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are easy to understand in principle, but difficult to achieve in prac-
tice. This book offers valuable insights into strategic decision making
on portfolio selections and value creation, and provides the means to
look across different industries with a common yardstick.
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Endgames is a breakthrough new concept that centers top executives
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A fascinating study! It will change our understanding of strategic
behavior in an era of innovation and globalization. The analytical
discussion is crisp and the data analysis is highly illuminating. This
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future will look like. I predict that the “Endgames Curve” will quick-
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—Sebastian Edwards
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|Foreword

iewed up close, business—Ilike war, football, or childhood—

v is chaos. But step back a bit and patterns emerge across

space and time. Identifying those patterns, sorting the sig-

nificant from the random, is an excruciating process of number-

crunching, experience, and intuition. The task is especially difficult in

a global economy, with tens of thousands of large companies employ-

ing hundreds of millions of workers and serving billions of customers
over decades.

But in the book you now hold in your hands, the three authors—
veteran executives with global experience with A.T. Kearney, the man-
agement consulting subsidiary of EDS—have done the trick. Yes, they
draw order from chaos, but they also provide practical, profitable
advice for managers and shareholders. And they are bracingly confi-
dent—with good reason—about their conclusions and projections.

What Graeme Deans, Fritz Kroeger, and Stefan Zeisel have written
is nothing less than a natural history of mergers and acquisitions. They
explore not merely why such consolidations happen and succeed (or,
more often, fail)—with copious real-life examples from around the
world—but, more important, they show how they happen, their life

ix
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cycles, their anatomy. In the course of this surprising and powerful
analysis, the authors debunk myths, show CEOs the best times to
merge and the best partners to seek, and direct private-equity investors
and conventional shareholders to the most lucrative companies and
sectors.

As a journalist constantly battling the constraints of expensive
newsprint, I'm impressed with authors who don’t hem and haw but get
straight to the point:

m “There is no optimal or maximum company size. To survive,
companies must continuously grow. Period.”

m “Mergers are inevitable if a company is to outgrow the competi-
tion.”

m “There are no protectable niche markets.... Niche players will
be consolidated.”

m “The auto industry will see the emergence of more significant
global players, such as Volkswagen, GM, and Ford.”

m “Banking will continue to consolidate in North America and
Europe, and then across the globe.”

m “There will be a one-trillion-dollar merger creating a de facto
global industry monopoly within the next five years. About that

we are sure.”

The thesis here is that mergers determine profitability, market
share, and stock prices. Mergers aren’t a sideshow. They are the main
event—or, as the authors put it, “the Endgame.”

I'll admit I was drawn to Winning the Merger Endgame at first
because it has a perspective on the stock market that is similar to my
own. The authors’” predictive model looks 20 years into the future. It
projects increased merger activity, and abundant mergers are directly
correlated—they find—with a rising stock market. The market capi-
talization for all listed stocks tripled between 1980 and 1990, and
tripled again between 1990 and 2000. Deans, Kroeger, and Zeisel fig-
ure that it will triple once more by 2010.

I was also dazzled by their contrarian conclusions. Everything I
thought I knew about mergers turned out to be wrong. The authors’
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research—based on an in-depth analysis of 1,345 large mergers by
945 acquiring companies from a database of more than 25,000 global
firms—determined that more mergers destroy value than create it; that
merger activity, nonetheless, is logical rather than emotional or ego-
driven; that an internal growth strategy is not superior to a merger strat-
egy (in fact, many of the best companies use both); and that every
industry is driven by the same forces of consolidation and deconsoli-
dation—of merging and un-merging.

In fact, this powerful generalization is the core of Winning the
Merger Endgame. The book presents an elegantly simple theory—that
all industries consolidate in a similar way all over the world. And they
state flatly that “merger actions and consolidation trends can be pre-
dicted with some certainty.” This process, which the authors call the
Endgames curve, has four distinct stages stretched over an average of
about 25 years (though it’s now speeding up).

1. Every industry starts at Stage 1. The authors call the stage a
“Wild West” for commerce. The activity begins with start-ups in
completely new sectors like biotechnology or online retailing, in
spin-offs that follow the complete consolidation of industries, or
in sectors that have just been deregulated or privatized, like
energy, water, railroads, and telecommunications and, in many
countries, banking and insurance. During this stage, businesses
try to build up barriers to entry like patents, they move quickly
to boost revenues and expand market share, and they begin—
just begin—to consolidate.

2. In the second stage, firms within a sector move to scale. The best
and brightest CEOs start buying up competitors, staking out the
choicest claims. Deans, Kroeger, and Zeisel describe how Hugh
McColl took a small North Carolina bank, NCNB, and, through
mergers, built the fourth-largest bank in the nation.
(Unfortunately, McColl ran into trouble in Stage 3.) By the end of
Stage 2, concentration rates (that is, the market share of the top
three companies) rise to 45% in some sectors. While there are
stock-market winners in every Endgames stage, the sweet spot
for private-equity investors falls in Stage 1 and the beginning of
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Stage 2, with an exit early in Stage 3, when acquisition premiums
are high.

3. The third stage involves sharpening focus. After aggressive con-
solidation, successful companies find their most productive role
in a sector and shuck off non-essential or secondary business
units—then move to build even more market share. In this stage
and the next, about two-thirds of total growth has to come from
acquisitions. Firms can’t do it organically any more and, as in
Stage 2, mergers of near-equals occur (Morgan Stanley and Dean
Witter in Stage 2; Exxon and Mobil in Stage 3).

4. In the final stage, industries boost their concentration rates as
high as 90% and gain equilibrium. Here, as the authors put it,
“titans of industry reign” in sectors like tobacco, aluminum, and
soft drinks. Profits, however, can be hard to come by, and Stage
4 companies often adopt the strategy of spinning off growth busi-
nesses from their core, in an attempt to start new sectors or sub-
sectors. The authors cite PepsiCo, which, “faced with the
prospects of low growth in their core (Stage 4) soft-drink busi-
ness...identified two new spin-off industries”: sports drinks
(Gatorade, which was purchased from Quaker Oats) and bottled
water (where they grew their own).

It’s refreshing to read a book that develops and confidently extends
a convincing, self-contained thesis—one that’s not contaminated by
speculation on terrorism or tech bubbles or accounting scandals. The
authors predict that the Dow will “grow fourfold by 2010.” My own pro-
jection is a tad more modest—Dow 36,000. But I would love to be
wrong on the low side.

—James K. Glassman

James K. Glassman is the financial columnist of The Washington Post and the
International Herald Tribune. A resident fellow at the American Enterprise Institute in
Washington, he is co-author of Dow 36,000 (1999) and author of The Secret Code of
the Superior Investor (2002).



|Preface

n January 2001, Fritz Kroeger unveiled the Endgames curve

at a meeting of A.T. Kearney’s global strategy consulting

practice. The room fell silent while these senior consultants
absorbed the power and implications of Fritz’s analysis. After a few
minutes, the group exploded into a volley of questions and ideas that
lasted for a couple of hours.

At that moment, we began to realize the importance of this discov-
ery. We spent the next 12 months refining the analysis and speaking
with clients and academics about it, and now we are pleased to share
the results more broadly in the form of this book. We believe our
research and the implications of merger endgames are so compelling
that the story should be broadcast to the largest possible audience.

Our thinking is based on a massive database that covers the globe
and represents 98% of corporate market capitalization over the last 13
years. We combine this data with selected cases representing a wide
range of industries from the global arena. (For those who might wish to
review even more data, you will find a database of 12 years of the
largest M&A deals in the Appendix.)

A few words about content and definitions. We use the word “merg-
ers” throughout the book as synonymous with mergers and acquisi-

xiii
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tions—recognizing that there are very few true mergers. In almost all
cases, one entity consumes another. In fact, one of the incidental les-
sons of this book is that there’s no such thing as a merger.

And of course, a few words from our attorneys, who want to be sure
we tell you that this book is not intended as professional advice with
respect to any particular investment situation. Readers who feel they
need professional advice with respect to any particular investment
should consult the appropriate professional advisers. We also note that
the views expressed here represent the views of the authors and not
those of our employer, A.T. Kearney, or its parent company, EDS.
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Cha%ter The
Consolidation
Landscape

The history of the world, my sweet, is who gets eaten and who
gets to eat.

—Sweeney Todd to Mrs. Lovett,
from Sweeney Todd: The Demon Barber
of Fleet Street. Book by Hugh Wheeler;
music and lyrics by Stephen Sondheim, 1979.

fter watching and participating in the growth of mergers,

acquisitions, and divestitures across the globe for years, one

thing is certain: the pace of corporate combinations may ebb
(as it did in 2001) or flow (as it did throughout the 1990s), but consol-
idation is unstoppable. Its progress is continuous and inevitable. And
its impact on individual industries is profound.

As one industry slows down, another wave of consolidations is
touched off in a different sector. In turn, this triggers still another
industry into restructuring mode to increase shareholder value. Over
time, we see that these trends are not local, regional, or even national.
The merger and consolidation “Endgame” has moved to the ultimate
level of play: the global arena.

Our findings about Endgames can be summarized in five maxims,
around which we weave the story of this book, which we discuss in

1
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2 Winning the Merger Endgame

greater detail later in this chapter:

1. All industries consolidate and follow a similar course.

2. Merger actions and consolidation trends can be predicted.

3. The Endgames curve can be used as a tool to strengthen consol-
idation strategies and facilitate merger integration.

4. Every major strategic and operational move should be evaluated
with regard to its Endgames impact.

5. Endgames positioning offers a guide for portfolio optimization.

Thus, despite the plethora of books published on various stages of
mergers and acquisitions, we believe this book is different—and par-
ticularly important for three groups of readers:

m CEOs of companies in any industry

m Senior executives and directors of companies whose business
strategies include acquisitions or divestitures

m Private equity investors who profit by consolidating or “rolling
up” businesses

We might also offer a roadmap for reading our book. Chapters 1, 2,
and 9 will provide good background for all readers. CEOs who want a
good overall view of the implications of an Endgames strategy should
also read Chapters 7 and 8. Corporate strategists and other senior
executives should pay particular attention to the details in Chapters 3
though 6. CFOs will be most interested in Chapter 8 and will find valu-
able information in Chapters 3 through 6.

In this introductory chapter, we briefly describe our research, intro-
duce the Endgames curve and its four stages, and expand upon the five
maxims. Finally, we discuss the broader implications of Endgames for
all prospective readers.

Endgames Research

Our long-term research on mergers and industry consolidation has ver-
ified many of our hypotheses and persuaded us to abandon others. In
particular, the similarities across industries, and common traits and
links among them, exhibit a pattern that enables us to explain and pre-
dict changes across industries. This pattern and the predictive lessons



The Consolidation Landscape 3

that emerge from it are the foundation for the Merger Endgames Theory.

To carry out the Endgames analysis, we drew from two databases.
The first database contains information from the Securities Data
Corporation (Thomson Financial’s SDC Platinum Worldwide M&A),
which tracked more than 135,000 mergers and acquisitions from 1990
to 1999. From this, we selected only those with a transaction value
greater than US$500 million. Less than that would not be significant in
a global context. In addition, we looked only at publicly traded com-
panies that are quoted on a national exchange and examined only
transactions in which the acquirer held at least a 51% interest at the
close of the deal. We focused on 1,345 mergers and acquisitions by
945 acquiring companies.

With the screening complete, we broadened the scope of the analy-
sis by comparing the Endgames data with information gathered from
our second database, A.T. Kearney’s proprietary Value-Building
Growth database. This originated in 1988 with a survey of value grow-
ers—those companies that know how to maintain a specific balance
between growth and profit to bring added shareholder value in the long
run. Today, this constantly updated database includes analysis on more
than 25,000 firms globally and represents 98% of world market capi-
talization, making it possible to analyze the buildup of industry con-
centration over time. Given the scope and depth of these parameters,
this is the first time this type of data on the global industrial economy
is available in a single body of work. Although the time period covered
by both databases coincides with the stock market boom, we believe
that the conclusions derived and explained in this book will apply uni-
versally, regardless of future market cycles.

One of the most popular metrics used to measure concentration is
the so-called CR3, which is defined as the market share of the three
largest players within an industry. We also calculated the Hirschman-
Herfindahl Index, which is a measure of industry concentration using
the sum of the squares of the market shares of all firms in an industry.
Importantly, this index also brings the influence of smaller companies
into the fold. In measuring the concentration rate in two ways, we found
a 90% correlation rate between the two measures.
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The Endgames Curve and Its Characteristics

The direction companies take on the Endgames curve is not uniform or
linear. Some industries advance along the curve, while others may fall
back, particularly at a later stage when industry concentration increas-
es. When we plotted the major industries using two pieces of informa-
tion—degree and speed of concentration—and put the results into a
matrix, a pattern began to emerge that builds into an Endgames curve
that spans roughly 25 years for any industry.

As industries move up the Endgames curve, market concentration
of the top-tier players—measured by both the Hirschman-Herfindahl
Index and the CR3—increases toward a theoretical maximum of 100%.
The standard deviation of this speed is plus or minus five years. This
means that from today’s perspective, it takes less than 25 years for an
industry to commence, deconsolidate, consolidate, and balance out.
When correlated with the merger activities over the past 10 years, a
strong correlation emerges for all industries between merger activity
and the position on the Endgames curve. The industries on the low part
of the Endgames curve have a higher level of merger activity, and those
on the high end have a lower level of activity.

THE FIvE MaAxiMms oF THE ENDGAMES CURVE

1. All industries consolidate and follow a similar course. Much
like stepping onto an escalator, once an industry is formed it begins to
ride up the Endgames curve and doesn’t stop until it reaches the end.

Today it takes an industry roughly 20 to 25 years

Merger competence
becomes the core compe-
tence of winners.

to run through the consolidation process from
the Opening Stage through the Scale and Focus

Stages to the final Balance and Alliance Stage.
Industries are transformed during consolidation; thus the pattern
inevitably forms an S curve that divides into four stages.

Each stage implies specific strategic and operational imperatives
(see sidebar: “Stages of the Endgame”). Knowing and following these
imperatives will bring new benefits and position the firm to follow the
Endgame for its industry. (Beware: Ignoring these imperatives can
destroy the firm.)
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Our findings about industry consolidation made us abandon some
of our former assumptions about corporate strategy. For example, we
believe:

m There is no optimal or maximum company size. To survive, com-
panies must continuously grow.

m Organic growth is not the route to successful growth. Mergers are
inevitable if a company is to outgrow the competition.

m There are no protectable niche markets. As all industries are,
or become, global, niche players will be consolidated during
the Focus Stage (Stage 3) and the Balance and Alliance Stage
(Stage 4).

2. Merger actions and consolidation trends can be predicted.
Our Endgames research enables prediction of upcoming consolida-
tions and even future mergers and industry departures. In the long run,
we predict that industry consolidations will correlate nearly 80% with
the rise in global stock indices—which we predict will run at about
300% over the next 10 years. So the coming wave of mergers will con-
tinue to have a strong impact on global stock prices (see Chapter 8, The
Stock Market Connection).
Examples affecting specific industries:

m The auto industry will see the dominance of more significant
global players, such as Volkswagen, GM, Ford, or Daimler-
Chrysler.

m Banking will continue to consolidate in North America and
Europe, and then across the globe. It’s not clear now where the
eye of this merger hurricane will be. Will Deutsche Bank or
Citigroup, for example, gain a leading global role? Which
Japanese bank will survive as a leader?

