, it needs to work
on its story.

To embrace the notion of "failing gracefully," firms
must take two key steps. For human-based processes,
they must empower their employees to deal with
exceptional circumstances. For machine-based
processes, they need to enable the functions and
features that we are starting to see in today's modern
desktop operating systems. If your power fails, for
example, chances are Windows 2000 will recover your
system to a state pretty close to the way you left it.
Certainly, it is hard to model every scenario a system
may face. But if firms can employ their users as nodes
on a learning network, they can generate far more
scenarios of real-world behavior than simulation
could have done.
A Final Thought on People and Happiness
Firms are choosing to think in terms of experiences
as a means of creating economic differentiation,
as well as a way of meeting their end customers'
increasing expectations. And as firms realize the
importance of delivering compelling experiences,
people appear to be getting important again. Business
performance depends on reducing discomfort and
increasing happiness for anyone who interacts with
a business process—not just customers, but also
suppliers and staff.

The great thing about happiness is that it is infectious
and addictive. Infectious because content consumers
lift other consumers: Satisfied eBay sellers breed more
sellers, and happy Disney guests contribute to the
theme parks' ambience. Addictive because, quite
simply, it feels great.
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The Convergence of the Virtual and Physical
Worlds
Our economic history has been one of layers: The
bedrock, if you will, of agriculture still existed with
the rise of the industrial revolution. The industrial
economy remained strong even when the digital revolution was declared. The layer we are currently
exploring is that in which the virtual and the physical
worlds are intertwined.

The media has been eager to proclaim the death of the
digital revolution and the "new" economy—in part
because the digital revolution has lost its luster. And
in part because the story of intertwined economies is
unclear and ambiguous. But one cannot tell the story
of both the physical and the virtual in a sound byte.
As our Visiting Fellows reveal, much of this story is
worth telling.
The Convergence of Two Worlds
Can there be a "perfect" combination of the virtual
and the physical? Intuitively, they seem to stand in
direct conflict with one another. But consider the
question in a new light: Does the virtual beget the
physical?
For example, many communities exist in a virtual
space, and countless members feel a need to connect
with one another in some physical form, to feel some
sort of physical extension of their presence. Virtual
communities are devising new ways to incorporate
and address people's needs to "be" in a virtual world.
But can we truly "experience" the world solely in the
virtual? How would emotions be construed? Neal
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Each issue of Perspectives on Business Innovation features insights
from the Center for Business Innovation's Visiting Fellows. The
comments here are excerpted from two events: the December 2000
meeting on "The Convergence of the Virtual and Physical Worlds"
and the May 2001 meeting on "From Software to Social Policy: The
Impact of Self-Organization."
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Stephenson said, "I can't tell an important person's
e-mail apart from spam; it's all just letters on the
screen. Whereas, if I saw him in person, I would
receive certain cues that would tell me that this might
be worth my attention."
Perhaps at the intersection of the physical and the
virtual, one can capture a "true experience." Take
videoconferencing, a technology that allows a virtual
representation of ourselves to be present somewhere
we are not. Yet, a piece of the experience is still missing. There are often large lag times between
communications. And although people can see our
image, it still seems as though we are distant and not
part of the group. "I think robotics is going to be the
technology that will integrate the physical and the
virtual in a very powerful way," Sherry Turkle said. "If
we were able to create physical robotic representations of ourselves, we could facilitate the convergence
of the physical and the virtual. Our robots could be
positioned in a conference room, could carry trinkets
of our personalities, and we would retain control of
their movements to represent our presence."
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If robots composed of steel and microprocessors walk
the earth with virtually all characteristics that humans
possess, will they "experience" life as we do? What
types of conversations would it be appropriate—or
inappropriate—to have with these creatures? What
kinds of relationships would we not want to have with
these robots?

between emotion, which is in essence an externalized
set of behaviors, and feelings, which may or may not
accompany those externalized behaviors." Perhaps
emotions and feelings lie at the intersection of the
physical and the virtual worlds. By definition
machines can emote, but they cannot "feel." This, too,
brings about an array of questions: Can we build the
same kind of credibility in a virtual world as we would
in a physical one? Can we bring physical states of feelings and emotions to a virtual world?
In the business community, as we currently know it,
emotions are closeted and "rational thinking" is king.
However, as Damasio explained, "The conventional
wisdom is that if you don't have emotion, if you have
a cool head, you're going to make better decisions.
But that is not the case, because you're going to
remove that physical component that humanizes—or
'biologizes'—your decision. When you subtract the
emotional component, your decisions become very
pathological."
Tom Petzinger noted that, for decades, "and certainly
in the industrial age, the word 'emotion' in the
context of business or culture has meant manipulation. We had very crafty people, the hidden
persuaders, who played on your emotions to manipulate and so forth. Is there a different role for emotion
in new kinds of communities or markets? Or is it still
just manipulation?"

Emotions vs.Feelings
Antonio Damasio noted that "one great big abyss is

As groups form, and communities are allowed their
emotions, we see value being created. Internalizing
other community members' emotional states furthers
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The intertwining of virtual and physical worlds gives birth to new business experiences as the
roles and importance of emotions and feelings are examined. Self organization and hierarchies
as scientific and business systems appear incompatible, but value can be found in directed
evolution and building a foundation even for complex projects accomplished through
decentralized actions. Understanding the interplay of bottom up and top down management will
be essential to businesses in the future.
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The Next Layer
Emotions are having an increasingly greater implication on the evolution of the economy. As their
importance builds, how will we capture their value?
Businesses everywhere concur that cost is becoming
less viable as a value system. There is a new role for a
non-monetary economy. As Chris Meyer concluded,
"We could be getting to the point where the monetary
system is not everything. The accounting systems are
getting so complicated that to try and overcome their
weaknesses, their incompleteness, we're going to
increasingly abandon them."
From Software to Social Policy: The Impact of
Self-Organization
Hyperconnectivity and decentralization are two
trends that are profoundly altering the business landscape. In this landscape, another trend of particular
importance is the role of self-organization (the
process by which complex behaviors emerge through
the interactions of agents utilizing simple decision
rules and local information without central control)
in the completion of tasks previously managed
through hierarchy.

Our most recent Visiting Fellows meeting examined
the role of self-organization in society. Certain activities are clearly amenable to a bottom-up approach,
software being the most obvious example. But how
will the big things, such as large construction projects
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and public policy, be accomplished in this increasingly
decentralized, self-organizing world? How do
self-organization and hierarchy interact? The Visiting
Fellows explored these questions in order to articulate the conditions under which self-organization
can flourish.
Getting a Feel for the Big Things
To gain a better perspective on the nature of large
projects, the Fellows took a tour of Boston's Big Dig
project, which is widely regarded as the largest, most
complex, and technologically challenging highway
project ever attempted in American history. The Big
Dig is managed in a hierarchical manner. Yet given the
scale of this undertaking and the thousands of
subcontractors involved, it is simply impossible to
generate overly detailed plans at the highest levels in
the hierarchy. Self-organization, therefore, is an integral part of the project as people at the lower levels
draw on local information to make decisions and
complete tasks, and as the higher levels in the hierarchy are forced to define tasks in the absence of local
information.
The Big Dig has not required any real technological
innovations to speak of. What is new, however, is the
sheer scale and scope of activities taking place. The
complexity of the project derives from the need to
complete tasks on a massive scale. As Chris Meyer
remarked, "An amoeba doesn't need a circulatory
system." That is, the more complex the environment
an agent wishes to contend with, the more infrastructure that agent requires in order to cope with
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our ability to understand one another's intent. With
this new understanding, this more accurate depiction
of emotions, what will ensue?
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increasing situational variance, both in terms of
frequency and amplitude.
The Fellows pondered whether some of our new capabilities, such as genetic algorithms, could be used in
the engineering of a large project like the Big Dig.
Jaron Lanier pointed out that genetic algorithms are
useful when the problem is well-defined. Yet in most
instances, humans cannot articulate the problem well
enough to allow for purely autonomous problem solving. In directed evolution, the fitness function is a
matter of human judgment and is not determined by a
machine. In other words, balance must be maintained
between human and machine decision-making.
But we must distinguish between different forms of
hierarchy. Kevin Kelly noted that there are many
different "species" of hierarchy and that we do not yet
possess a complete understanding of the taxonomy of
structures. Moreover, we do not have a grasp on how
changes in structure influence a population of agents
with a heterogeneous set of decision rules. "We don't
really know how far self-organization can take us,"
Kelly said. "But we do know that complex projects
require some management of information flows."
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Understanding the Human Element
In reflecting on how large projects have been
completed in the past, David McCullough argued that
human beings are instinctually drawn to working with
our hands. In today's knowledge-based economy, our
increasing separation from the physical aspects of
work is of concern as the impacts of our efforts are
less tangible.

The Visiting Fellows then braved the heat of the
kitchen to learn how a restaurant manages food
preparation for hundreds of people in a single
evening. By dining in the kitchen of Aujourd'hui, the
Four Seasons Hotel's restaurant, the Fellows were
immersed in the chefs' work flow and attuned to the
collective rhythm of this large operation. A tour of the
facility, from the bakery to the butcher’s, revealed the
surprising scale of the restaurant. At one point, upon
entering a small room along a back hallway, the
Fellows encountered an employee who was preparing
hundreds of decorative potatoes for an event. Though
this person was undertaking a Sisyphean-like task in a
windowless room that was separated from the
bustling main kitchen, he spoke lovingly of his work.
Perhaps this serves as confirmation of McCullough's
hypothesis.
Making Use of Self-Organization
Self-organization and hierarchy are not binary states. In
fact, there is a dynamic interplay between the two. One
Fellow commented that the success of self-organization is
highly correlated with the legacy load. In other words, the
shape and complexity of the installed base influence the
degree to which self-organizing activities can occur. As
self-organizing activities become more prevalent and
generate a greater amount of value in the economy, it will
be critical for decision-makers to understand how
bottom-up activities interface with existing modes of
management and how the two will co-evolve.
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Software Tools for
Managing Intangibles
Eric Chen
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Eric Chen is a consultant at the Cap Gemini
Ernst & Young Center for Business Innovation.
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currently researching case studies for an
upcoming book on this topic. Eric received his
SB in economics from MIT.

s a growing number of companies begin to
understand the importance of managing their
intangible assets, several new software tools
have emerged to meet the increasing demand for nonfinancial performance measurement. The benefits
these tools provide are manifold, ranging from simply
increased awareness of intangible assets to more
effective management of corporate reputation to
increased overall market value. While intangibles
management is still in the early stages, the following
technologies provide examples of important new
tools, the opportunities they provide, and a glimpse into
the future of measuring and managing intangibles.

A

Risk Management Software
Some of the first software programs to measure and
manage intangibles come from risk management
consulting companies. Stand-alone programs to
help companies evaluate their risk levels are attractive to managers—quantification leads to more
informed decision-making—and these applications
are relatively cheap compared to the research dollars
or consulting fees that would be required to gain
similar information.

RiskMetrics Group, a 1998 spin-off from J.P. Morgan,
has developed one of the more impressive software
suites available to help multinationals better understand, measure, and manage the financial market risk
that they encounter in the course of daily global business. Chief among these products are four software
programs, each based on RiskMetrics' proprietary
Value-at-Risk (VaR) methodology,1 but aimed at a
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The increasing value placed on intangible valuation in
business has led to many new software tools to measure
those hidden assets. Companies are now more equipped to
manage risk, measure human and intellectual capital, and
increase informational transparency by understanding and
externally communicating their intangible assets.
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different type of portfolio manager (risk, pension,
credit, credit derivatives). The programs enable users
to quantify the risk of their portfolios based on global
distribution of investments. Take for example an
investment bank where senior-level managers want a
comprehensive picture of their trading positions.
Each position, such as a bond holding, can be categorized by business unit (e.g., emerging markets group)
or by financial instrument type (e.g., fixed income).
Because entering each of the banks' thousands of
positions at the end of the day would be unfeasible,
RiskManager software enables the user to import and
export external data files. Once the data has been
entered, the program's Reports and Analysis panel
enables managers to see tables and graphics of
specific positions and their associated VAR level. The
charts in particular can be very useful for identifying
undesirable risk positions that the bank's traders
should rectify as soon as possible. Several large financial institutions such as the Bank of New York and
Northern Trust, as well as nonfinancial corporations
Proctor & Gamble and Ford Motor Co., with global
exposure have already put these tools to use.
Response has been positive with a P&G spokesman
stating in The Wall Street Journal, "We believe the
product could well set new industry standards for
corporate financial-risk measurements."2
It comes as no surprise that one of the most robust
technologies for intangibles was created by a major
financial institution to improve risk management—this
sector of the economy has always thrived on expertise
in leveraging intangible assets. While RiskMetrics'