3. The Endgames curve can be used as a tool to strengthen
consolidation strategies and facilitate merger integration. As we
mentioned, each Endgames stage implies specific strategic and opera-
tional imperatives. Being able to analyze the position of an industry on
the Endgames S curve can help a company and its leadership develop
a strategic viewpoint and a core competence in managing mergers.
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STAGES OF THE ENDGAME

Opening Stage: There is little or no market concentration and
the first consolidators may appear. Newly deregulated, start-up,
and spin-off subindustries occupy this space.

Scale Stage: Size begins to matter. Major players begin to
emerge and take the lead in consolidation. Concentration rates
can be as high as 45% in some industries.

Focus Stage: Successful players extend their core businesses,
exchange or eliminate secondary units, and continue to aggres-
sively outgrow the competition.

Balance and Alliance Stage: A few players will dominate indus-
tries, with consolidation rates as high as 90%. Titans of industry
reign, from tobacco to automotive companies and engine pro-
ducers. Large companies may form alliances with other giants
because growth at this stage is more challenging.

Industry
Concentration Stage 4
CR3! Stage 1 Stage 2 Stage 3 Balance and
100° Opening Scale Focus Alliance HHI2
0.7
90% Defense
Automatic controls Tobacco
80%
Maximum Ditlers § oo
70% Shipbuilding Shoes|
Aircraft OEMs
60% Aerogpace suppliers S?{ff
Truck builders drinks
50% Toys [o1
D45% Food, Rubber & tire producers
" a0% % Automotive OEMs
Brewerie, Steelmakers
o, | Railway Pulp & paper
30% i Restaurants & fast food
Te Chemicals
elecom " Drugs
20% Serwfgé"es/Automotive suppliers
Minimum - Utilities
10% Insurance | Banks F0.01
0% T T T 0
5 10 15 20

Years

1CR3 = Market share of the three largest companies of the total market based on Value-Building Growth database
(25,000 companies).

2HHI = Hirschman-Herfindahl Index corresponds to the sum of the squared market shares of all companies and
is greater than 90%; the axis logarithmically plotted.

Sources: Value-Building Growth database; A.T. Kearney analysis

Figure 1-1. The merger Endgames S-curve
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Learning how to successfully integrate an acquisition or merger

partner is fast becoming a core competence of winners. Over the years,

we have seen an improvement in merger success. Our original

research, completed in 1999, showed that near-
ly 60% of all mergers or acquisitions failed to
increase shareholder value. Today that failure
statistic has been reduced significantly—but
still stands near 50%.

In addition, we analyzed the impact of the

Much like stepping on an
escalator, once an indus-
try is formed it begins to
ride up the Endgames
curve and doesn't stop
until it reaches the end.

Endgames stages on merger success and found a remarkable correla-

tion. Figure 1-2 shows the pattern of merger success.

In the past, large companies bought smaller ones, national compa-

nies bought in their home countries, and mergers were completed to

build the core business. These are not the foolproof recipes for stardom

they once were. Today, the strongest correlation is between the

Endgames stage and merger success.

Stage 4
Stage 1 Stage 2 Stage 3 Balance and
Opening Scale Focus Alliance
ration + s
. + 30%
Concentration + 59% + 58% _?% °
CR3!
- 70%
100%| — 41% - 42% - 50% :
90% O Defense
Tobacco
80% Automatic controls cg:
Maximum Distillers /\
70% Shipbuilding Sf(n))es
0% Aircraft OEMs °Soft drinks
Truck builders
50%
oys
245% Food, Rubber & tire produceys
o
40% Steelmakers, JAutomotive OEMs
Railway Breweries
30% Tel hemical OPu/p & paper
(e) lecom Dru_g S(e)rmcg) I's Restaurants & fast food
20% ", Airlines|
Minimum Utilitieg
10% Insurance ©
OBanks ‘ Automotive suppliers
0% T T T T
5 10 15 20

Years

"CR3 = Market share of the three largest companies of the total market
based on Value-Building Growth database (25,000 companies).
Sources: Value-Building Growth database; A.T. Kearney analysis

© Bubble size indicates stronger

industry M&A performance

(O Bubble size indicates weaker

industry M&A performance

Figure 1-2. Merger and acquisition performance by industry
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4.. Every major strategic and operational move should be eval-
uated with regard to its Endgames impact. The value of a merg-
er or acquisition will be found in the increased competitiveness of the
combined entity, the resulting increase in shareholder value, and the
move up the Endgames curve. The value of a merger should not be

The value of a merger or
acquisition will be found
in the increased competi-
tiveness of the combined
entity, the resulting
increase in shareholder
value, and the move up
the Endgames curve.

measured by the size of investment bankers’ fees
or CEO reward fees. In fact, shareholders should
be suspicious of acquisitions that enrich the
CEO with multi-million dollar bonuses.

And strategic moves supporting a growth
strategy, such as entering into operational

alliances or financial partnerships or expanding
into new global markets, should be measured with the same gauge. How
do they affect the company’s competitiveness and its Endgames position?

The case of the 150-year-old German construction company,
Philipp Holzmann, is instructive. Through the 1970s and 1980s,
Holzmann went on a worldwide expansion spree, acquiring local com-
panies in many countries. Minus a strong underlying strategy, the com-
pany never progressed beyond Stage 2.

In the late 1990s, with Holzmann approaching insolvency,
Chancellor Gerhard Schroeder came to the rescue. He offered
Holzmann’s creditor banks 250 million marks (US$130 million) of state
money and persuaded banks to put up more than 200 million marks in
additional funds to save the company. Later, the company’s major bank
shareholder sold off large portions of Holzmann stock to competitors.

Insolvent again, Holzmann filed for bankruptcy in 2002. The seem-
ingly herculean effort to save this grand old company was futile because
the Endgames impact of its restructuring was not taken into account.

5. Endgames positioning offers a guide for portfolio optimiza-
tion. Companies should strive to optimize their aggregate portfolio of
subsidiaries and business units across the different Endgames stages.
It is important for the senior management team and Board of Directors
of each company to continuously assess their portfolio of industries and
subindustries to ensure that they are positioned for future growth along
the Endgames curve.
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This concept is being played out today in the global health care
products industry. The industry as a whole is in transition from Stage
2 to Stage 3, with the industry experiencing heavy consolidation and

difficult challenges to growth. Bristol-Myers
Squibb and Schering-Plough, as typical exam-
ples, have both positioned their Endgames port- | gate portfolio of sub-
folio of businesses toward the pharmaceutical | sidiaries and business

subindustry and the over-the-counter (OTC) and

Endgames stages.

Companies should strive
to optimize their aggre-

units across the different

consumer products subindustry; both are also in
the transition from Stage 2 to Stage 3. In so doing, each company is
experiencing the brunt of this difficult transition—slow growth, diffi-
culty with patent expirations, plummeting share prices, margin pres-
sures from larger competitors, and the constant threat of being an
acquisition target.

By comparison, Johnson & Johnson has actively managed its port-
folio of businesses and continues to have excellent growth prospects
and a stable share price, despite the challenges facing its core phar-
maceutical business. In addition to the pharmaceutical, OTC, and con-
sumer products businesses, J&J has aggressively diversified its portfo-
lio by acquiring and growing businesses in the medical equipment
industry (Stage 2) and the biotechnology industry (Stage 1), to position
its overall portfolio of businesses at a much earlier point in the
Endgames curve. This offers J&]J significant growth opportunities when
its core business turns down, and offers a compelling and attractive
story to its investors.

BeEYOND CONSOLIDATION: IMPLICATIONS OF THE
ENDGAMES CURVE

In brief, the Endgames curve also leads to the following broader impli-
cations, which we explore throughout this book.

A merger or acquisition should create a new entity that reaches a
new position in the Endgames for its industry. The marriage of two
lame ducks will not give birth to a racehorse. The position of the two
players on our value-building growth matrix enables an acquirer to
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analyze the merits of a potential combination.

A case in point is the 1998 merger of Compaq and Digital
Equipment. While company executives still say the combination has
been a success, industry experts rate it a failure. Compaq lost its lead-
ership in the PC market to Dell; the change left customers in confusion
about the future of products they were using. Compaq’s value plum-
meted 52% and earnings dropped from US$1.27 per share to 27 cents
in the past three years, prior to the completion of its merger with
Hewlett-Packard.

Analysts point out that very few mergers between major I'T compa-
nies have resulted in increased shareholder value and improved cus-
tomer relationships. The list of failures includes combinations such as
Univac and RCA, Sperry Univac and Burroughs, Silicon Graphics and
Cray, AT&T and NCR, Siemens and Nixdorf, Compaq and Tandem,
and Fujitsu and Amdahl.

The value-building growth matrix, a concept pioneered in the book
The Value Growers, is a good starting point for assessing which compa-
nies in an industry might be the best acquisition candidates to form a
winning Endgames strategy (see Figure 1-3).1 Acquiring a competitor in
the “Underperformer” segment means that you are in for a turnaround,
because the acquisition target has both revenue growth and value
growth at less than the industry average rate. This type of acquisition
usually brings much higher risks—unless the targeted company can
instill a high growth culture and contain the downside risks. “Simple
Growers” and “Profit Seekers” are more reasonable acquisition targets,
because they already have a basis for growth, can often be acquired for
a reasonable price, and won’t consume inordinate amounts of manage-
ment attention. Finally, “Value Growers” are often the best targets
strategically—but they will be much more expensive buys.

Private equity investors—who profit by consolidating or rolling up
smaller businesses—should acquire companies at the lower part of the
curve and sell them at the beginning of the Focus Stage. Private equi-
ty investors can use the Endgames curve to help identify good—and
shaky—investment decisions. In addition, the logic of the Endgames
curve can be used to analyze and evaluate the positions of cities,
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Figure 1-3. The A.T. Kearney growth matrix

regions, and countries with regard to growth and competitiveness.

Plotting companies in a metropolitan area or national economy against
the Endgames curve, for example, will reveal whether the economy is
strong in young industries and can project strong future growth—or
whether its strength is in old industries and thus its only recourse is to
preserve the past.

But that’s a long story and part of our Endgames vision for 2010,
the concluding chapter. Let’s start at the beginning: with the Rules and
Logic of the Endgame.

Note

1. James McGrath, Fritz Kroeger, Michael Traem, and Joerg
Rockenhaeuser, The Value Growers (New York: McGraw-Hill, 2001).



chapterl Finding Order
in Chaos: Rules

and Logic of

the Endgame

Nature itself, even in chaos, cannot proceed except in an
orderly and regular manner.

—Immanuel Kant

ew elements of business are as chaotic—and seemingly

unpredictable—as mergers and acquisitions. With thou-

sands taking place every year in most geographic spheres,
who can determine where the next merger headline will come from?
What industry is on the verge of consolidation, or deconsolidation?
What companies are in strong positions to target, or be targeted?

As we discussed in Chapter 1, our analysis has, in fact, uncovered
the pattern behind the chaos. There is a clear and logical order to the
process of industry consolidation. But discovering this pattern—the
Endgames S curve—is only the beginning. The more important dis-
covery is that the pattern, once exposed, can be used as a predictive
tool. In other words, lacking a crystal ball, the Endgames curve serves
as the next best thing.

In Chapter 1, we presented the five maxims; now it’s time for the five
fundamental truths. The difference? The maxims addressed the overar-
ching implications of the Endgames curve, while the truths set the foun-

12
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dation for the in-depth discussion of the individual stages that follows
in the next section. Knowing and understanding the implications of
these truths is the first step in predicting the winners in tomorrow’s
Endgame—and using it to your competitive advantage.

1. Consolidation is inevitable, unavoidable, and inescapable.
In analyzing the consolidation strategies of 25,000 companies across
industries, it became clear that—without exception—the Endgames
curve accounted for all movement. Whether they

advanced or fell back on the curve, all industries | Lacking a crystal ball, the

moved between and among the different stages

the next-best thing.

Endgames curve serves as

of our model. In other words, their actions were
not random, but followed the clear, predictable pattern of the
Endgames curve.

The model also reveals other important characteristics of consoli-
dation. For example, the curve shows how an industry’s corporate pop-
ulation (the number of companies in an industry) expands and con-
tracts as it moves through the four stages. In Stage 1, an industry will
experience considerable deconsolidation due to market deregulation or
high fragmentation in a start-up industry. The result is that by the end
of the stage, the population quickly reaches its maximum capacity. In
Stage 2, however, as consolidation begins to play out, the industry pop-
ulation contracts nearly 70%. In the final two stages, the number of
companies is reduced by more than half again, only to experience a
slight increase at the end of Stage 4, as companies that reposition their
business portfolios cannot maintain their position against new market
entries and sell or trade off units (see Figure 2-1).

Not only do we know how many companies there will be, we also
know how long those companies will last. In fact, industry consolidation
can be predicted annually. The overall time frame for an industry to
move through the four stages currently stands at about 20 to 25 years,
but this is subject to change. Consider that the old smokestack indus-
tries in the earlier days of industrialization took roughly 40 to 60 years
to run a cycle of consolidation. Back then, it would be almost impossi-
ble to manage companies the size we have today. The commerce and
information technology platforms simply didn’t exist; neither did the
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Percentage of companies in a typical industry across the Endgames curve

Stage 4
Stage 1 Stage 2 Stage 3 Balance and
Opening Scale Focus Alliance

100%

90%
80%
70%

60%

30%

10%

Percentage of companies

09 T T T
5 10 15 20
Years

Sources: Value-Building Growth database; A.T. Kearney analysis

Figure 2-1. Predicting industry consolidation and the changing cor-
porate population

telecommunications, nor did they have the financial resources to fund
such capital-intensive investments.

Thus, the Endgames cycle that we see at work now is a more recent
development—reaching back to the late 1980s and the start of the cur-
rent merger and acquisition boom. Since that time, the number of
mergers has been growing at a compound rate of nearly 21% per year,
and the shift toward the “super deals” continues to grow. The trend is
clear: as the speed of business continues to increase, so too will the
pace of consolidation. In fact, we believe that eventually a full consol-
idation life cycle could run its course in just 10 to 15 years.

Even in these times of corporate scandal and falling stock prices,
the Endgames dynamics are still at work: WorldCom’s bankruptcy may
induce an asset sale that will implicitly encourage further consolida-
tion and Enron’s demise might prod similar consolidation in the ener-
gy industry. The headline stories, whatever they may be, do not chal-
lenge the immutable long-term trends of the Endgames theory.

Knowing this, we can create long-term forecasts of merger move-
ments and, more specifically, we should be able to predict which tar-
get companies might be part of the forecast. Eventually, calculations
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could be performed around what other companies are likely to be

involved in and in what time frame.

2. All industries are global. The days of regional differentiation are
over. All industries—small or large, local or global—begin on the
same footing and are treated equally by the rules of Endgame consoli-
dation. Old strategies that professed, “small is beautiful” or offered
lessons on how companies could “survive in a niche” are no longer
viable in the context of the universal Endgames curve.

Yes, it’s true that there are still microcosms that thrive at the small
business level, and there is a new generation of savvy entrepreneurs
who develop and will continue to fuel healthy businesses in the shadow
of corporate juggernauts well into the future. However, even these

organizations are held to the rules of the - —
The only optimal size is

Endgames. And one of the most important rules
they will eventually face is key to their survival:
acquire or be acquired. In other words, the only

bigger—bigger than last

year, bigger than the com-
petitors, with a strategy to
get even bigger tomorrow.

optimal size is bigger—bigger than last year, big-

ger than the competitors, with a strategy to get even bigger tomorrow.
Stagnation or a slow-moving consolidation plan will prove disastrous.

Furthermore, as trade barriers continue to fall and the World Trade
Organization becomes stronger and extends its influence into a grow-
ing number of countries, the trend toward total industry globalization
will only accelerate. More and more, companies are expanding their
global presence, but to consumers, this incursion remains transparent
(see sidebar: “Ahold’s Global Presence”).