software is a good example of intangibles management benefiting from technology by giving financial
institutions a quantified, comprehensive view of their
risk levels and highlighting possible problem areas, it
is also a short leap. Let's examine another case of risk
management software that is not as mainstream.
Outrage Prediction & Management Software created
by Dames & Moore, a professional services provider,
is based upon the research and experience of risk and
reputation management authority Dr. Peter Sandman.
This program enables the user to calculate the likely
public reaction to a company's plans or actions, and
the subsequent effect on corporate reputation. It
utilizes Sandman's definition that risk equals hazard
plus outrage. Hazard encompasses technical risks
such as pollution emissions, while outrage encompasses perception risks, or stakeholder reaction to
company actions. The fundamental insight built into
the software is that outrage levels are not necessarily
linked to hazard size—a minor hazard may cause
major public outrage, and a major hazard may create
only minor outrage.
Quantification is made possible through a series of 227
questions derived from Sandman's knowledge and
consulting work, and concentrates on 12 especially
high-risk factors. These major components of outrage
include whether the risks are voluntary/coerced,
familiar/exotic, not memorable/memborable,
fair/unfair. After one has worked through the questions, the software gives a numerical "outrage
assessment" score and alerts the user to possible
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problem areas. Then, much of the benefit of having
the tool is gained by carefully addressing these potential pitfalls and developing new management practices
that can be used to reanswer specific questions in
attempts to lower the outrage score. The opening
market for Dames & Moore was the energy sector
where companies are often closely scrutinized by the
public in risk categories such as environmental performance; however, the firm hopes that the software will
be quickly adopted by other heavily risk-affected
sectors as well such as construction, pharmaceuticals,
and transportation. Outrage software can work either
as a stand-alone application or as a piece of a larger
reputation risk management strategy. It can also be
customized for specific client requirements. The cost
of the software ranges from $3,000 for a single user to
$48,000 for a global corporate license. However, the
program's outrage methodology does not seem to
reach the rigor that appears in RiskMetrics' financial
risk measurement offerings. In addition, while the
idea of such a tool is compelling, Outrage does not yet
boast any nonhypothetical cases of significant valueadded or any major clients.
While the two tools discussed so far have been
specific to risk management, software has also been
created to help managers take a more comprehensive
look at their businesses.
Managing Human Capital
A related and parallel phenomenon to the rise of
intangible assets has been the increasing value of
employees—those who literally embody a company's
human capital. One company that has built its busiPerformance and Sustainability . . ., pg. 62
Building Brand Through People . . ., pg. 35

ness around improving organizational employee
management is Performaworks. The Raleigh, North
Carolina-based software company, founded in 1997 by
a team of industrial psychologists and technology
executives and developers, has created a set of Webbased Enterprise Performance Measurement (EPM)
tools to measure, manage, and develop employee and
organizational performance. And according to
Aberdeen Group, a computer and communications
research organization, such EPM applications fill a key
void in the current suite of business-enhancing applications. While ERP, CRM, and SCM focus on increased
efficiency and competitiveness of corporate operations, Performaworks' applications are a step forward
in human resources management and employee alignment with overall corporate strategy.
While IT applications are no replacement for management skills, they do provide valuable, more objective
assistance for decision-making. Products in
Performaworks' EPM suite include Performance
eWorkbench and e360. eWorkbench is an integrated
Web-based tool consisting of three modules—goal
setting, competency evaluation, and development
planning—that enable executives, middle managers,
and all other employees to quantify the company's
and their personal progress against strategic goals as
often as desired, rather than only once or twice a year
as most companies do today. The benefits to using
eWorkbench come from improved measurement and
greater transparency. Analysis tools include clear
graphs and charts that enable executives and
managers to track people performance at an individ-
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e360 is a software product developed by Performaworks, a software company dedicated to
improving organizational employee management. The tool enables executives and managers
to track people performance at an individual and aggregate level. One customer used e360
to revamp its annual employee performance evaluations. As a result, employees receive
supervisor evaluations but also conduct self-evaluations and give performance reviews to
four colleagues. The software tool ensures a broad perspective on each individual's
performance and helps boost confidence in the review system.
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ual and aggregate level with much more ease and as
often as they wish. Top and bottom performers in
light of strategic goals are easily identified. But
perhaps more importantly, needs for particular skill
sets and trends in work force behavior are more
apparent. On the other side, employees can see how
their jobs fit in to corporate objectives and how their
progress is related. Says David Lloyd, senior operations VP of ViaLink, "In so many companies, people
set goals and objectives, stick 'em in the drawer, and
forget about them. eWorkbench provides us with a
magnetic north—to keep focus on things that are
really going to keep the business moving forward. It
makes you ask whether people are engaged in meaningful tasks. The biggest surprise of all is that at the
end of the quarter, there are no surprises."3
An early customer of Performaworks, Applied
Analytical Industries, Inc. (AAI), a global pharmaceutical specialty company, implemented Performance
e360 in a revamp of its annual employee performance
evaluations. As a paper-based process, AAI's previous
evaluation system had grown antiquated and
extremely onerous. In addition, evaluations were
entirely top-down and performed only by supervisors.
Since adopting Performance e360, in addition to
supervisor evaluations, each employee conducts a
self-evaluation and chooses four colleagues to give
further performance reviews. Says Robbie Horner,
senior manager of Human Resources, "the new
process ensures that those with the most knowledge
of a worker's job performance participate in the evaluations." Following employees' boosted confidence in

the system, their participation in evaluations has
improved, and their performance has improved knowing that their co-workers will be monitoring their
efforts. Operational efficiency has also improved.
Horner estimates that while AAI's work force has
grown by almost 30 percent, the new system has
reduced operating costs by 15 percent and time spent
on evaluations by 30 percent. Horner adds,
"Intellectual capital is the most important asset of any
company; Performance e360 helps us optimize this
critical asset and retain those contributing the most to
our business success."
Value-Added Intellectual Capital
Following the notion set forth by the Skandia
Navigator that intellectual capital represents the
difference between market and book value of a
company, the Austrian IC Research Center created the
Value Added Intellectual Capital (VAIC) approach. This
method uses accounting-based figures to measure an
organization's total intellectual capital. After first
calculating each individual's Value Added (VA) for a
specific job by subtracting revenue created from
expenses incurred, and combining the results, the tool
creates three main drivers of value creation. These
drivers are capital employed (CE)—the efficiency of
tangible assets employed; human capital (HC)—the
value added per $1 spent on employees; and structural
capital (SC)—the amount of intellectual capital that is
not human capital. These factors are then combined
into one factor, the VAIC.

Journal Issue 4, Growing the Adaptive Enterprise, pg. 7

Companies can now quantify and anticipate risk positions and measure public reaction to activities
before they reach the market. Employees' performance can be calculated by utilizing graphs as an
ongoing reference to their progress toward their goals. Wider adoption of the VAIC approach to
accounting and the technology platform XBRL will allow businesses to standardize intangible
reporting in the future. The sooner companies evaluate the applicability of these software programs
to their business in order to manage their intangible assets, the more pronounced their advantage
in the marketplace will be.
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Ante Pulic of the Austrian IC Research Center did an
early case study on Henkel, a large nondurable manufacturing company that relies heavily on such
intangibles as product innovation and branding, to
test the validity of VAIC. The company's market value
was traced over a period of 11 years and analyzed
against its individual CE, HC, and SC factors as well as
its composite VAIC. Overall, Henkel's market value
and VAIC do not show a significant correlation before
1995. In the years after 1995, however, a parallel
upward trend is noticeable. The most powerful finding is that the increases in VAIC that correlate to
increases in market value can be traced to improvements in human and structural capital; in other words,
the company's intangible assets. For example, each
Deutsche Mark (DM) invested in employees in 1987
created only 0.625 DM of additional value, while 11
years later, each DM invested in employees created
1.153 DM of additional value. In contrast, Henkel's
value creation efficiency of capital employed, or
tangible assets, actually decreased by 10 percent over
the time period.
The VAIC software program is a user-friendly tool that
enables managers to analyze the roles of the different
types of capital efficiency in their own companies.
The application also provides graphs and charts for
visual representation of which actions create the most
value. One possible headache is that it requires the
user to divide costs and revenues into separate
processes, instead of enabling the data to be imported
from a company's existing accounting software. The
VAIC software is objective and easy to understand

however, and the package also includes benchmarks
from other companies and a consulting evaluation,
both of which could ultimately prove quite beneficial.
External Communication of Intangible Assets
While internal measurement and management of
intangibles is a powerful start, improved communication about these assets to the marketplace is
fundamental to a firm's success. Companies are not
extracting the maximum benefit of intangibles
management if they are only using these software
tools internally. Skandia, Shell, and Ford are among
those companies that have put an early stake in
disclosure of intangible performance through supplements to annual reports. Skandia has used the
supplement to better communicate the value of the
company's intellectual assets that the management
believes is vital for a complete valuation. For Shell
and Ford, the initiatives have arisen in response to
increasing stakeholder concerns about each
company's treatment of the environment. In each
case, top-level managers realize that their companies
are likely to benefit from greater transparency and
more information about their intangibles.

There are currently two initiatives under way at the
AICPA (American Institute of Chartered Public
Accountants) that in combination would be a positive
breakthrough in financial reporting. The first is an
investigation into the increased importance of
intangibles and the possible harms that exist due to
their unaccountability under current standards—one
of the most notable being unwarranted dramatic
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increases in financial market volatility. But the widespread voluntary disclosure of intangible assets is a
challenge without an accepted system standard. As a
result, the second initiative is the rollout of a new
technology platform called XBRL (eXtensible Business
Reporting Language). XBRL is an XML-based framework that enables companies to take advantage of
new technologies, particularly leveraging the Internet,
in the preparation, exchange, and analysis of financial
reporting information, including quarterly and
annual reports, general ledger information, and
audit schedules.
Freely licensed, XBRL's first taxonomy for financial
reporting for both public and private companies under
U.S. GAAP (General Accepted Accounting Principles)
was released on July 31, 2000. Being under GAAP
means that in its current edition, the adoption of the
technology does not require companies to disclose
any more information than previously. Ultimately,
XBRL aims to benefit the entire financial information
supply chain including companies, auditors, analysts,
regulators, and investors by eliminating unnecessary
duplication of the same data or the same data in different formats on one side, and through faster, easier
access to the desired information on the other side.
Over the past year, technological adoption of XBRL
has been significant. When the first taxonomy was
released on July 31, 2000, the project team consisted
of 12 companies in just one country. By August 2001 it
had turned into over 95 companies from more than
ten countries. While XBRL.org, the accounting consor-