Globalization is a strong force that enables industry consolidation.
During the Asian economic crisis in 1997 and 1998, global organiza-
tions such as the International Monetary Fund (IMF), the World Bank,
and the World Trade Organization assisted and encouraged countries
including Thailand, South Korea, and Indonesia to restructure their
financial institutions and open up their economies by reducing trade
barriers. A direct result of these restructuring policies was that global
financial services companies began to acquire and buy equity stakes
in the financial services players in each of these economies. From
1998 to 2000, Thailand experienced a wave of acquisition activity:
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AHOLD's GLOBAL PRESENCE

The decades-old mantra of “go global” sometimes belies how geo-
graphically unrestricted the marketplace already is. And, as Royal
Ahold, the Netherlands-based food retail and foodservice company,
demonstrates, even the local store isn't as local as it may appear. With
operations in the United States, Europe, Latin America, and Asia, the
company marked more than US$66 billion in consolidated sales in
2001. Its U.S. subsidiary, Ahold, generates roughly 60% of its world-
wide sales.

Starting with its first acquisition (BI-LO) in 1971, it now owns and
operates six regional supermarket companies under the brand names
of Stop & Shop, Giant (Landover), Giant (Carlisle), Tops, BI-LO, and
Bruno's. In 2001, Ahold’s combined 1,600 stores generated consoli-
dated retail sales of approximately US$23 billion.

In addition, Ahold owns and operates five U.S. foodservice com-
panies with annual sales of approximately US$19 billion. The food-
service operations provide Ahold with a rapidly growing national
presence in the still fragmented out-of-home markets. And Ahold has
leading positions in various specialized foodservice fields, including
healthcare, hospitality, restaurant, company cafeterias, and govern-
ment. Ahold’s success lies partly in its ability to build close cooperative
relationships among units while maintaining local brand identity and
culture. For example, two years ago Ahold purchased the once-strug-
gling online grocer Peapod, giving it a strong foothold in both
Internet commerce and the local markets that Peapod serves. Yet few
consumers in these markets have ever heard of Ahold or are aware of
its ownership when they click on Peapod’s Web site.

m GE Capital bought auto finance firm GS Capital and credit card
issuer Central Card in Thailand.

m The Development Bank of Singapore purchased the Thai Danu
Bank.

m ABN-Amro acquired Bank of Asia, Thailand’s 10th largest
bank.

Similar acquisition patterns unfolded in South Korea and across
the rest of Asia in the wake of the Asian crisis.
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Figure 2-2. Stable revenue growth across the Endgames stages
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Figure 2-3. Profitability and the Endgames curve

3. Revenue is stable, but profitability changes according to the
Endgames curve position. As Figure 2-2 illustrates, revenue growth
over the Endgames curve is relatively stable. In the Opening Stage, as
companies make their territorial claims, revenue growth averages
10.6%, falls to 7.6% in the Scale Stage as companies consolidate, and
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then stabilizes at 8.8% and 8.1% in the final two stages.

Corporate profits, however, follow the Endgames curve, albeit with
a slight time lag (see Figure 2-3). In the Opening Stage, profitability is
high as new industries grow quickly. For example, companies in the
biotech and nanotechnology industries are currently enjoying an open
field of players and solid profits. But the news isn’t all good. The
exception to high profitability in Stage 1 is with companies in older
state-run industries that have been recently privatized, such as rail-
roads. Often, these companies use monopolistic prices to fund fat orga-
nizational structures that suffer from built-in redundancy.

As companies move through the Scale Stage, profitability decreas-
es dramatically. In fact, it drops to its lowest point of the curve, because
consolidation reaches maximum speed. The reason? Many companies
respond to the increased competition with severe cost-cutting meas-
ures, but there is an embedded danger in this approach: It often drives
companies into a profitability trap that does not allow for future growth.
Eventually key employees begin leaving and the organization adopts a
conservative, risk-averse, profit-first culture.

In the last two stages—Focus, and Balance and Alliance—an oli-
gopolistic competitive model emerges and allows the surviving players
to set prices for healthy profits. Companies reach their highest margin
of profitability in the Balance and Alliance Stage, simply because
these market titans have eliminated many of their competitors. Yet they
must keep in mind that resting on their laurels, no matter how expert-
ly won, can lead to corporate inertia that will attract new, more cost-
efficient and innovative competitors.

The bottom line? CEOs must move their companies as quickly as
possible through Stage 2, both to improve profit margins and to gain a
favorable final Endgames position.

4. Long-term success depends on riding up the Endgames
curve. As the previous point touched on, speed is everything:
Companies that move up the Endgames curve the fastest are the most
successful. They capture critical ground early on and are destined to be
first in the consolidation race. Slower companies eventually become
acquisition targets and disappear from the curve. In other words, there is
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no niche position that serves as a consolation prize. Companies simply
will not survive the Endgames curve by trying to stay out of it or, worse,

by ignoring it. Niche players are aggressively
challenged in the Balance and Alliance Stage—
and are invariably too weak to seriously defend
their positions (see sidebar, “Finding Their

There is no niche position
that serves as a consola-
tion prize. Companies sim-
ply will not survive the
Endgames curve by trying

Endgames Pace: Commerzbank and MedQuist”). | to stay out of it, or worse,

Being the first to embark on key strategies is by ignoring it

also critical. For example, companies in deconsolidating industries must
time when (or if) they should divest business units to reap the most

FINDING THEIR ENDGAMES PACE:
CoMMERZBANK AND MEDQUuIST

Knowing when to acquire—or be acquired—is critical as companies
move into late Stage 1 and Stage 2. Consider the diverse experience
of two companies—Commerzbank, a German-based financial institu-
tion, and MedQuist, a U.S.-based transcription and information man-
agement service for the healthcare industry—both of which are in
Stage 1 industries.

In riding up the Endgames curve, Commerzbank of Germany
serves as an example of a healthy competitor that should have
merged, but did not, and is now paying the price. With share prices
at half their all-time high reached in August 2000 and market capi-
talization shrinking to US$9 billion from more than US$17 billion in
1999, the company continues to tread in dangerous waters.

Commerzbank, the smallest of the large blue-chip German pri-
vate banks, has long held to a strategy based on internal growth.
Although it was often at risk of being taken over by a much larger
local rival, such as Deutsche Bank and Dresdner Bank, it consistently
employed strategies to avoid such a takeover. In the end,
Commerzbank did not grow fast enough to stay safe.

After the failed merger between Deutsche Bank and Dresdner
Bank, Commerzbank had a chance to jump into the game but talks
with Deutsche Bank were short-lived and ultimately proved unsuccess-
ful. Having missed the opportunity to adjust its strategic direction,
today the only question is how and when Commerzbank will join in on
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the financial sector’s consolidation stage. It may occur through
Munchner Riick, a German-based reinsurance company that now holds
about 10% of Commerzbank shares. Or consolidation may begin with
an acquisition in the United States. It is well known that Commerzbank
is seeking a partner for its U.S. investment banking operations.

In contrast to Commerzbank, MedQuist has set a strong example
for rapid consolidation in its industry. Although it holds only 5% mar-
ket share in the medical transcription field, MedQuist has become the
industry’s chief consolidator through a string of acquisitions that
began in 2001.

In effect, MedQuist has never met a local competitor that it didn‘t
buy. When the company encounters a larger local rival, it usually fights
and wins a war of attrition. For example, when Lernout & Hauspie, a
speech recognition firm, tried but failed to extend its business to med-
ical transcription, MedQuist was there to buy up its market share.
According to the financial firm Grunthal & Co., this strategy has paid
off: MedQuist is nearly five times larger than its nearest competitor.

However, there is more to the MedQuist success story than meets
the eye. In 2000, Dutch electronics giant Royal Philips Electronics
acquired 60% of MedQuist for US$1.2 billion. Philips manufactures
voice recognition technology (VRT) and has the deep pockets to sup-
ply MedQuist with whatever new equipment it needs. For its part,
Philips took a prime stake in a high-growth industry—MedQuist's rev-
enue growth is running at more than 10% per year—and a chance to
recover from a previous failed attempt to enter the VRT market.
(Philips entered the market with equipment that was not up to mar-
ket needs and standards.) David A. Cohen, Chairman and CEO of
MedQuist, underscored the synergies of the deal: “As a result of this
partnership we expect to introduce Philips’ speech and other tech-
nologies to our 2,400 U.S. health care accounts, and Philips antici-
pates accelerating our existing plans to expand into Europe.”
MedQuist's solid Endgames strategy has put it into a strong growth
position and will go far in propelling it to the Scale Stage.

attractive returns. Waiting too long or being reactive can lead to fire sale
prices, leveraged buyouts, or managed buyouts by financial investors, all
at less attractive prices.
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Long-term success is the reward for those with a long-term plan.
Predicting industry—and individual corporate—movement on the
Endgames curve over a 10- to 15-year period is critical. All short-
term focused tactics become ineffective or obsolete in the Endgames
landscape.

5. The future belongs to the maestros of external growth. If
long-term strategic success is achieved by outgrowing the competition,
the question is, how should it be done? Internally, through organic
growth? Or externally, through acquisitions? The majority of managers
with whom we discussed this still hold to the traditional view—that
organic growth is generally the most opportune way of growing. Yet our
research reveals a much different story: By itself, organic growth does
not have enough force to propel a company up the Endgames curve at
the necessary speed.

Even so, the necessity to grow externally will vary depending on
the stage. For example, at the beginning of the race, organic growth is
vital as a way to form the cultural nucleus of a company, but it must be
quickly supplemented with acquisitions. Over time, the importance of
acquisitions increases tremendously: they almost totally fuel growth at
the end of the curve. So the sooner management masters the acquisi-
tion game, the better the outlook for long-term strategic success.

Uske THE PAST TO PREDICT THE FUTURE

These five lessons are immutable. They are, in essence, a combined
history lesson of 25,000 companies, representing the sum total of suc-
cesses and failures of industry consolidation over the past 10 years.
And although history teaches us well, it only goes so far. The key is to
use these lessons as a foundation for each of the individual stages.

In the next section, as we delve into the four stages along the
Endgames curve, these guideposts will prove invaluable. For each
stage, we discuss key players, explore the defining characteristics, and
offer strategic imperatives to help guide companies onward and upward.



chapter | The Opening
Three Stage

“Once you have missed the first buttonhole you’'ll never man-
age to button up.”
—Johann Wolfgang von Goethe
he Opening Stage is the frontier of industry consolidation: an
T expanse of limitless innovation, opportunity, and risk. There
are very few companies in the beginning of the stage, and
fewer still with substantial revenue or market share; there may not even
be many publicly held companies. Consequently, entry barriers are
low. As opportunities begin to pan out and it looks as though the next
big opportunity is right next door, word gets out quickly. Before long,
companies face heated competition in what quickly turns into a race to
gain—and then secure—market footholds.

Overall, this is a period of unparalleled new activity, and the smell
of opportunity whets the appetites of venture capitalists and entrepre-
neurs alike (see Figure 3-1). The temptation to enter the fray can be
overwhelming, but as the industry and company profiles in the next
section reveal, mastering the first stretch of the Endgames curve with
an eye to the final stage is critical from day one.
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Figure 3-1. Industry concentration rate in the Opening Stage

S1AGE 1 SNnAPSHOTS: WHO's WHO

The Opening Stage of the Endgames curve consists of industries that

are newly created, spin-offs, and older industries that have been

recently deregulated.

Newly Created Industries

These industries are often highly localized and include unregulated

businesses such as e-traders, Internet banks, e-business portals, and

professional services firms. No single company
owns any measurable percentage of market
share, and the rapidly changing landscape
makes establishing a strong foothold difficult at
best. Consider the following examples:

Biotechnology. A cross-section of medicine,
healthcare, industrial applications, nutrition,

No single company owns
any measurable percent-
age of market share, and
the rapidly changing land-
scape makes establishing
a strong foothold difficult
at best.

and environmental

issues, the biotechnology industry dates back to the identification of
DNA in 1868 by a Swiss biologist, Friedrich Miescher. However, it
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took well over one hundred years before the industry began to develop
and grow at a consistent rate. Government programs and a relaxation
of the laws on genetic engineering in the 1990s led to a growth phase
that was further bolstered by a rush of venture capital firms anxious to
fund start-up biotechnology businesses. The result has been a steady
stream of headlines, not the least of which was the cloning of a sheep
named Dolly in 1997. The future looks even better, with analysts pre-
dicting that biotechnology will represent the next revolution.

Spurred by this strong growth, particularly in the United States and
the United Kingdom, the biotechnology industry is nearing the end of
the Opening Stage and moving rapidly into the Scale Stage. Smaller
start-up biotech companies continue to compete for venture capital
money and move toward initial public offerings (IPOs) but, as the
Endgames curve predicts, their numbers are dwindling as the industry
matures. Meanwhile the larger players are wasting no time in moving up
the Endgames curve by consolidating: Medlmmune bought Aviron for
about US$1.5 billion and Millennium Pharmaceuticals purchased COR
Therapeutics for US$1.75 billion. Apart from leaders such as Amgen
and Genentech, most lack profitability despite their rapid growth.

At this stage of industry consolidation, companies make acquisi-
tions primarily for two reasons: to expand globally and to achieve criti-
cal mass, both technologically and financially. And the deals grow in
both size and scope. In the United States, for example, the number of
biotech mergers increased from 46 in 1999 to 77 in 2000. Although the
number of deals declined to 52 in 2001, the total value of acquisitions
rose from a mere US$6.3 billion in 2000 to US$23.2 billion in 2001. It’s
likely that 2001 could mark the beginning of a long trend of fewer but
richer deals as the industry continues its ride up the Endgames curve.

Merger activity has not been limited to the United States: Rhein
Biotech’s acquisition of Korean Green Cross Vaccine in February 2000
ignited a series of merger activities in Europe. Soon after, German-
based GPC AG acquired U.S.-based Mitotix, creating the world’s first
transatlantic genomic company, GPC Biotech AG. Other consolidation
activity includes British Celltech Group’s acquisition of Chiroscience
Group in 1999 and Medeva in 2000, making the combined entity a
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fully integrated pharmaceutical company.

In terms of size, however, the majority of these acquisitions are
small when compared with the US$16 billion merger between market
leader Amgen and Immunex in 2001—the biggest ever in biotech. The
reason for the deal, of course, is synergy: Amgen hopes to combine the
strong products of both companies while leveraging the capabilities of
its high-powered sales force.

Analysts have begun referring to the emerging group of larger
companies as “biopharmaceutical” companies, differentiating them
from the research-driven, loss-making groups of smaller businesses
that still make up the largest portion of the biotech industry. There are
relatively few industry-founding companies, but they hold significant
market share. In the United States, Amgen, Genentech, and Immunex
have a combined market capitalization of more than US$100 billion.
MedImmune, the fourth largest company, has a market capitalization of
less than US$10 billion. From there, the roster gets smaller very quick-
ly. Still, with breakaway companies speeding toward consolidation, the
industry’s climb into Stage 2 is well under way.

Online retailers. Few industries have sped from 0 to 60 faster than
online retailing. Attracted by compelling value propositions and
robust-sounding business models, venture capitalists in the 1990s
lined up to invest large sums of money in Internet-based businesses.
The horsepower behind most of these outfits was the blood and passion
of young, wide-eyed enthusiasts with visions of mind-boggling
wealth—all working long hours for low wages while waiting for their
stock options to mature.

Of the thousands of these new companies, online book retailer
Amazon.com led the pack from the beginning. For the first few years of
its life, in fact, Amazon went unchallenged by its offline counterparts,
giving it time to capture hefty market share. Soaring stock prices and
strong funding also gave Amazon the freedom to set its prices low—
some below cost, even—and provide such depth of service that it eas-
ily outpaced its rivals and cemented its first-mover advantage.