tium leading the technology push, continues to
promote greater worldwide development of the platform, it has already reached a major milestone—in
February 2001, Morgan Stanley became the first
company to make its 10Q EDGAR filings to the SEC
with XBRL tags. The company website states, "Morgan
Stanley has committed significant resources to making
XBRL successful because a globally accepted specification for business reporting will enable us to better
serve the needs of investors worldwide."
With XBRL, the emergence of a parallel phenomenon
is unfolding. The first is the return on investment in
information technology. Based on extensive work by
academics, namely Erik Brynjolfsson of MIT, historic
returns from investment in IT due to the technology
and the overall corporate organizational improvements are immense. This trend is likely to continue
for companies that adopt XBRL, particularly when
enough companies have incorporated the technology
into their accounting systems and its use becomes
widespread by the financial community.
The second story is in disclosure of non-financial
information. Among many recent reports by regulatory bodies, including the European Commission and
the U.S. Securities and Exchange Commission, a May
2001 SEC report by a task force chaired by Jeffrey E.
Garten, dean of the Yale School of Management,
designated to explore the growing influence of intangibles, advocated an increase in voluntary corporate
disclosure of intangibles for the benefit of both
companies and investors. The macroeconomic bene-
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fits of such disclosure are, however, likely to be
diluted as long as the problem of inconsistency and
lack of standards among companies remains.
Although such a vision of a critical mass of companies
using XBRL and standard methods of nonfinancial
reporting may still be years in the future, today’s
smart companies will forge an early competitive
advantage by measuring, managing, and communicating their intangible assets before such activities
become standard practice.
1. More details about RiskMetrics’ financial VaR methodology can
be found at www.riskmetrics.com
2. The Wall Street Journal. "New Tool to Gauge Market Risk
Aimed At Multinationals." Sesit, Michael R. 4/27/99.
3. CIO Magazine. "Information Tools for Informed Management."
Gordon, David T. 2/15/01.
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Task Force Co-Chairs

(Brookings Institution Press, March 2001)
ISBN 0815701136
or more than five years now, we have heard
how the determinants of value in the New
Economy have changed. Physical assets are no
longer the primary drivers of value in a company.
Now, intellectual property, human capital, brand, and
other intangible, or nonfinancial, assets are gaining
more influence in value creation. Yet when people
check their stock portfolios online, they still sift
through pages of numbers, ratios, and charts . . . the
same data that has been captured and reported to
investors for the past 70 years. If the drivers of value
are in fact changing, why have the measures and
reports stayed exactly the same?

F

First, there is a general hesitation among the government and its myriad boards and regulatory bodies to
mandate any changes to a typically static discipline,
particularly if the potential ramifications of those
changes are not well understood. Second, while
corporations recognize the growing impact of
intangibles on stock price, they lack any proven,
effective framework for measuring such things. Third,
the emerging drivers of value have not made the
traditional measures inaccurate—less useful perhaps,
but not inaccurate. And since accountants are nothing
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if not accurate, there is no impetus to embrace these
new value drivers.
In Unseen Wealth, Margaret Blair and Steven
Wallman, co-chairs of the Brookings Institution's Task
Force on Intangibles, offer steps the government and
businesses can take, in collaboration, to improve the
quality and reliability of reporting on intangible
assets. The Brookings Task Force on Intangibles was
composed of an international mix of more than 40
academics, accounting professionals, consultants,
corporate executives, government officials, intellectual property lawyers, policy analysts, and investment
bankers. The mandate of this Task Force was to
discover the source of discrepancy between the
importance of intangible assets and the ability to
identify, measure, and report them.
The resulting report is rich with the diversity of
contributing perspectives, and the analysis of the
problem and its many consequences is comprehensive. But the book is perhaps—and if possible—too
comprehensive. Because intangible assets reporting
lacks a common framework for discussion, the authors
must provide that framework before they can fully
address the issue. While Unseen Wealth is to be
commended for discussing a wide range of perspectives and policies—from the CEO level to the Federal
government—such an exhaustive and far-reaching
examination does muddle the picture at times. With a
lens so broad that it takes in both the micro- and
macroeconomic views, it is impossible to focus and
explore all potential roadblocks and possible solu-
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tions satisfactorily—particularly in a book roughly 100
pages in length.
There is no doubt, though, that Blair and Wallman are
well aware of the complexities intangible reporting
presents. While there is little debate that intangible
factors are important to economic growth, such
factors do not appear on balance sheets or on any
aggregate economic measures. And therein lies the
dilemma. The fact is that an increasing portion of the
economy, at many levels, is intangible, and is therefore difficult to measure.
Part of the problem lies in our lack of a common
language for discussing and sharing information about
intangibles. Furthermore, the language we do have
tends to be descriptive rather than quantitative. So,
what exactly are intangibles? According to Unseen
Wealth, "Intangibles are nonphysical factors that
contribute to, or are used in, the production of
services or that are expected to generate future
productive benefits to the individuals or firms that
control their size." Though linked, intangibles are not
services. Certainly, this is far from a complete vocabulary on the subject, but we cannot measure, value, or
report intangibles unless we know what it is we are
trying to measure, value, and report. This definition
provides a start.
Knowing what we are looking for is only one piece of
the puzzle, however. The reality is that information on
intangibles is impossible to find, from the aggregate
level down to the individual organization. The reasons
for this, Blair and Wallman explain, are multifold:

Accountants fear that the otherwise "auditable" financial reporting process would be compromised, and
that it could lose some of its integrity if information
on intangibles were included in official filings.
Corporate executives are wary of disclosure for a
handful of reasons, among them: uncertainty around
identifying and measuring intangibles, the fear of legal
liability for the dissemination of inaccurate information, and the possibility that the disclosure of
intangibles could undermine competitive advantage.
Those in the investment community are lukewarm
toward requiring increased disclosure of intangibles
because traditional models and methods of valuation
do not have room for abstract or "soft" data. Also, the
public dissemination of such nonfinancial data would
further diminish analysts' selective access to information, much like the Internet has already done—making
their proprietary analyses and information less important and less valuable. Finally, there is a public goods
problem at play here in that no single party involved
wants to bear the aggregate cost of gathering, analyzing, and reporting findings on intangibles.
As Blair and Wallman make clear, incomplete knowledge is a dangerous thing, and the consequences of
the lack of good data on intangibles are as deep in
scope as they are wide. The determination of the
nation's economic status and subsequent policy decisions are both currently dependent upon indicators
void of any good intangible measures. With better
information, for example, it is conceivable that the
Fed could have made one more timely and larger rate
cut instead of the five separate cuts that it had to
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While physical assets no longer solely determine a company's value, new financial measures
have yet to adapt to account for intangible assets. This discrepancy is caused by resistance
from accountants, executives, and analysts to change their behavior. In addition, no one
group wants to bear the cost of implementing new measuring processes. Due to these
incomplete financial measurements of company value, stock prices and the market fluctuate
enormously.

Collaboration between the government and private sector is essential to

devising standards for the valuation of intangible assets.

abstract
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make during the first five months of 2001. Meanwhile,
the financial markets continue to operate without
explicit incorporation of intangible measures and the
upheaval has been significant. Market volatility is at
an all-time high, while corporate confidence in the
"fairness" of the market continues to fall. On the
organizational level, companies are struggling to
appropriate spending since the ROI is becoming
increasingly intangible. The return on investments
in technology, employee training, and marketing,
to name a few, is difficult—if not impossible—to
determine based on cash flow and net present
value calculations.
With regard to this point, the Task Force would have
been better served to focus on one of the above
problems and offer a step-by-step set of innovative
solutions. Instead, a number of topical prescriptions
are offered for various aspects of the problem—
from what individual companies can do in valuing
intellectual property, to what steps the government
might take to ensure more accurate measurement
of the aggregate economy. Still, the authors propose
two particularly good suggestions for immediate
next steps.
The first suggestion is the establishment of a federally
funded Center for the Study of Business, Technology,
and Innovation. This Center would be a joint venture
between the government and the private sector, and
would focus on establishing both macro and micro
(industry-level) measurements of intangibles and their
effect on different parts of the economy. The intent of

the Center would be to make information on intangibles more available by, among other things,
establishing reporting standards of such information
for companies. Ensuring government involvement will
provide the mandate for change, while also solving
the public goods problem. And the inclusion of the
private sector will lead to the construction of more
effective solutions.
Another meaningful proposal is for the government to
encourage voluntary reporting of intangibles by
expanding safe harbor protection for those who do so.
Giving companies protection from litigation could just
be the peace of mind that corporate executives need
to start experimenting with the external reporting of
intangible measures.
While a number of solutions are proposed, the
authors stress that the remedy will require a multipronged approach that starts at the Federal
government level and is then mandated, or legislated,
down to the corporation level. The cost constraints
are simply too high for corporations to tackle the
issue of intangible valuation on their own, even
though they will benefit in the long run. Collaboration
between the public and private sectors is a must.
Without a doubt, the problem of intangibles is a difficult one to solve. The Brookings Task Force does not
claim to have the answer, but it does offer a thoughtful description of the emerging issue of intangible
valuation, the barriers to a possible solution, and
intermediary steps that may lead us in the right
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direction. Unseen Wealth is a comprehensive road
map of the issues and concerns that will have to be
dealt with—but without turn-by-turn instructions on
how to get there.

Creative Destruction: Why Companies That Are
Built to Last Underperform the Market—and How to
Successfully Transform Them
Richard Foster, Sarah Kaplan
Doubleday, April 2001
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Scalability of Passion:
Human Interaction and the
Modern Day Organization

O

Companies know it is critical to cultivate human capital. Retention of good people is undisputedly
important. So, what is the scalability of passion in the
workplace? Are there inherent differences between
large and small organizations that affect employee
behavior and retention? How do you influence
employee loyalty? Does a kind of cult behavior exist
in organizations where employee loyalty is strong?
We have entered a time that recognizes the importance of the human interactions and relationships that
take place in business. It may be that this recognition
that "people and relationships matter" seems new
because of our narrow focus on technological developments over the last decade or so due to widespread
use of the Internet, wireless applications, and overall
connectivity. But it is, in fact, because of these technological advancements that we have new ways to
look at the human aspects of business and how we
organize to create value.
Well-Read Manager, pg. 86

The Center for Business Innovation (CBI) has established research to identify and value intangibles from
an organizational and industry point of view. In addition, we have recently begun to evaluate human
capital at the individual level. The CBI has recently
embarked on a research initiative to study the scalability of passion and emotion in the workplace, and its
connection to employee loyalty and retention.
The Methodology
Between the fall of 2000 through January 2001, the
research team conducted qualitative interviews with
IT employees and management from both large manufacturers and small start-up companies. Once analysis
of these interviews is complete, we will then form our
hypotheses, create a hypothetical model of employee
loyalty within such organizations, and then design a
quantitative survey instrument to test the results
empirically. Looking at intangible and tangible aspects
of employee loyalty and other factors affecting
employees within organizations will help us to supply
answers to questions plaguing companies of all sizes
in today's economy.

The team used semi-structured, open-ended,
qualitative interviewing techniques to obtain
information critical to creating a hypothetical model.
This methodology allows the interviewee to identify
components that make internal and intuitive sense
while still allowing for the interviewer to guide the
interview and focus on major ideas, themes, and
metaphors. This method allows the analyst
to then identify actionable attributes and
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rganizations are entering an important
evolutionary phase—technology has
changed the nature of value creation, our
current economy is placing more emphasis on intellectual capital and less on tangible or mechanical
assets, demographics are changing, attraction and
retention of talent has become increasingly more
difficult, and this is exacerbated by more complex
economic, political, and sociological ecosystems—
employers desperately need a better mechanism to
identify, measure, and ultimately value the individual.
It is imperative that organizations determine what
cultivates trust, passion, and loyalty in their people.
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drivers from the voice of the employee, using their
narrative accounts. Using this narrow lens approach,
data can be categorized while staying within the voice
of the employee, identifying attributes and key drivers,
which ultimately allows for the development of a
rigorous hypothetical model. The first stage of this
project required the team to reach a point of data
“saturation” to identify key themes and reoccurring
observations, according to organizational structure,
in this case through a series of interviews across
industries.
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The team interviewed a selection of employees
ranging from administrative support to upper management, from a wide range of demographic age groups.
We asked the employees to discuss their individual
histories with respective organizations and to discuss
why they like their work, and perhaps more importantly, why they stay. We identified different sources
of "passion" in companies, which in many cases correlates to company size and industry characteristics.
Initial Findings: Key Concepts and
Emerging Themes
Attraction/Retention
Compensation and incentives based on the following monetary and non-monetary value drivers
 Flextime
 Stock options
 Benefits packages
 Potential for better opportunities and
career growth