First-mover advantage can be fleeting, however. Today, Amazon
faces many competitors, from the bricks-and-mortar rivals that have
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set up their own e-business operations to a host of rival online-only
interlopers. The news has not been all bad. Amazon has garnered some
strategic victories, including taking over the Borders.com Web site—
simultaneously eliminating a brick-and-mortar rival from the online
space while gaining its online customer base—although other com-
petitors, such as Barnes & Noble, are closing the gap.

In response to its competitors, Amazon has leveraged its speed and
value pricing to move beyond books to create a virtual online depart-
ment store, selling everything from CDs and DVDs to toys and house-
hold electronics. In addition, it continues to extend its business-to-
consumer commerce capabilities to other manufacturers in a variety of
industries. The result has been that many of its competitors have been
driven out of business.

Of course, Amazon’s long-term survivability as a dot-com model
remains in question because even today the company generates little
profit. eBay, on the other hand, is one of the few Internet-based com-
panies that can boast solid—and rising—profits, even in light of the
dot-com implosion. By charging a small listing fee for each item sold
through its buy-and-sell matching service, eBay turned the promise of
the Internet into reality. Phenomenal growth has been at the core of
eBay’s success, but is its Endgame strategy strong enough to propel it
into the Scale Stage? Its first steps look promising.

Nearing critical mass in the U.S. market, eBay began establishing
a stronger presence beyond American borders. In 2001, international
operations took in US$114 million (15% of the total), but eBay’s Chief
Financial Officer, Rajiv Dutta, predicts this number will top US$800
million in 2005. In addition to launching new country-specific sites on
its own, the online auction house began acquiring leading auction
providers in target markets, including Ibazar, S.A in Europe, Internet
Auction Co. Ltd. in Korea, and NeoCom Technology in Taiwan. In
addition to global expansion, however, eBay has also focused on line
extensions, trying to gain a foothold in everything from selling cars to
providing a marketplace for professional services. Of course, the key to
eBay’s long-term success will be not just to grow market share, but to
protect it.
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Nanotechnology. Newer still are industries that build practical
applications from emerging technologies. Nanotechnology, for exam-
ple, is based on the relatively new science of building infinitesimal
devices that can manipulate single atoms or molecules. Proponents
claim that practical applications will include everything from building
better computers to fighting cancer. The U.S. National Science
Foundation echoes this optimism with predictions that the market for
nanotechnology products and services will reach US$1 trillion by
2015. Although it is still in the early stages, governments, venture cap-
italists, established companies, and entrepreneurs alike are funneling
money into creating marketable products. Last year alone, world gov-
ernments invested more than US$2 billion in nanotech research.
Similarly, tech leaders such as IBM, Intel, and Hewlett-Packard have
all embarked on nanotechnology projects. In fact, IBM plans to intro-
duce commercial products in the next two or three years. Although
North America has about half of the world’s nearly 500 nanotechnolo-
gy companies, no single region dominates the industry.

Clearly, this industry remains early in Stage 1. As technology
advances and companies begin to reap the benefits of their current
R&D, look for tremendous growth, quickly followed by consolidation,
as it moves through this stage. However, developing nanotechnology
products is time-intensive, with many estimated to take as long as 10
years. As a result, this time lag will greatly affect how long it will take
the industry to climb into the Scale Stage.

Spin-Off Subindustries

Other industries in the Opening Stage are those that emerge from the
fallout from one of the later stages of industry consolidation. These
industries form when subindustries reach a critical size and create a
dynamic of their own. They may also emerge due to a new industry-
forming technology, or as a result of a restructuring due to a market or
economic event.

PepsiCo, for example, firmly in the Stage 4 soft-drink industry,
fueled the development of the bottled water, sports drink, and flavored
sparkling water subindustries. Each of these subindustries was in an
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earlier Endgames stage: they were fragmented and growing strongly—
characteristics of Stages 1 and 2—and thus presented opportunities for
PepsiCo to get onto a new growth track. (For more on Pepsi’s strategies,
see Chapter 6.)

Similarly, the global high-technology industry has created dozens
of spin-off industries as technology advances and the core technology
industries mature. Consider the following examples:

m In the early 1960s, economies of scale opportunities in servic-
ing IBM mainframe computers led to the creation of the IT out-
sourcing industry.

m New communications technologies led to the creation of satel-
lite, cable television, broadband, and cellular telephone com-
munication networks, each competing with traditional telephone
service providers.

m Advances in communication and software technology led to the
formation of thousands of dot-com companies, creating dozens of
new Stage 1 subindustries in a matter of a few years.

Deregulating Industries

Another major segment of industries in Stage 1 is that of deregulating
industries. This group emerges from previously state-owned or state-
regulated monopolies and includes such companies as energy, water,
gas, postal services, and, to some extent, banks and insurance. When
state monopolies of telecommunications were broken up, dozens of
specialized providers, such as the cellular phone companies, entered
the market.

Over the years, many industries have been liberalized or, in effect,
made more competitive via legislation or alternative steps that man-
dated opening up their markets to more players (see sidebar:
“Development Bank of Singapore”). When this happens, industries
that were dominated by single players suddenly explode and produce
two, three, or perhaps as many as 10 players.

Generally, this is good news for consumers, because when monop-
olistic pricing mechanisms are at work, companies can charge much
more than they would in a competitive market environment. In a pure
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DEeEVELOPMENT BANK OF SINGAPORE

Government action can often spark an inflection point in a local indus-
try, as it did in the late 1990s when the Singapore government decid-
ed to open the banking sector to outside players. The Development
Bank of Singapore (DBS) is a classic example of a Stage 1 company that
changed its strategy due to a shift in the environment.

In the wake of the Asian crisis in 1997, DBS brought in a new CEQ,
John Olds, to pursue an Endgames strategy across Southeast Asia.
Olds, an American banker from J.P. Morgan, surveyed the Southeast
Asian banking landscape and saw an interesting competitive picture:
several mammoth global competitors in Citibank, HSBC, and Standard
Chartered; a host of fragmented, country-specific banks in each of
the neighboring Southeast Asian countries, including Malaysia,
Thailand, and Indonesia; and some aspiring start-up regional com-
petitors, such as the Commonwealth Bank of Australia.

Olds believed that the only strategy available to ensure DBS's suc-
cess in the future was to embark on a rapid regional consolidation
strategy. His first major deal was the acquisition of the POS Bank in
Singapore in 1998—the old Post Office Savings Bank, with thousands
of depositors from the heartland of Singapore’s economy. Next he
branched out and acquired the Thai Danu Bank in 1999, one of the
largest purchases by a Singapore company outside of Singapore ever.
The Thai Danu deal provided DBS with a wealth of post-merger inte-
gration experience and capabilities, which it would later use to its
advantage in the 2001 acquisitions of Dao Heng Bank in Hong Kong
and Vickers Ballas, a Hong Kong-based brokerage business.

Building on this success, DBS is now recognized as a regional bank-
ing powerhouse and is well positioned to complete several more deals
in the future. A good thing, too, as DBS has raised its profile enough
in this hot sector of the Singaporean and Asian economy to attract
increasing attention from foreign banking giants such as Citibank,
which has a license to offer full-service banking in DBS's local markets.

monopoly situation, for example, there is no competitive pressure to
optimize business processes or make services cost-efficient. Staffing
often becomes padded with extra layers and redundancies creep into
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business processes. Without pressures being applied by the market-
place, such as corporate governance or competition, there are often
more employees than needed to deliver services and little investment
in implementing new market efficiencies.

Consider the following experiences of companies in deregulating
industries:

Telecommunications. In Germany, Deutsche Telekom was a state-
owned monopoly until it went public via a stock offering in 1996. As
the markets opened up elsewhere in Europe, Deutsche Telekom struck
a major joint venture deal with France Telecom. The two organizations
had other cross holdings in such telecommunications companies as
Switzerland’s Multilink and the United Kingdom’s MetroHoldings. But
after Deutsche Telekom announced a merger with Italy Telecom, which
subsequently failed, the joint ventures between the two rivals col-
lapsed. They unwound their mutual investments, which left Deutsche
Telekom with 100% of Multilink and France Telecom with a 50% stake
in MetroHoldings. Deutsche Telekom has since acquired stakes in
additional telecom companies: a 51% stake in Slovakia Telecom when
it was transformed from a state-owned enterprise to a joint-stock com-
pany by the Slovakian government in 1999 and a majority stake in
Pragonet when the ministry opened the Czech Republic market in
2000. It also formed a strategic partnership with Hrvatski Telekom of
Croatia following its separation from HPT—Croatian Post and
Telecommunications. These are just a few of its dealings in opening up
emerging markets in Europe.

Deutsche Telekom also launched other star-crossed deals that
never succeeded: Qwest and Freeserve. When it finally purchased its
first U.S. company, VoiceStream, consensus was that Deutsche
Telekom vastly overpaid for those assets when compared with other
values in the industry. However, according to its critics, the “root cause
for these blunders appears to be an inability by Deutsche Telekom’s top
management to bridge cultural divides and different corporate cul-
tures, skills essential to making cross-border mergers work.”! In
Chapter 9, we discuss the challenges of creating a global culture and
offer some key lessons on how to foster it.
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Financial services. Deregulation of the global financial services indus-
try has led to a large increase in merger activity and consolidation, both
within individual countries and across borders. Once restrictions gov-
erning interstate banking were removed in the United States, the com-
mercial banking industry went on a consolidation rampage, with thou-
sands of mergers taking place in the 1990s. By the same token, once
long-standing laws forbidding commercial banks from owning invest-
ment banks were overturned, commercial banks aggressively expanded
the scope of their businesses, moving into investment banking, broker-

age, insurance, and financial planning services.
In Europe, the introduction of the Euro
paved the way for a frenzy of cross-border merg-
ers, with the largest banks in each major
European country trying to stake out a leading

Deregulation of the global
financial services industry
has led to a huge amount
of merger activity and
consolidation, both within
individual countries and

across borders.

competitive position across the continent.

In Asia, following the Asian economic crisis and the continuing
deterioration of the Japanese financial services industry, leading global
financial services competitors have gone on a buying spree to position
themselves favorably to serve some of the largest and fastest-growing
markets in the world.

MOVE TO SCALE

Industries with low entry barriers stay in the Opening Stage until a
large industry consolidator changes the rules of the game by using its
scale to dominate the others. In the beginning there is excitement,
plenty of venture capital, and a buzz about “opportunities.” Eventually,
however, imitators and improved versions of the original business
model begin to horn in on the venture capital action. Before long there
are so many companies serving the same market that all the ideas are
out on the table—and the venture capital spigot suddenly turns off.
When the consolidation wave begins, competition can become par-
ticularly fierce. TMP Worldwide (owner of Monster.com, the largest
Internet employment recruiting firm in the world) offers a unique exam-
ple of an Internet company that moved quickly to become a first con-
solidator (see sidebar: “TMP Worldwide™). In just two years, the online
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employment recruiting industry consolidated from 10 major players to

Industries with low entry
barriers stay in the
Opening Stage until a
large industry consolidator
changes the rules of the
game by using its scale to
dominate the others.

just three top-tier players—TMP, CareerBuilder,
and Yahoo!. These three companies now control
66% of online recruitment Web site revenues.
Yahoo! beat out TMP in the race to acquire a
leading player named HotJobs.com last year, and

CareerBuilder acquired HeadHunter.net.

Of course, not all consolidation occurs at this speed, but all indus-
tries consolidate nevertheless. For example, with the invention of steel
melting, there were immediately hundreds, if not thousands, of steel
mills around the world trying to capture a part of the market. The same
held true for the automobile industry and the hotel industry. The hotel
chains—which classically originated in North America—are now
dominating the world hotel market, where establishments were tradi-
tionally family-owned businesses and therefore highly fragmented.

With too many companies chasing a finite share of market, the
stronger companies in the space begin looking around for candidates
they might buy to achieve synergies. At the most deconsolidated level,
too many companies are doing the same thing.

At this point, competition can continue only in two ways. The first
is for the more efficient operator—the one that has the best product or
service, the best organization, and the most efficient means of serving
the customer—to drive the less efficient rival out of the market through
aggressive competition. The other option, of course, is to buy the com-
petitors out. Automatic Data Processing (ADP) used these methods
when it started consolidating the payroll processing business.

The incentives for mergers are clear: aside from achieving a syner-
gy in which the whole is greater than the sum of the parts, the combined
revenues of the two entities could result in higher overall profits as well
as an increase in market share, while the combined cost of doing busi-
ness goes down. Consider the following two industry examples.

U.S. car dealerships. The single biggest business expense in any
auto dealership is the cost of carrying inventory. Dealers have an enor-
mous amount of capital and real estate tied up in vehicles. On a local
level, two neighboring car dealerships—each with 500 cars in inven-
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TMP WoRLDWIDE

TMP Worldwide is a fascinating example of a company moving
through Stage 1 of the Endgames consolidation curve. Founded in
1967, TMP was originally a Yellow Pages advertising agency. As part
of an acquisition it made in the early 1990s, TMP stumbled upon an
Internet-based résumé posting board that it built up and relaunched
as Monster.com.

Soon, Monster.com emerged as an integral part of TMP’s famous
“Intern-to-CEQ” strategy to dominate the global recruitment solu-
tions industry. Right in the middle of the Internet boom, TMP man-
agers realized that to dominate this space they would have to enter
a rapid acquisition and consolidation stage. In just four years, TMP
acquired and integrated more than 70 companies globally. These
included many of the start-up and established Internet career portals
such as FlipDog.com (United States) and Jobline (Sweden), employ-
ment agencies and recruitment firms such as QD Legal (United
Kingdom and Asia), TASA (Hong Kong), Morgan & Banks (Australia),
and Melville Craig (Scotland), and online advertising services compa-
nies, including IN2 (United States).

In typical Internet time, TMP swiftly executed its Endgames rapid
consolidation phase. Without its foresight, which made the Internet
the rallying cry for its future business model, it would have become
an "also-ran,” almost certainly bought out by a faster, stronger com-
pany. Instead, TMP moved quickly and decisively, building the com-
pany'’s success on three critical pillars:

1. Deep knowledge of potential acquisition candidates and the
ability to screen, weed out, and close deals with the highest-
potential players. TMP developed a powerful capability to iden-
tify the best players on a country-by-country basis among thou-
sands in a highly fragmented industry.

2. Global vision and foresight to execute Endgames consolidation
worldwide from the outset.

3. Merger-integration know-how that was embedded into all
facets of the business. Because most of TMP's acquisitions were
small (well under US$100 million) and it completed so many
deals, the company often had several merger integration
efforts going on simultaneously around the world.
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tory—could combine. But when joined to form a super dealership, they
might need only 750 cars. That’s a much larger selection than the cus-
tomer originally had access to at each car lot, so it’s better for the cus-
tomer. And the synergies gained in terms of cost savings to the com-
bined dealership are obvious. In addition, larger dealerships can more
easily afford to invest in technology such as computer systems that can
lower costs and make the operation run more efficiently. Add such
cost-saving benefits such as pooled purchasing of direct and indirect
goods and cash flow improves dramatically. So do profits.

Looking back, the 1950s were the heyday for U.S. auto dealers.
More than 50,000 dealers sold about 6.5 million cars, surpassing the
previous peak set in 1929. By 1996, however, the number of dealers
had declined by 50%. The group that suffered the greatest drop was the
smaller firms that sold fewer than 150 new cars per year: nearly 65%
of these dealerships disappeared between 1976 and 1989.2 Meanwhile,
larger dealers are on the rise.