Career Growth
Training and educational opportunities
 New skills development
 Expanding existing skills set
 Corporate investment in education, paid degree
programs, class reimbursement, seminars
 Mentoring—feeling guided within the organization,
being part of a community, and attention
Environment
As defined by an organization's people,
location, culture
 Great deal of importance placed on caliber of
people in the organization
 Common language: open, fun community,
collaboration, mutual respect, freedom or liberty
to follow interests internal and external to the
organization
Structures and Hierarchy
 Startup organizational structure
 Flat hierarchy
 Informal
 Fast-paced, high pressure for success,
high rates of turnover
 Open communication channels
 Learn as you go but no room for error
 Limited resources


Incumbent organizational structure
 Increased bureaucracy—too many policies,
stage gates, procedures, time-consuming
paperwork
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Organization seems satisfied to operate at
60 percent–70 percent efficiency, low rates
of layoffs
High confidence in job security, lifetime
employment still prevalent in many large
organizations
Deep-rooted traditions make moving quickly
difficult

Importance of Role Identification and Personal
Responsibilities
 Employees want flexibility and the
entrepreneurial spirit
 Look for a high degree of trust from employer to
accomplish individual tasks
Loyalty
The organization
 An individual within the organization . . . "He
played an enormous role. He actively recruited
me . . . he brought me out here. I have enormous
respect for the man. The way that he develops his
goals, objectives, standards, strategies, plans,
actions, is very inclusive. But he is also very intelligent and he is very willing to share his intelligence. And, he is also very willing to take chances
with people and to give them opportunities and
establish patterns of success."
 An organization's values, mission, or vision


History
 Company history, loyalty, and reputation
 Personal history with a particular organization
or industry
In the second phase of this project, we will create a
hypothetical model based on a robust qualitative data
set to assess and evaluate human capital at the individual level.
The analysis of the interviews is expected to yield
valuable information on the attraction and retention
of talent within organizations. Why do people work
for certain types of organizations? What causes them
to stay and to leave? How can organizations keep
passion alive in employees? What makes the difference between satisfied and dissatisfied employees?
Once the team can formulate a hypothesis leading
toward the answer of such questions, a hypothetical
model can be specified, and a close-ended survey can
be designed to empirically test the model. We can
then call upon a representative sample of employees
within certain designated categories to answer scalable questions designed to test not only how well the
model holds up, but also to give us importance rankings of how certain drivers within the model rank
against one another. This will help us to understand
the relative importance of drivers of passion within
the workplace against one another, and ultimately to
link them back to performance measures such as
loyalty and retention.
Please contact Jon Low at jon.low@us.cgeyc.com for
more information about this research.
Inconclusion, pg. 97
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Leveraging Disruptive Technologies

nnovation is generally recognized as a good
thing. Indeed, it is one of the key business
imperatives of the day. The efficiency-driven
strategies that drove profitability for many companies
through the 1980s and into the early 1990s are no
longer sufficient, and leading firms have begun to
realize that their survival is in no small way related to
their ability to innovate. After all, five of the top 15
companies by market capitalization in the S&P 500
didn't even exist 20 years ago and the average "life" of
a company has shrunk from 25 to 35 years in the 1950s
to just 12 to 14 years today. But while innovation can
serve as a powerful mechanism through which to
achieve growth, managing certain types of innovation—particularly those related to technology—can
prove challenging. More and more, business executives are concerned with the impact that so-called
disruptive technologies could have on their companies
and industries.

I
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Knowing What to Look Out For
It's important to begin dealing with this concern by
understanding what to be on the lookout for.
Remember, a disruptive technology isn't always going
to emerge as the hottest or even the best new invention around. As Clayton Christensen described in his
book, The Innovator's Dilemma, disruptive technologies can sneak up on you.

It is relatively easy to identify these disruptions when
they are nearly at hand. But by the time most
managers see disruptive innovations taking shape it is
too late to act strategically. At the Center for Business

Innovation, our latest research has shown that there
are early warning signs that indicate when and where
disruptive opportunities are likely to arise. We found
that disruption is an evolutionary occurrence that can
be understood by tracing shifts in the structure of
products, firms, and markets. By making strategic use
of these early indicators, managers can anticipate the
disruption before it is too late either to go on the
defensive or to take advantage of new opportunities
and develop new products and services.
Patterns of Structural Succession
We studied dozens of disruptive events, and began to
see that these events are not as random as they might
seem. They occur at certain stages of maturity of the
product-market relationship, generally once a
company begins to measure its success with a particular product by its ability to serve an established
customer base. At this point companies become
wedded to a well-defined set of attributes that they
believe are most valued by their core customers.
As a result, they neglect potential customers beyond
that base—those who might value a different set
of attributes.

The term "structural succession" refers to the
observed sequence of changes in the architecture of
products, firms, and industries over time. It is the
process in which the products change over time in
response to shifts in factors such as competitive pressures, customer demands, and engineering
constraints. Succession can be observed at many
levels, from the colonization of a whole new founda-
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The CBI's research in disruptive technology provides management the ability to
anticipate and profit from shifts in market structure. One development already
in progress is products and production processes becoming modular, leading to
more rapid change and customization. Combining increasing modularity with
the fragmenting of traditional vertical firms results in production in an
industry becoming a web of corporate players. The key for companies in the
future is to locate where in that web resides value.