Another tectonic shift in the industry lies in the dramatic increase
of used (or pre-owned) car dealerships, which has been largely fueled
by the rise in the number of late-model used cars coming out of leas-
ing programs. This launched a new type of auto superstore in the early
1990s that typically holds an inventory of well over 1,000 cars,
employs sales consultants rather than high-pressure salespeople—
often on salary, not commission—and offers no-haggle pricing. Some
auto superstores are public companies whose access to capital markets
gives them a low-cost way to finance their inventories. Some also sell
new cars. Car manufacturers, in turn, are buying up some of these auto
superstores and consolidating them.

The first “pure” industry consolidators began appearing in the late
1990s. These consolidators combine a large number of formerly inde-
pendent dealerships from many states into a “megastore” for new and
used cars as well as auto repairs. They are branded as one-stop shops
designed to simplify the car buying process for consumers.
Consolidators continue to grow as many dealerships—especially mar-
ginal ones—prefer to join with them rather than continue struggling as
independent dealers. According to Forrester Research, another 7,000
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independent dealers will vanish by 2022.

While industry costs are being squeezed, some companies contin-
ue to thrive. United Auto Group—a public company and the third-
largest player in the United States with 127 franchises—has seen earn-
ings grow by an average annual rate of 31% since 1999. Now United
Auto Group has cast its eyes across the seas, announcing expansion
plans to sell Mercedes-Benz passenger cars in the United Kingdom.
The strong consolidation activity that is well under way among U.S.
auto dealers remains at a much earlier stage of the cycle in Europe—
but this is about to change.

In fact, deregulation in the European Union is spurring consolida-
tion in the car dealership industry. Before February 2002, the law
allowed European car dealers to enter into exclusive contracts with a
single manufacturer. In return, the manufacturer could not supply the
same models to another dealer in the same region. This law also
restricted dealers to go cross-border.

With the abrogation of this law, car dealers will now be able to sell
multiple brands without regional restrictions. Car dealers from other
countries are free to open stores in any area. This puts pressure on the
dealerships to lower their prices to compete with foreign dealers and
on car manufacturers to increase their market share.

The demise of the law, combined with a less regulated market,
marks the Opening Stage in the European car dealer industry. Industry
analysts are already predicting a consolidation wave, with smaller fam-
ily-owned businesses being gobbled up by larger dealers. Eventually,
analysts expect the shakeout to result in a small network of strategic
core dealerships—comparing it to the shakeout that is occurring in the
U.S. automotive supplier industry. And the dealers expect competition
to grow increasingly fierce in tandem with consumers’ demands that
companies sell and provide services via the Internet.

Railroads. Because many railroads fell into the state-owned or state-
regulated category, many are consolidating—or even deconsolidat-
ing—depending on their nationality. One of the biggest consolidation
moves in European history took place between the German state-owned
freight rail company, DB Cargo (Mainz), and its Dutch counterpart, NS
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Cargo (Utrecht). The combined company was named Rail Cargo
Europe. At the time of the announced merger, its projected revenue was
US$3.5 billion based on the transport of more than 310 million metric
tons of freight annually. One of the greatest benefits of combining the
two entities involved the elimination of stops at the Dutch/German bor-
der, which required changes for both locomotives and drivers because
of differences in power, signaling and safety systems. The two compa-
nies pledged to convert their locomotives to make them compatible and
announced further plans for a nonstop freight rail service between
Rotterdam and Germany. A year and a half prior to the effective date of
the merger, the two firms placed joint orders for new locomotives that
would operate between both countries. They also began cross-training
engineers so they could operate in both countries.3

In the United States, railroads have been consolidating and pursu-
ing market solutions since the passage of the Staggers Act in 1980.
Since then, productivity has increased, more than US$200 billion has
been invested in equipment and infrastructure improvements, the acci-
dent rate has fallen by 70%, and shipping rates have been sliced in
half. In addition, the U.S. Surface Transportation Board also approved
several cross-border acquisitions of U.S. regional freight lines by the
Canadian National Railway (CNR) in an effort to further improve end-
to-end service for customers in key areas. CNR serves all of Canada,
parts of the U.S. Midwest, and Buffalo, New York.

Finally, in the United Kingdom, the state-owned rail system is
being replaced by new companies that carve up territory on the state-
owned rails, but will provide their own service. Of course, there must
be some coordination among the service providers, but these should be
easily solved by private industry.

STAYING AHEAD OF THE CURVE: STRATEGIC
LESSONS FOR THE OPENING STAGE
Build up entry barriers to prevent deconsolidation. Defend ter-

ritory at all costs. Once all available market space is staked out, it
becomes too expensive or time-consuming for a new company to enter
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the field. This is a time for industry pioneers to protect their first-mover

advantage. The key is to prevent competitors [ -~ territory at all

from proliferating, but how? If you work in the | costs. Once all available
nanotechnology business, you would want | market space is staked
out, it becomes too expen-
sive or time-consuming for
ble. In e-business, Priceline.com was able to | a new company to enter
the field.

patents approved for as many products as possi-

patent its business model. The same logic holds

true for almost every other business as well, high-tech or otherwise.
What does your company have that’s worth defending, patenting, copy-
righting, or service marking?

Capture market share by focusing more on revenue than prof-
it. To the swift go the spoils, at least in the market share wars. True,
many dot-com companies went too far with this lesson and ignored
profits altogether—and have since disappeared. Still, the emphasis for
Stage 1 companies should rest more with amassing market share than
hitting profitability targets. In a sluggish economy, investors may not be
as patient as they were with Amazon, for example, but with a solid
Endgames strategy profits will follow.

Closely monitor the external political environment to profit
fastest from any legal changes. The first companies to act in a
changing environment will capture mind share, thereby extending mar-
ket advantage, just as the Development Bank of Singapore did.
Lobbying can be a great tool for staying in the loop: By knowing what’s
happening in legislative circles, you may be able to influence outcomes.
In the same vein, tracking major legislation efforts and employing lob-
byists or funding political action committees that mirror your business
interests will also be useful. For retailers and manufacturers, this may
entail monitoring trade agreements such as the North American Free
Trade Agreement (NAFTA) for new developments on the horizon.

If you foresee that an outcome will not be desirable, be prepared to
act accordingly. When deregulation of the power industry was
approved in the United States, there was advance notice for those who
sought to react with a new strategy or make aggressive moves to
strengthen their market position.
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If you cannot dominate the whole industry, focus on the most
attractive industry segments where your company can win. Win-
ners in the Opening Stage learn to dominate an area where opportunity
is substantial, rather than trying to spread their expertise across the
entire industry. A pharmaceutical company, for example, is best served
by focusing on a single condition. AstraZeneca has mastered this by

Winners in the Opening
Stage learn to dominate
an area where opportuni-
ty is substantial, rather
than trying to spread their
expertise across the entire
industry.

holding patents on Prilosec and Nexium, the
number-one and -two drugs for treatment of acid
reflux, a chronic condition affecting as much as
10% of the middle-aged population. Similarly,
TMP was successful because it carved out the

online recruiting space rather than the entire

(online and offline) recruiting space.

Master—then accelerate—the acquisition process to capture
volume. Perfecting acquisition skills takes time and experience. The
sooner these are developed, the better the chances for market leader-
ship later on. Integration skills are key to making the majority of con-
solidations work. In Afier the Merger, Max Habeck, Fritz Kroeger, and
Michael Traem discuss the seven rules for merger success, namely:
vision; leadership; going for the growth; looking for early wins—in
assets, with customers and knowledge; cultural integration; communi-
cation, communication and communication; and prudent risk manage-
ment. (For a detailed explanation of these rules, see Chapter 7.)*

Form an open, integrated culture that will become the back-
bone for future growth. As a first mover, part of the advantage in
preempting competitors lies in preserving and nurturing key employ-
ees. Building an environment that encourages people to stay is just as
important as erecting entry barriers to keep competitors out—and both
help sustain a first-mover position. Luring top employees away from
other organizations, in fact, is a key strategy for fast movers and other
companies looking to establish market share in a start-up industry.
After all, they know the core processes—such as sourcing, logistics,
and fulfillment—of the lead players.

And once they are aboard, the company must foster their develop-
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ment and ensure that the key employees stay a long time—not just for
the two- to five-year strategic planning horizon. The corporate culture
must therefore be both satisfying and challenging. It is only through a
competitive and strong workforce that companies can offer the best
products and services.

For merging companies, ensuring stability and openness within
employee ranks—from both organizations—is particularly ecritical.
Companies with a closed and uniform culture often experience diffi-
culties in taking over other companies or even employees who have
worked outside their own company for some time. Although a strict cul-
ture can be a strength in its own right, it also has severe limitations
when the company experiences a growth spurt.

The only sure way to get new employees who will stay is to imbue
them with the specific company culture. Companies that excel in this
area include Wal-Mart and the German discounter Aldi. On the other
hand, such a strong and specific culture makes it difficult to acquire
companies as a whole, and sometimes requires specialists from outside
to refresh the company’s ranks.

Be prepared for anything in a deregulating industry. Once priva-
tization or new competitors arrive—and can’t be stopped—Ilook outside
your borders for best practices and clues to prepare for the new environ-
ment in which you will be competing. See what’s happening and what has
occurred in other states or countries where markets have opened up.

The global utilities industry is an excellent example. As Figure 3-
2 illustrates, the growth performance of most of the global utility com-
panies is concentrated in a narrow band because of their regulated
legacies. But we are beginning to see stratification of performance
among the U.S. utilities that have been deregulated for several years.
Many have used mergers aggressively to gain economies of scale and
to expand internationally as part of their Endgames strategy. As the
global level of regulation in the utilities industry falls, there will be a
massive shakeout as the effects of Endgames transform the industry. By
benchmarking what’s happened in other places, executives will have a
better sense of how to react to certain market changes and anticipate
common problems.
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Figure 3-2. Global utilities industry (CAGR 1996-2001)

Also, when a monopoly situation ends, it’s critical for companies to
examine both their pricing structure and customer relationships. When
no choices exist—as was the case with railroads, airlines, and telecom-
munications companies—it’s easy to overlook customer loyalty and
customer satisfaction, as well as price point issues. In a deregulated
environment, pricing becomes paramount. With little loyalty, customer
attrition can be high and defection to lower-price competitors swift. To
realign prices, companies must look at costs and, if adjusting or lower-
ing prices means that costs get squeezed, then it’s a sign that process-
es must be reexamined or even reengineered entirely to eliminate fat
and waste.

READY FOR SCALE?

As companies reach the end of the Opening Stage, the landscape takes
on a much different look and feel. The open space is gone and groups
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of lead players are beginning to emerge. At this point, the strategy
shifts from claiming ground to building a corporate powerhouse.

This is just what Stage 2 is about. As the name implies, the Scale
Stage is when growth becomes paramount—and the stakes are raised
accordingly. Just as in the Opening Stage, only a handful of players that
begin will live to tell the tale by the end. For the best chance of sur-
vival, players need a solid Stage 2 strategy from the beginning ... so
read on.

Notes

1. Stephan Richter, “Quo Vadis, Deutsche Telekom?”” Chief Executive,
December 2000.

2. 1950 dealership data is from the National Automobile Dealers
Association, Industry Analysis division. Later data is from the
Bureau of Labor Statistics. In 1976 there were 13,200 dealerships
selling fewer than 150 units per year and by 1998 that number had
dropped to 4664.

3. lan Young, “Rail Merger Raises Industry Hopes,” Chemical Week,
September 22, 1999.

4. Max M. Habeck, Fritz Kroeger, and Michael R. Traem, Afier the
Merger: Seven Rules for Successful Post-Merger Integration (London:
Financial Times Prentice Hall, 2000).



C“a;’::: The Scale
Stage

If it’s not growing, it’s going to die.

—Michael Eisner
Chairman and CEO, Walt Disney Company

aving risen through Stage 1, companies have laid claim to all

of the available territory. Now it’s time for them to build scale.

Leaders must devise new strategies to expand, grow, capture

market share and protect their turf—all to continue their climb up the

Endgames curve. Stage 2 is when industry leaders stand tall. Whether

or not they are conscious of their Endgames strategy, as they look across

the landscape they must constantly analyze their next acquisition target

The race for position and
market share capture
comes into full swing and
as it progresses, position-
ing of the leaders fre-
quently changes.

or assess a new growth plan. Typical Stage 2
industries include hotel chains, breweries,
banks, homebuilders, automotive suppliers,
restaurants and fast-food chains (see Figure 4-
1). The race for position and market share cap-
ture comes into full swing and, as it progresses,

positioning of the leaders frequently changes (see sidebar: “Changing

Positions”). Even the partners that the leaders choose for customers,

suppliers, and allies may change.
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Sources: Value-Building Growth database; A.T. Kearney analysis

Figure 4-1. Industry concentration rate in the Scale Stage

CHANGING POSITIONS

A scorecard can often come in handy in Stage 2. A merger may be
announced one day and the number-three player quickly takes the
number-two spot. The following week, another merger between the
third- and fifth-ranked companies propels the combined entity into
second place. The old number two reacts by going after additional
companies to regain its position. The game quickens and the stakes
are raised. A war of attrition is often not enjoyable, even for the vic-
tor.

In some cases, strategy has been more reactive than proactive. In
discussing the paper industry’s US$18 billion M&A binge, Kari Toikka,
senior vice president of Finland’s UPM-Kymenne, said: “We simply fol-
lowed what was happening in our customers’ industries. Global pub-
lishers of magazines like Elle want a consistent look and quality
around the world. Their approach is to reduce their number of sup-
pliers, because they can get better products and better terms.”

In situations when only a few players remain, another phenome-
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non occurs. A merger between the number-one and -three players
actually creates a more stable market and provides a safe—and prof-
itable—harbor for the number-two rival. The lawn and garden long-
handled tools market illustrates this situation. The number-one com-
pany, Ames (a Division of U.S. Industries until recently) acquired Tru-
Temper from Huffy Corporation. Although the combination of the
number-one and number-three companies created a business three
times the size of number two, Union Tools (a division of Acorn
Products), the move was actually beneficial to both companies.

The reasons are simple: retailers prefer having alternative suppli-
ers, both for competitive reasons and for security of supply. When
numbers one and three are combined, the top three become the top
two—and the player in second suddenly becomes more important
strategically to their mutual customers. The market leader could try
to overwhelm the second-position competitor with a massive lower-
price, cost-cutting attack, but that’s a dangerous move. The result of
such a step often is lower profits for the leade—and a new (perhaps
more troublesome) replacement in the number two slot. So the num-
ber-two supplier’s position is stable and safe in this scenario. This
small industry represents a microcosm of what happens in many larg-
er industries as companies move through the Scale Stage to fortify
their market share and position.

In Stage 2, the increase in scale improves production, spreads
fixed costs and earns profits. However, profits are still slim because
pricing becomes extremely competitive. And, as always, strategy is
key to gaining or maintaining a winning position. Companies must
determine which market segments to stake out, and not all of them are
equally rewarding. Some segments may be unattractive because they
require disproportionate investments; others may be desirable
because they offer a foothold into a new or newly accessible market.
As a result, companies must determine how much investment is
required or, more specifically, estimate the return on capital that will
be provided in their desired segments.

Similarly, while companies must be quick to consolidate and grow,
they must be careful to avoid taking on more than they can handle
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financially. During a consolidation wave, the intense desire to grow and
acquire sometimes overcomes this financial reality. When this hap-
pens, companies find themselves strained for working capital. As a

result, they incur excessive borrowing costs, and
ultimately struggle under the burden of what
looked like valuable acquisitions. The problem
may be exacerbated if the new acquisitions are
not well integrated. Sheer size is no guarantee of

Sheer size is no guarantee
of genuine long-term mar-
ket leadership, unless that
size is properly leveraged

for financial advantage or
market position—and ide-

ally both.

genuine long-term market leadership, unless

that size is properly leveraged for financial advantage or market posi-
tioning—and ideally both.