tion after a volcanic eruption, or in the population of
a gap created by a tree falling in the rainforest.
Though there is no blueprint that allows one to
predict the exact structure a community will assume,
there are fundamental similarities in succession
patterns among a wide variety of natural systems,
whether a rainforest, a coral reef, or a prairie. For
example, species at different stages of succession
often share common reproductive strategies, dispersal
mechanisms, and growth patterns.
Likewise, products and firms in industries ranging
from computers to medical diagnostics to electric utilities all share a common pattern of succession. When
a new product emerges, its architecture is typically
technologically integral. At this point the product is
still in its nascent stages and well-defined subsystems do not yet exist. Selectivity favors those
products that provide the greatest amount of functionality. As in nature, a high number of entrants try
to fill the new market niche, but few are able to
persist. This pattern of entry and exit is clearly
evident in many industries. In the U.S. automobile
industry, for instance, the number of firms rapidly
grew to over 70 in the 1920s, only to decline just as
fast leaving fewer than 15 firms by 1960.
Over time, the functionality of products improves
largely through sustaining innovations—those that
improve the performance of existing products along
established dimensions—customer's demands are met,
and eventually exceeded. At this point the basis for
competition among firms tends to shift to reliability,

then customization and convenience, and finally to
price. In response to markets characterized by these
latter three bases of competition, product and process
architectures become more modular. Modularity is
the structuring of complex products from smaller
subsystems that can be designed independently yet
function together in a seamless fashion. It is a particularly useful design principle for managing products of
increasing complexity and a powerful tool for building
adaptability into products. So, in more mature
markets where selective pressures favor rapid change
and customizability, modularity trumps integrality. If
firms producing technologically integral products are
not cognizant of changes in the basis of competition,
they run the risk of being disrupted by simpler and
cheaper modular products. A growing disparity
between structure and function increases firms’
susceptibility to disruption.
Instability Is the Norm
Modular architectures are now the dominant design in
the computer industry and are increasingly used in a
variety of others, such as the bicycle industry and the
personal electronics industry. As products become
more modular, firm structure becomes more decentralized as well with different teams working
independently to produce different modules.
Eventually, this trend causes vertically oriented firms
to fragment, resulting in an industry structure that
resembles a networked cluster of specialist firms. But
industry structures, much like the structure of ecological communities, are continually in flux. Though
community structures often reach a macro-stable
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state, or what is referred to as a "climax," persistent
small-scale disturbances give rise to a complex mosaic
of niches within the broader community. If the
frequency or amplitude of these disturbances passes a
threshold, then the successional pattern will
commence once again.
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Using the concept of structural succession as a foundation, our research in this area is now beginning to
focus on the emergence of networks and how this
structure influences the way in which disruption
unfolds. As products become systems of modules and
firms move away from a vertical orientation in many
industries, recognizing where value lies within the
web will be increasingly important. Additionally, the
strategic transaction risks present in a more
networked model will present firms with additional
challenges.
Please contact William Clifford at 617.761.4149 or
william.clifford@us.cgeyc.com if you would like more
information about this research.
Acknowledgements: We are grateful to Clayton
Christensen for his guidance during the early phases
of this research.
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LOYAL EMPLOYEES A VALUABLE
ASSET, SO NOW IS A GOOD TIME
TO SELL THEM:
Companies Can Get Top Dollar for Their
Most Faithful Workers

I

“Your truly devoted employee, one who honestly
believes in his or her company and is faithful to its
mission and its products, is an absolute gem, impossible to find," explained Ken Chesley, human
resources director for CitiGroup. "That's why they're
so easy to sell. Companies are yearning for employees
like that."
While many firms have long nurtured their staffs in an
effort to increase loyalty, the revelation that these
employees themselves were a cash cow is credited to
Hewlett-Packard, a company well known for low
turnover and an allegiant workforce.
"There was this guy in my department named Stan
who had been with the company for almost 15 years,"
said HP executive Margaret Carter. "Day in and day
out, he did everything we asked, never complained,
and was viciously loyal to our products."

hours, she had three bids. "It was a remarkably easy
sale," she said. "These other companies were just like
us. They had very few loyal employees left. So when
they heard they could get someone as loyal as Stan,
they jumped."
Hewlett-Packard, meanwhile, was no less impressed,
and offered Carter a job as head of the new Human
Capital Asset Sales division. In the past nine months,
she has sold no fewer than 62 loyal employees, earning the company $7.75 million—an average of $125,000
per worker.
"Some of our most loyal people I've gotten mid six
figures for, but those are the real keepers," she said.
But is it possible that companies would be better
served by keeping their most loyal people?
"It's funny, but one of our workers made that point
not too long ago," Carter recalled. "He said devoted
employees represent all that's good and true and
wonderful about HP, and insisted we should keep
them for the good of the company."
"I think I got $250,000 for that guy," she added.

"So one night, after Stan stayed up for 24 hours finishing a project, I had an epiphany: 'This guy is worth his
weight in gold. I bet I could sell him and make a
killing.'"

Despite its popularity, the practice has not been
universally successful. Last month, Pixar Animation
Studios was forced to refund nearly $2.2 million to
Home Depot, which had bought the highly dedicated
animation team from Pixar's Toy Story 2.

Carter phoned a few recruiter friends, as well as a pair
of human resource directors she knew. Within five

"Pixar told us those people were incredibly loyal, but
it only took a couple of days to figure out they didn't
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n an age when employees are labeled “human
capital” and workplace longevity is measured in
months, some companies have finally begun to
realize that a truly loyal employee is a rare and valuable asset that should be recognized, nurtured, and,
ideally, sold to the highest bidder.
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give a damn about Home Depot," said Kathy Lazerri,
marketing vice president for the Atlanta-based building supply chain.
Pixar returned the money and rehired the employees,
but is now suing. "Before we sold those people, they
were among our most loyal staffers, but now they're
back and suddenly they're not loyal to us at all," said
Pixar CEO Steve Jobs. "I want to know what the hell
Home Depot did to them."
Despite Pixar's experience, human resource experts
doubt the trend will slow anytime soon, arguing the
practice finally enables firms to measure the “capital”
in “human capital.”
"The true value of a loyal employee has always been
abstract; you could never put an actual number on it,"
said CitiGroup's Chesley. "But now you can. It's somewhere between $75,000 and $300,000."
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