In fact, this point—size and scale do not automatically confer
industry-leading market capitalization—is the most important lesson
companies in Stage 2 must master. Consider the global automotive
industry. Over the past decade, most of the largest competitors in this
space have used mergers as a tool to add to, or maintain, their market
share. General Motors, the world’s largest automotive company, took
significant equity positions in a number of automotive companies
including Saab, Isuzu, Subaru, Suzuki and now Daewoo. Similarly,
Ford acquired Volvo and Jaguar; Daimler-Benz snapped up Mitsubishi
and Chrysler to form DaimlerChrysler; and Renault bought Nissan.
Toyota, on the other hand, has rarely used mergers as a strategic tool.
It is the third largest automaker and holds about 10 percent of the glob-
al automotive market, well behind GM and Ford. Nonetheless, Toyota
has had the biggest market capitalization of any auto company at sev-
eral points in the past decade. Why is this so?

A key reason is one that we just mentioned: size, especially in the
automotive industry, does not always equate to superior business per-
formance. Japanese carmakers, for example, do not have the addition-
al cost burdens of unionized labor contracts and hourly paid employee
pension funds that their U.S. and European competitors do. Also, tech-
nology and production strategies vary widely among automotive com-
petitors, producing significant cost differences.

With regard to the Endgames strategy, merely announcing—or even
completing—a merger does not guarantee a boost in market capitaliza-
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tion. Only by successfully integrating the two companies will benefi-
cial long-term results emerge. Once again, the automotive industry’s
track record has not been good. Other, more pressing internal business
problems have hampered Ford’s merger integration timetables, and
DaimlerChrysler experienced numerous challenges in integrating the
different cultures, management styles and business models of Daimler-
Benz and Chrysler. Toyota, though, stuck to its business model and has
been successful as a result. The Scale Stage of the Endgames curve is
one of brutal competition. The players that grow strategically, and suc-
cessfully use mergers as a competitive weapon, emerge victorious.

The Stage 2 landscape is also different than Stage 1 in that there is
much more stratification of the growth performance of the global play-
ers. For example, in the global banking industry, as shown in Figure 4-
2 (next page), a few competitors are beginning to emerge as the global
leaders, but there is a huge middie pack that could overtake them. And
for the leaders, there are still hundreds of acquisition opportunities for
them to expand their business footprint and continue their journey up
the Endgames curve.

STAGE 2 SNAPSHOTS: WHO's WHO

By the end of the Scale Stage, freedom of choice is widely limited
because the major players have formed their empires, and few valuable
picks remain. In other words, much of the blueprint for the final

Those companies that
have fallen behind or
have not been acquired
during this stage may be
forced to choose niches as
temporary hiding places
until they can become
attractive to consolidators.

Endgame has been drafted. Those companies
that have fallen behind or have not been
acquired during this stage may be forced to
choose niches as temporary hiding places until
they can become attractive to consolidators.
Even storied companies such as BMW must
consider this as a future challenge. Time, as

we've established, is critical, and companies that are in Stage 2 must
move quickly yet carefully. For snapshots of industries—and individ-
ual companies—traversing the Scale Stage, take a look at the follow-
ing examples.
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Figure 4-2. Global banking industry (CAGR 1996-2001)

Software industry. Customer relationship management (CRM) soft-
ware, like other e-business related areas, has moved from the Opening
Stage into the Scale Stage and is right at the inflection point of consol-
idation. New industries begin with a single successful company that
achieves a generous market capitalization. That company, in turn,
begins to attract competitors. These hopeful competitors proliferate;
however, many don’t get enough traction in the market to achieve crit-
ical mass and remain unprofitable until the consolidation begins.

The most successful companies consolidate their early gains by
acquiring market share—they gobble up the fingerlings. In CRM, a spe-
cialty software area, this plot is unfolding pretty quickly. CRM software
sales stood at US$11.8 billion in 2001 and were expected to reach
US$14.2 billion in 2002. Siebel holds a 28 percent market share,
Peregrine has 9 percent and Oracle follows with 7 percent. PeopleSoft,
SAP, Trilogy and Epiphany hold a combined total of 12 percent, and the
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remaining market share is divided among smaller players. In sum, seven
players have 56 percent concentration, with the rest sharing 44 percent.
Also, the fact that the top three players—although Siebel is far and away
the leader—hold a combined market share of 44 percent means that the
industry is moving up the Endgames curve rather quickly.

The smaller players, including Kana Software, Onyx Software and
Primus Knowledge Solutions Inc., are struggling, making the market
ripe for takeovers. Clearly, battles will erupt over market share in such
a fast-growing area. Of course, Oracle and Peregrine also have prod-
ucts that serve other markets, as does SAP. It’s also possible that a new
competitor could enter the marketplace in a diversification move (IBM,
perhaps?) and scoop up several small players to take a major position
if it sees CRM as a high-growth market.

Automotive parts industry. The global automotive business is char-
acterized by a never-ending battle for margins between automotive
parts suppliers and automotive original equipment manufacturers, or
OEMs. In recent years, this turf war has been a fascinating example of
merger Endgames in action.

In the mid- to late-1990s, larger first-tier automotive parts suppli-
ers pursued a systems integrator strategy by consolidating their indi-
vidual sub-industries. They believed they could reap higher margins
from OEMs by offering “plug-in” modules such as integrated door
assemblies or entire car interiors, as opposed to simply offering the
individual parts. Some examples of this Endgames strategy include:

m TRW purchased LucasVarity in 1999 to become the leading
braking systems supplier in the world.

m Lear Corporation bought United Technologies” automotive divi-
sion in 1999 with the goal of supplying OEMs with “full-service
modules” that integrate interior systems with electrical systems.
In the same year, Lear purchased Ovatex and Polovat, two small-
er automotive interior suppliers, in addition to Donnelly
Corporation’s 50 percent interest in Lear-Donnelly Overhead
Systems, an overhead interior systems business.

m Johnson Controls bought Ikeda Bussan, a Japanese automotive
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seating company and the main supplier of seating systems to
Nissan. This purchase served as a starting point for selling
Johnson’s entire range of seating systems to the Japanese OEMs

in 2000.

More recently, private equity firms such as Ripplewood Holdings
have led the consolidation of second-tier automotive parts suppliers,
largely with the same objectives as the first-tier consolidation wave.

The emergence of these systems integrators raises an interesting
question: Just how much manufacturing does an OEM need to do in-
house? Volkswagen has a well-known assembly plant in Brazil that is
a great example of this emerging large-scale outsourcing trend. Third-
party suppliers deliver all the major parts of the vehicle—including
rolling chassis, interiors, engine drive trains—to the plant, where it is

merely assembled into its final form. The erst-

while manufacturer, in the Scale Stage, has now
become a designer, marketer, brand name, and

The erstwhile manufactur-
er, in the Scale Stage, has
now become a designer,
marketer, brand name and

systems integrator. The capital, asset and labor- systems integrator.

intensive parts and systems manufacturing and
assembly has been pushed back down the integrated supply chain to
large suppliers.

Does a potential new business model emerge during the Scale
Stage? Perhaps along with the Scale Stage a new platform or basis for
competition emerges—as a designer, marketer and branded systems
integrator—and not as a basic producer. Such diverse companies as
the Sara Lee Corporation, Puma, Sony and Nokia (among others) have
chosen this model. Is the Scale Stage also leading to new business
models and new definitions of scope?

Health care products industry. Johnson & Johnson, one of the
world’s leading health care products companies, has taken an innova-
tive approach to its Endgames strategy. Clearly in a Stage 2 industry, it
has not followed the path of its main competitors such as Pfizer,
Bristol-Myers Squibb, and Eli Lilly, which have divested all of their
non-pharmaceutical businesses. Instead, it has segmented the phar-
maceutical industry more finely and built an Endgames strategy
around creating scale in each of its three core businesses: consumer
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products, medical devices and diagnostics, and pharmaceuticals. The
resulting strategy has been executed through three guiding principles:

1. Acquire to build or reinforce Johnson & Johnson’s competitive
position in each of its core businesses. Examples include its
acquisitions of Centocor and Inverness Medical Technology
(biotechnology and diabetes care businesses, respectively) to
help build competitiveness in pharmaceuticals; DePuy, an ortho-
pedics device company, for its medical devices business; and
Neutrogena for its consumer business.

2. Acquire to create or enhance synergies among its core business-
es. An example of this was Johnson & Johnson’s 2001 acquisi-
tion of Alza, which designs controlled-dosage drug systems such
as skin patches. Alza’s prescription pharmaceutical business will
increase the scale of Johnson & Johnson’s pharmaceutical busi-
ness, while its drug delivery capabilities allows Johnson &
Johnson to improve the effectiveness of many of its products in
both its pharmaceutical and consumer businesses.

3. Actively review the portfolio of businesses and divest or spin off
businesses that become commodities, or suffer from reduced
margins. While Johnson & Johnson has made more than 45
acquisitions over the past dozen years, what is less widely recog-
nized is that it has divested more than 20 businesses, typically
lower-margin commodity businesses, such as surgical gowns,
latex gloves and other units that no longer fit the company’s long-
term growth strategies.

Johnson & Johnson has lowered its Endgames risk profile by pur-
suing an Endgames consolidation strategy across many sub-industry
segments at the same time. It is also successful at extracting value from
acquired companies because it empowers business unit leaders to
implement the merger integration themselves. As a result, Johnson &
Johnson’s core businesses—not the acquired companies—are always
the driving force and focal point of the business. In addition, merger
integration know-how has become widely dispersed throughout the
company—a powerful embedded capability.



The Scale Stage 51

Brewing industry. One of the world’s oldest and perhaps favorite
industries is the brewing business. With nearly 500 years of history
behind it, the industry has clearly been slow to move up the Endgames
curve. In large part, this was due simply to logistics: Like dairies,
which produce perishable milk products, breweries struggle to find the
right geographic locations to assure economical distribution and prod-
uct freshness. Smaller countries can accommodate a proliferation of
local breweries, whose higher production scale costs are offset by
lower, local delivery costs. In larger countries such as the United
States, it’s not unusual to find placement of Anheuser-Busch breweries
in strategically efficient distribution locations. Coors beer, for example,
was brewed in a manner that required refrigeration during transit, so
its distribution area—and thus potential market—was limited prima-
rily to the Western United States through the 1970s.

Most of the world’s beer markets are mature and offer only limited
potential for further volume development: aside from Germany, where
the industry is still quite fragmented among small companies, only a
few players dominate in each market (see sidebar: “Is Bigger Better for
German Brewers?”). For example, only two breweries, Brasseries
Kronenbourg and Brasseries Heineken, lead the French market. In
Spain, Grupo Cruzcampo, San Miguel, Mahou, El Aguila, and Damm
were the five remaining players left in the market before Heineken
formed a Spanish conglomerate integrating Grupo Cruzcampo and El
Aguila. In the United States, market leaders Anheuser-Busch, Miller,
and Adolph Coors hold 80% of market share.

Is BIGGER BETTER FOR GERMAN BREWERS?

Few industries can boast such a long, rich heritage and storied tradi-
tions. By 1516, beer had become such a popular beverage that Wilhelm
IV of Bavaria created a special law, the “Reinheitsgebot,” which dictat-
ed the exact ingredients allowed in beer. Even today, German brew-
eries follow the quality standards set by this law, and international
breweries that want a share of the German market abide by it as well.

As a result, Germans tend to think of themselves as the founding
fathers of beer and continue to value their breweries and beer quali-
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ty. When compared with the international competitors, however,
German breweries are only minor players: Anheuser-Busch (United
States) has annual sales of about 130 million hectoliters (hl), Heineken
(Netherlands) about 100 million hl, and Interbrew (Belgium) about 90
million hl. By contrast, the largest German brewery, Warsteiner, has
sales of about 5 million hl per year.

Similar discrepancies in production volume are found in the mar-
kets for malt beverages across the world. The German market
remains extremely fragmented, with more than 1,200 breweries
active today. Thanks to strong consumer loyalty, many small family-
owned breweries still exist in Germany and have avoided being swal-
lowed up by the consolidation waves affecting the rest of the world.

Still, many of the country’s small companies are under pressure to
consolidate. Nonalcoholic beverage companies are gaining market
share, consumers are becoming more health conscious, and general
consumption is on a downward trend. 30 years ago, the annual per
capita consumption in Germany was at roughly 140 liters; in 2000 it
was down to 120 liters. Today, as nonalcoholic beverages make
inroads in the market, companies have raised their marketing spend-
ing and sponsorships, shrinking profit margins in the process. Only
the well-known brands with strong marketing enjoy healthy profits.

The current condition in the German brewery industry is already
evidence of a maturing market and the beginning of consolidation:
Interbrew first bought Diebels and spent DM3.5 billion for Beck & Co.;
Heineken formed a joint venture with Paulaner. The German market
will eventually become oligopolistic, as is the case in all other countries
around the globe. Smaller family-owned businesses ultimately must
join the larger conglomerates that offer needed economies of scale.

Such regional maturity sets the stage for increased cross-border
mergers and globalization. Scottish and Newcastle, the biggest brewer
in Britain, has been a steady growth company in its home market, while
its larger competitors—Carlsberg, Heineken, and Interbrew—Ilooked
to Eastern Europe for emerging growth opportunities. However,
Scottish and Newcastle’s takeover in early 2002 of Finland’s largest
brewer, Hartwall, for US$1.7 billion clearly changes the picture. The
hidden gem in the Hartwall deal is its stake in Baltic Beverage
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Holdings, which gives Scottish and Newcastle an instant market pres-
ence in Russia, Latvia, Estonia, and Lithuania, where growth has been
steadily upward. The deal also puts the company on a probable colli-
sion course with Carlsberg, which also has a stake in Baltic Beverages.

Just a few months after Scottish and Newcastle acquired Hartwall,
another major industry shift was announced: Following months of
speculation, London-based South African Breweries, PLC (SAB) pur-
chased Miller Brewing from Philip Morris for US$5.6 billion. The
merged company—SABMiller—will be the world’s second-largest
brewing company and a leading player in the United States, the indus-
try’s most profitable market.

Eventually, as the industry continues its climb up the Endgames
curve, smaller companies will fall victim to the emerging global pow-
erhouses that benefit from economies of scale.

SCALING THE SCALE STAGE

Clearly, Stage 2 is about growth—healthy growth, that is—and about
gaining scale as quickly as possible. What do we recommend for com-
panies struggling to scale Stage 27 Of course, there is no one-size-fits-
all diet that will transform a relative lightweight into a heavyweight
overnight: Different companies and industries require different

approaches. Still, the basics for growth are
immutable: mergers, globalization, brand con-
solidation, and market extension. Mastering all

Stage 2 is about growth—
healthy growth, that is—
and about gaining scale as

quickly as possible.

of these may not be necessary, but if you don’t
excel in most of them, your competitor (the one that’s growing over in
the corner) will.

Making mergers work. Historically, mergers have not added value
in proportion to expectations. This fact reveals a fundamental flaw in
the strategy behind most mergers. There are two kinds of benefits that
must be reaped. The first is the rationalization and consolidation of
economies, which may be substantial. The second, and perhaps more
important, is the ability to capitalize on the scale, size, and scope of the
new, larger company. Unless this latter strategy is well conceived and
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executed, the result is a short-term surge in profits followed by a long-
term sag, often sinking below pre-merger levels.

The more carefully the acquirer considers the potential synergies
and leverage of the acquisitions, the more likely a successful financial
outcome. Obviously, markets—by which we mean both customers and
financial investors—respond to well thought-out acquisitions and
reject ill-advised ones. Without a favorable reaction from these con-
stituencies, the acquirer may struggle to generate the positive returns
to match the “buzz” around the acquisition.

In Stage 2, executives must ask themselves what, specifically, is the
unique competitive advantage on which the consolidated company will
build future growth and long-term profitability. Simply buying competi-
tors is not enough. Remember: in mathematics, the sum of two negative
numbers is an even larger negative number. The same holds true for
combining companies. Alternatively, choosing companies with unique,
proprietary, and complementary value propositions can create genuine
synergies that result in dominant market positions earned, not bought.

Industry titans such as GE, Cisco Systems, Newell Rubbermaid, and
Medtronic, to name a few, lead in the game of strategic acquisitions. These
companies have set the bar not only in terms of number of acquisitions,
but more important, in terms of successfully integrating them (see side-
bar: “Integration Checklist”). In other words, companies must be able to
not only integrate an acquisition target, but effectively run it as well.
Integrating I'T systems, for example, is a criticak—and complicated—step
(see sidebar: “The IT Platform Is a Consolidation Linchpin”). The Newel-
lization approach, in which the acquired company achieves the same
level of efficiency as its parent in approximately two years, has been the
most successful, despite some high-profile stumbles.

Mapping out globalization. In the Opening Stage, industries may be
concentrated on a local, regional, or maybe even national scale. But
once the Endgames move to Scale Stage, the geography changes. Going
global is a critical means of increasing mass. To be a true world leader,
a company must participate in a meaningful way within the global
triad—the Americas, Europe, and Asia Pacific. International expan-
sion presents significant market opportunities to gain the resources
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INTEGRATION CHECKLIST

Thinking of acquiring a new company? Choosing the right target is
only half of the battle: some of the best “fits” fail to live up to their
potential due to missteps after the ink dries. The necessary due dili-
gence is intense and for long-term success companies must master
it—there is no getting around it. Although each acquisition is unique,
having a set strategic framework that addresses the following inte-
gration categories is key:

m Price. Pay the right price and take write-offs up front.

m Processes. Learn the processes and eliminate misfits.

m Integration. Seamless integration of key functions, particular-
ly IT systems, is critical and must occur as soon as possible.
Additionally, companies in each industry must identify their
own unique systems—procurement and logistics for the retail
industry, for example—and ensure that they are a top priority.

m Culture. Create an open culture and communicate aggressively.

m People. Retain key people and know-how, eliminating those
who must go, fast and cleanly.

Of these lessons, the single most important one is fostering an
open culture that readily embraces the employees of the acquired com-
pany. If the employees don't feel comfortable with the new owners,
they will leave, thus destroying a substantial part of the acquisition’s
value. Of course, grants, patents, processes, and goodwill all fall into
the value equation as well, but in most cases, the people matter most.

If there are key contributors who came with the acquisition (and if
there aren't, why was it acquired?), create positions that will motivate
them and keep them from jumping ship. Key actions for this include:

Decide on the right structure. A decentralized organizational
structure—with key people in the right position—that pushes deci-
sions downward to lower levels often helps new organizations adapt.

Understand and simplify the processes. Putting two companies
together is difficult enough when they do things in similar, flexible
ways—but nearly impossible if they cling to old, provincial processes.

Choose the culture to build around. Look at the culture of the tar-
get company. Is it uniform? Is it open or is it insular? In other words, is
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it one where very few outsiders come in at a higher level, such as Wal-
Mart and Procter & Gamble, or does top management welcome exec-
utives from a variety of backgrounds? Understanding the organiza-
tional culture of the target company helps executives take the neces-
sary steps to reshape their own organization accordingly.

In Chapter 7, we offer some more merger integration lessons in
the sidebar, “Seven Steps to Merger Success.”

THE IT PLATFORM Is A CONSOLIDATION LINCHPIN

One of the most critical—in fact, indispensable—elements of the
Scale Stage is that the acquiring company must have an IT plat-
form/system capable of serving the combined companies. Islands of
separate, incompatible systems cannot be sustained. Depending on
the nature of the business, the iT platform must at least include an
enterprisewide (enterprise resource planning or ERP) base system
upon which all core transactions can be handled. Companies such as
SAP, Oracle, Computer Associates, and J.D. Edwards are among many
that provide such systems.

Converting the acquired company immediately to ERP is an
important step in successful integrations and achieves three goals:

m It puts core transactions into a system that permits accounting
to be done and financial controls to be put in place.

m It reveals process incompatibilities that must be fixed.

m It defines who is in control and what mode of operation the
combined company will follow.

Next, depending on the nature of the business, the IT systems
must be combined into the best-of-breed operations within the com-
pany—either in the acquirer or, less often, in the acquired. In product
companies, supply chain software is important. In almost all kinds of
businesses, data warehouse and knowledge management systems are
valuable. In service businesses, communications, transaction tracking,
and customer interaction systems are important. IT is critical because
it is the key enabler for decision-making—arguably the most vital
management task.

Underestimating the importance of physical integration (people,
processes, places) with the parallel integration of information and
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systems can be a fatal mistake. Putting together two large companies
is challenging enough. Trying to do it in the dark or speaking differ-
ent systems languages is a formula for failure.

that become necessary in the Scale Stage. Many of these opportunities
will require finding new and different partners—businesses that are
cognizant of what is needed to win in unfamiliar global markets (see
sidebar: “Avis Drives a Global Strategy”).

Avis DRIVES A GLOBAL STRATEGY

Cendant is a globally diversified hotel and real estate franchisor, with
US$9 billion in annual revenue and operations in more than 50 coun-
tries. For years it has supplemented its organic growth with strategic
acquisitions around its core competencies.

In 2001, for example, Cendant purchased Avis, the second-largest
car-rental company in the industry. Avis has demonstrated exception-
al skill in building scale with a strong—and consistent—global pres-
ence. Once a customer registers for its Wizard program, the process
for picking up, paying for, and dropping off rental vehicles at air-
ports, hotels, and Avis centers becomes quick, easy, and familiar. The
company has locations at roughly 1,700 centers across North and
South America and Asia Pacific. It also has marketing agreements
with Avis Europe, PLC, a separately owned U.K.-based company that
owns or franchises an additional 3,050 Avis locations throughout
Europe, the Middle East, and Africa. For frequent travelers, the abili-
ty to deal with a familiar and ubiquitous service provider becomes a
high-value benefit.

Avis faces a continuing challenge in its competitive environment.
Ranked number two, it operates as a first-choice alternative to mar-
ket leader Hertz. If Avis does its job well, its convenience and global
scale can help it overcome lesser competitors with different value
positions (Budget, National: low price; Enterprise: door-to-door pick-
up and delivery; Alamo: very low price, but less convenient non-air-
port locations).

The challenge Avis faces is one that all large competitors must
deal with in the Scale Stage. To grow, Avis must clearly identify its tar-
get customers and deliver the service and value those customers find
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most desirable at competitive prices—better than the few remaining
competitors—while maintaining acceptable profitability.

Although globalization can open doors to new markets, it can just
as quickly turn into a trap. The complexity of conducting business in
other countries can be overwhelming. Most business metrics for
national markets ignore or underplay the intricacies of crossing bor-
ders, such as product or customer proliferation, language and curren-
cy differences, different cultural norms, market restrictions, govern-
ment intervention, and the distances (and time zones) across which
information and people must move.

Acquiring foreign companies with resident knowledge provides a
solid foothold in the new market. Then, the acquirer must subdue its ten-
dency to ignore the local cultures and knowledge. International business,
like all businesses, follows the old 80-20 rule: 80% of all business activ-
ity is the same or very similar regardless of where it is done; the remain-
ing 20% of what must be done in foreign markets is very different.

The company that recognizes the 80-20 rule, that understands and
properly deals with the 20% difference while building scale economies
and reducing complexity in the areas of 80% similarity, will be the
winner. Study any successful global company and these points are evi-
dent, even if only in hindsight (see sidebar: “Wal-Mart Finds a World
of Difference”).

WAL-MART FINDS A WORLD OF DIFFERENCE

From the day Wal-Mart opened its doors in 1962, it has followed a
tremendous growth path. In 1990 it became the largest retailer in the
United States and began to work on its global expansion plans. Since
then, Wal-Mart has emerged as the number-one retailer in the world,
with superior market share in the United States, Canada, and Mexico,
and smaller operations in South America, Asia, and Europe.

But not all of Wal-Mart's expansion plans have been a success. In
1998, the retail giant targeted the German market and began a series
of acquisitions, including 21 Wertkauf stores in 1998 and 74 Interspar
stores in 1999. But it quickly became evident that Wal-Mart's culture
conflicted with that of its newly acquired stores. Take the issue of cost
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control. For Wal-Mart executives, keeping costs low is an ingrained
fact of life. Managers on business journeys traditionally share a hotel
room to keep expenses low. For the German managers, however, such
arrangements were unacceptable. Additionally, the Germans per-
ceived Wal-Mart's motivation exercises at the beginning of a normal
working day as silly. Bringing an abrupt end to the honeymoon, most
members of the German management team quit their jobs shortly
after the acquisition, leaving Wal-Mart with insufficient knowledge
about the German way of doing business.

The lack of local expertise quickly caused problems. Wal-Mart was
unaware of administrative regulations that can defer its launch by up
to five years. Furthermore, the retailer realized too late that its strat-
egy of undercutting its competitors’ prices would be scrutinized by
the German Cartel Office (Bundeskartellamt), hindering its ability to
follow its traditional business plan. Combined, these obstacles kept
Wal-Mart’s German market share at just 2%, providing it with too lit-
tle scale to operate profitably. In 2000 it suffered a loss of US$200 mil-
lion on roughly US$3 billion in sales.

Building better brands. Brand management becomes an increasing-
ly complex issue as consolidation speeds up in the Scale Stage.
Frequently companies in the Opening Stage become “roll-ups”—com-
panies created as the result of a series of acquisitions in a fragmented
industry. These roll-up companies typically have good business funda-
mentals, but it is important for their leaders to present a unifying strat-
egy that articulates how the new company will be worth more than the
sum of its parts. Branding can be an important strategic tool to bind the
various groups together and position them for growth in the Scale Stage.

Magnetek is an excellent example. Formed in the mid-1980s
through a series of more than 10 acquisitions in the electric motor,
electrical equipment, and lighting industries, Magnetek was a roll-up
of related and adjacent businesses, put together through private equi-
ty money and the acquisition of such companies as Plessey SpA and
Century Electric. Management renamed the company as Magnetek and
built the Magnetek brand as the unifying theme for the businesses. The
Magnetek brand became a lightning rod in defining the company’s
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acquisition strategy and face to the market, allowing the company to
successfully progress through the 1990s in the Scale Stage.

Banks, in particular, have experienced the challenges of maintain-
ing brand awareness as they have gone through a wave of industry con-
solidation. Many have chosen to use hyphenated hybrid names during
a transition period until the brand equity has been reasonably trans-
ferred to the new parent company. Space prohibits making a list of the
progression of bank consolidations and brands here, but several name
changes over the past five years no doubt spring to mind. Two indus-
tries obviously benefit from this stage: printers and signage makers.
Some banks have gone through three sets of signs on the front of their
buildings and offices in the past five years!

Expanding through extension. Companies with strategic vision
anticipate when their industry will reach the saturation point and begin
branching out or developing a new business model in preparation.
Consider the evolution of Yum! brands, formerly known as Tricon Global
Restaurants. Yum! was originally formed by PepsiCo when it acquired

Companies with strategic
vision anticipate when
their industry will reach
the saturation point and
begin branching out, or
developing a new business
model.

the restaurant chains of KFC, Taco Bell, and Pizza
Hut. Unable to attain the same levels of prof-
itability in the restaurant business as in its core
businesses, PepsiCo spun the three restaurant
chains off to form Yum! Once independent, Yum!

management aggressively drove synergies across

the restaurant brands to squeeze out costs and grow.

Yum!’s first step was to reengineer its business model to form the
foundation for acquisition-based growth. The company consolidated
human resources and recruiting programs across the three restaurant
chains, consolidated procurement to reduce costs, created an integrat-
ed global restaurant development plan, and pursued common product
development programs. These actions led to a competitive cost struc-
ture, a harmonized global growth strategy, and a template for folding
prospective acquisitions into Yum!’s business model.

Most important, Yum! began to cross-market the three restaurant
brands, which led to a critical innovation—restaurant multibranding.
In 2000, Yum! tested the restaurant multibranding concept in an
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alliance with Yorkshire Global Restaurants, the owners of Long John
Silver’s and A&W All-American Food Restaurants. Over the next sev-
eral months, Yum! and Yorkshire opened 83 KFC/A&Ws, six
KFC/Long John Silver’s, and three Taco Bell/Long John Silvers.
Consumer acceptance was so great that Yum! ended up acquiring
Yorkshire in early 2002. As David C. Novak, Yum! Chairman and
CEO, said in the press release announcing the merger, “One of our
major strategies is to drive global growth by leading the way in multi-
branding innovation—offering the consumer two brands and more
choice in one restaurant.... We are confident multibranding is a key
enabler for accelerating the renewal of our existing asset base and
adding new units with excellent returns for our shareholders.”

McDonald’s also is branching out. It has acquired Donato’s Pizza,
Chipotle Mexican Grill, Aroma Café, and Boston Market (formerly
Boston Chicken) restaurant properties. McDonald’s has failed with
most of these menu items as dinner offerings on its regular restaurant
menus. Why? Because, as Al Reis and Jack Trout constantly remind
us in their books on positioning, “Once you have a position in the mind
of the consumer, it is terribly hard to change it.” And you shouldn’t try
anyway. McDonald’s is hamburgers and fries. Why fight it? Simply
make the best-tasting, fastest, most consistent and inexpensive ham-
burgers and fries.

What is the marketing value of Donato’s Pizza, Chipotle Mexican
Grill, Aroma Café, and Boston Market to McDonald’s? As brands, their
value is just so-so. As line extensions, these are competing restaurants.
Nevertheless, these acquisitions may be strategically brilliant. They
can leverage McDonald’s immense buying power, its management
base, and its financial resources. In other words, McDonald’s has the
potential to keep non-hamburger and fries customers in its fold.

Staying Ahead of the Curve: Strategic Lessons for
the Scale Stage

Reinforce core strengths. In the Scale Stage, companies run the
risk of losing a hold on their core culture as new acquisitions are
brought into the fold. Consequently, they must pay close attention to
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fostering a strong culture that can absorb acquired companies, yet still
maintain their original strengths and characteristics. Also, because key
employees are often the most valuable assets of a newly acquired com-
pany, retaining them is critical. At the heart of a successful cultural
integration is a strong management team that can build on the unifying
features of the two companies and remove the differences. Building an
information technology platform that is scalable, can rapidly integrate
acquired companies, and causes minimal disruption to operations and
customer service will also go far in paving the path up the curve.

With internal strength and stability under control, a company is in
a stronger position to craft its Focus Stage Endgames strategy. Attention
must turn to building superior insight based upon other industry play-
ers—monitoring what their competitive strategies are and finding ways
to beat them up the curve. Much of this insight depends on gathering
the right information. Today, approximately 10% to 20% of information
is gathered externally; this proportion should be doubled.

Build momentum. The imperative is simple: consolidate the indus-
try by growing with maximum speed. Inherently, this must involve a
high rate of acquisitions because organic growth alone won’t get you
there. A company jockeying to reach Stage 3 must be among the first
players in the industry to capture the major competitors in the most
important markets. The deals toward the end of the Scale Phase move
beyond small acquisitions and should instead lead to quantum-leap
jumps in scale.

Become a consolidation leader. Companies must build up the
deepest integration know-how in the industry, using internal as well as
external sources. The idea here is to build a merger integration model
that clearly documents a proven methodology. There should also be a
critical mass of experienced employees who can perform the necessary
tasks, in addition to a regular influx of new employees. Soon, the com-
pany will master the skills to take over operational control of the main
functions of an acquired company in less than three months.
Additionally, choosing the right targets should also become routine:
Warren Buffett is famous for saying yes or no to deals within five min-
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utes. Assessing acquisition targets may never meet Buffett’s strict time-
line, but with the right knowledge base and methodologies in place, los-
ing critical time up front will no longer be an issue.

Other factors in becoming a top consolidator are cultivating
investor relations to get optimal funding and expanding global reach to
gain strategic geographical coverage.

AN EYE oN Focus

As companies move from Stage 2 to Stage 3, the strategic emphasis
shifts from speed to finesse. The deals become fewer and farther
between, but each one carries significantly more weight. The room to
misstep, while never great, continues to shrink. In fact, the space to
maneuver in general is decidedly tighter.

As a result, players entering the Focus Stage must develop new
strategies: gobbling up competitors to gain scale no longer works, sim-
ply because there are fewer and fewer competitors to gobble. Thus,
while mastering merger integration gets companies through Stage 3, it
won’t get them to Stage 4. To find out what does, let’s move on.



Chal;it‘j; The Focus
Stage

What we need to do better is be predictive. We have to be
proactive. We have to develop the capability to anticipate
attacks. We have to develop the capability of looking around

corners.

—Robert S. Mueller 111, F.B.1. Director,
New York Times, 30 May 2002
he third Endgames Stage, the Focus Stage, is characterized
T not so much by a blizzard of merger activity, as we saw in
Stages 1 and 2, but by mega-deals and large-scale consoli-
dation plays. The goal in this stage is to emerge as one of the small
number of global industry powerhouses.

In this stage the number of merger deals begins to subside, but the
size of mergers continues to rise as competitors battle to be among the
last ones standing. The race is far from over, but the strategy changes
as future Endgames winners begin acquiring their competitors with an
economic return in mind, rather than with an eye primarily toward
gaining market share. Companies that have made a lot of acquisitions
in the past will begin fine-tuning their business portfolios to peel off
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units that are outside their core competencies. Some of these spin-offs
will generate new businesses—and even new industries—as the num-

ber of industry players dwindles to those that are the most efficient

operators.

Internally, companies typically focus on inte-
grating mega-mergers made in late Stage 2 or
early Stage 3. Once the merger process is
wrapped up, they turn their attention to maximiz-

The strategy changes as
future Endgames winners
begin acquiring their com-
petitors with an economic
return in mind, rather
than with an eye primarily
toward gaining market

ing shareholder value and satisfying the demands share

of equity markets. Externally, the near oligopolis-
tic structure of many Focus Stage industries results in the commoditi-
zation of products and services. Unfortunately, companies in the Focus
Stage often pay more attention to operational efficiencies and survival,
and less attention to satisfying their customers. The balance beam that
bridges the gap to the final stage of consolidation is progressively more
challenging.

Typical industries in the Focus Stage include electric power and
gas companies, steel producers, glass manufacturers, coal producers,
magazine publishers, ship builders, and distillers (see Figure 5-1). A
number of subindustries also fall in the Focus Stage; the pharmaceuti-
cal subindustry, for example, falls under the larger umbrella of the
healthcare products industry. The rules of the game have been well
established at this point, and only an outside event or an industry
incumbent will have enough power to effect significant change.

Often, the most important competitive levers that come into play in
the Focus Stage come down to economies of scale, size and global
reach, and cost position. An interesting example of this in action is the
dynamic around cost position versus capacity versus demand. When
new low-cost competitors rapidly infuse large amounts of capacity into
an industry (think of Wal-Mart in the large-scale retail industry and
Nucor in the steel industry), they often end up eventually squeezing out
higher-cost competitors with large amounts of pre-existing capacity
(think of Kmart and Bethlehem Steel). This dynamic is exacerbated
and accelerated in an economic downturn when demand shrinks.
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1CR3 = Market share of the three largest companies of the total market based on Value-Building Growth database
(25,000 companies).

2HHI = Hirschman-Herfindahl Index corresponds to the sum of the squared market shares of all companies and
is greater than 90%; the axis logarithmically plotted.

Sources: Value-Building Growth database; A.T. Kearney analysis

Figure 5-1. Industry concentration rate in the Focus Stage

STAGE 3 SNnAPsHOTS: WHoO's WHO

To illustrate the forces at work in the Focus Stage, we present a number
of case studies from the retailing sector. As opposed to the steel or ship-
building industries, where the dynamics of Stage 3 consolidation are
fairly well established and widely known, the retailing industry high-
lights several fascinating variations on Endgames dynamics in action.

First, the retailing industry appears to be bimodal in its Endgames
positioning. In other words, the industry has some parts (specialty
retailing, for example) that demonstrate characteristics of the Opening
and Scale Stages (Stages 1 and 2) and other parts (large-scale retail-
ing—Wal-Mart—and discount retailing) that are clearly in the Focus
or even the Balance and Alliance Stage (Stages 3 and 4).

Second, the typical, overt Endgames “M&A driven” consolidation
we have come to expect in other industries is less prevalent in the
retailing industry. Instead, retailers often use the tactic of “implicit
consolidation” to achieve their strategic goals, including:
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m Focusing on market share and cost position, and implicitly con-
solidating their industry by forcing competitors to go bankrupt
(rather than acquiring them).

m Forming cooperatives (rather than acquiring competitors) to gain
scale, reach, and purchasing power.

m Buying out minority equity partners that initially helped a retail-
er to grow and expand, particularly into international markets.

All told, the richness of its examples prompt-
The lessons U.S.-based

_ e ‘ o retailers have learned will
tion from this single, albeit massive industry. | undoubtedly resonate

Combined, these case studies create a microcosm | With companies and indus-
tries around the globe.

ed us to derive all of the snapshots for this sec-

of Stage 3 activity. The lessons U.S.-based retail-

ers have learned—and have yet to learn—will undoubtedly resonate
with companies and industries around the globe.

Mega-retailers. First, consider the retailing giants. We assign the
venerable Big Three retailers from decades past—Sears, Montgomery
Ward, and J.C. Penney—to this category. Two of these companies,
Sears (1886) and Ward (1873), predate the 20th century, with J.C.
Penney (1913) closing in on 90 years of retailing.

In 2001, however, Ward filed Chapter 11 after a five-year struggle
to survive in a market being squeezed from all sides. And although
Sears is on its second “turnaround CEQO,” several strategic moves have
put it in a stronger position. Sears’ US$1.9 billion acquisition of the
mail-order retailer Lands’ End in 2002 was widely applauded for its
potential synergies. As the New York Times headline succinctly
declared, “Sears to Buy Lands’ End in a Deal That Unites Pants and
Power Drills.” Lands’ End’s vast Web-based distribution channels, in
addition to its quality brand name, will go far in helping Sears improve
its clothing product portfolio.

J.C. Penney took steps to alter its merchandise position and pres-
entation in the late 1980s and early 1990s. In effect, this turned its
clock back a bit, and bought the company some time. But Penney now
faces a full frontal attack from a new nemesis, Kohl’s, which is outdo-
ing Penney at what it once did best—and with better, low-cost loca-
tions outside of expensive malls.
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And J.C. Penney is not alone. Retailers everywhere are vulnerable to
new and formidable competitors that are closing in on all sides. In 2001,
Marks & Spencer, a venerable English retailer, became locked in a bat-
tle for survival. Faced with plummeting market share, it embarked on a
massive reorganization plan that included closing 38 stores throughout
Europe, shuttering its catalog operation in the United Kingdom, and
divesting its Brooks Brothers clothing stores and Kings Super Markets
chains in the United States—all in an effort to refocus on its traditional
core strengths of food and clothing. One year later, Marks & Spencer
seemed to be on the road to recovery: profits were up and it had regained
some of its lost market share. But the cost for losing its way was high, and
the lessons of its U.S. counterpart, Montgomery Ward, serve as a
reminder how fragile this comeback may be.

Beyond the retailing industry, such harsh competition and dramat-
ic defensive maneuvers characterize the Focus Stage. It’s a mistake to
believe size and scale can insulate a company from the pressures of the
Endgames curve. Remember: the bigger they are, the harder they fall.

Discount retailers. Sam Walton may be forever known as the CEO
who built an empire on discount retailing, but without the pioneer-
ing—and somewhat duplicitous—efforts of Eugene Ferkauf, Walton
might not have enjoyed the same success. In 1948, Ferkauf opened one
of the first discount stores in the United States, E.J. Korvette. But there
was a problem: the Robinson-Patman Act of 1937 dictated that retail-
ers must charge the manufacturers’ suggested retail price. To circum-
vent this law, Ferkauf claimed his store was a “membership store” that
was not open to the general public, which effectively exempted him
from the Act; Ferkauf then simply passed out membership cards at the
door. Eventually Ferkauf was challenged in court, but support for the
Act had waned and Ferkauf and his successors were free to stay in
business. The E.J. Korvette chain peaked at 58 stores; it performed
well in the Opening Stage, but never mastered the Scale Stage and
went bankrupt in 1980. It did, however, set the stage for subsequent
discount retailers as well as for the current spate of membership retail-
ers such as Sam’s Club and Costco.

By the 1960s, with changing demographics and the rise of the sub-



The Focus Stage 69

urbs, the freestanding general merchandise discount store came into its
own. Kmart evolved from the five- and 10-cent chain S.S. Kresge. Target
Stores were spawned by department store chain Dayton’s as an off-price
entry into what appeared to be a logically emerging market segment.
And last but not least, in 1962, former J.C. Penney employee Sam
Walton opened, in a small town in Arkansas, the first store of what has
become the largest and most successful retailer in the world, Wal-Mart.

Soon, discount stores swept the retail landscape, not just in
America, but also in some European countries, and then globally as
well (Carrefour and Hypermarché in France, Tesco in the United
Kingdom, and Wing On in Hong Kong, to name a few). These stores—
led first by Kmart and now by Wal-Mart—are fully into the Focus
Stage. Of the many regional chains that were spawned by the discount
stores during Scale Stage, most of the regional ones have failed, includ-
ing Lucky Stores, Treasury (Penney’s attempt), Fedmart, Gibson,
Howard, Venture, Gold Circle, and Caldor.

These chains all followed essentially the same model through the
Opening Stage and rapidly grew to what they thought was Scale Stage.
They soon fell to the behemoths as they discovered that their under-
standing of Scale Stage was flawed. This lesson is useful as it is repeat-
ed often in other industries (including automotive and heavy industry).

Conversely, aggressive discount retailers such as Wal-Mart recog-
nized the risk of a one-size-fits-all approach and experimented. These
chains found which merchandise categories would fit, compete well,
and survive in their store assortments and which didn’t. Freestanding
drugstore chains such as Walgreen’s and its next competitor, CVS, are
establishing beachheads against large general merchandise leaders
such as Wal-Mart and Target. By setting up shop at busy intersec-
tions—and making the old “drugstore” a combination drug, conven-
ience, food services, and mini-discount store—they are attracting
shoppers who do not want to traverse huge parking lots and 100,000+
square foot discount stores to find a few items.

This is classic Focus Stage behavior of the “trading players”
mode—but in this place it is “trading customers.”

Kmart has already fallen into Chapter 11. The company is exhibit-
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ing the classic Focus Stage illness of being caught between two huge,
tough competitors and not being able to achieve parity of cost/delivery
necessary to compete. Only Kmart’s size and locations give it a small
chance to emerge from bankruptcy and move past the Focus Stage, but

it faces many of the same issues as Holzmann.

As the industry gears up for the final stage of the Endgame, Wal-Mart

and Target are choosing sides, garnering the best suppliers, the best

As the industry gears up
for the final stages of the
Endgame, Wal-Mart and
Target are choosing sides,
garnering the best suppli-
ers, the best deals, the
best merchandisers, and
the best talent.

deals, the best merchandisers, and the best talent.
“Trading players” is going on and Kmart risks not
being attractive enough to play the game. Few
regional, niche competitors remain: ShopKo
Stores, Fred Meyer, and Meijer are among the sur-
vivors. These retailing giants are moving to com-

pete in the same retailing format that Fred Meyer

(in turn owned by Kroger) and Meijer had competed in for a decade or
more—"‘superstores” that incorporate grocery stores into discount stores.

Wholesalers. Sol Price, an innovative retailer, founded the early
department store chain FedMart in southern California and rapidly
built it into a success before selling it. As he departed that venue, he
realized that all retailing efforts were ignoring one large and newly
growing market segment—small business owners.

As more and more small businesses sprung up in the 1980s, they
were forced to either pay premium retail prices for routine supplies
(office and maintenance supplies, small equipment, coffee and cups,
for example) or spend precious time buying from a multiplicity of local
distributors, one for each need. An opportunity was emerging.

Price considered the economics. Small businesses could shop
weekly if they could come to one place and get everything at great
prices. Location meant little. In fact, industrial locales were where the
customers were clustered and real estate was much cheaper. Ambience
also meant little. These business people would gladly prowl a ware-
house-like setting with industrial carts, collecting the supplies they
needed. No merchandising was necessary because no reason existed to
offer more than a single brand or type of each item.

These decisions cut the costs of overhead dramatically and
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reduced the assortment of items required from the 50,000 and up avail-
able in discount stores to less than 10,000. Bulk packages were
acceptable and non-perishable food items could also be good sellers.

By paying a membership fee (US$25), the people who shopped at
the first Price Club somehow felt special, like “insiders.” Price real-
ized that he could achieve unprecedented inventory turn way over the
norms experienced in this business, usually selling goods before he
had to pay for them under standard 30- to 60-day terms. The low-over-
head locations, low-overhead presentation, and negative working cap-
ital model allowed Price Clubs to earn a profit on a 10% gross mar-
gin—fully 15 points below what traditional discounters charged.

People flocked to the first Southern California Price Clubs, leading
to volume of more than US$2 million per week per location. This model
spread like wildfire, moving rapidly to metro markets across the United
States, and led to a raft of competitors including Pace, Costco
Wholesale, BJ’s, and Wal-Mart’s Sam’s Clubs. In fact, more than a dozen
smaller chains began operations and then quickly merged into the larg-
er companies during a rapid consolidation in the mid to late 1980s. By
the mid-1990s, only three clubs still existed: Costco acquired Price
Club, Sam’s bought Pace, and BJ’s staked out a regional presence.

As the clubs moved into the Focus Stage, they found that the Scale
Stage had dragged them off course. Their profit model was no longer as
sound as the original. Opening membership early to consumers and
establishing a 5% higher price tier than for business members stimu-
lated growth tremendously, but it also created proliferation of items and
resulted in some loss of focus on core customers. After a period in the
Focus Stage, both Sam’s and Costco have restructured their locations
and assortments to meet the new mix of consumers and small busi-
nesses. During the Focus Stage, it is easy to get off track by trying to
artificially stimulate growth at the cost of lower profit and, often unrec-
ognized, potential financial failure.

Office products retail and wholesale industry. For decades, the
industry had been a sleepy distributor-based business-to-business seg-
ment. Large companies evolved to serve other large companies, thus

the “contract stationers” became discrete intermediaries, doing more
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than distributors to serve large corporate clients. Mail order emerged
to serve small businesses and individuals, and a few retail stores exist-
ed here and there.

This was the scenario circa the mid-1980s, when former grocery
merchant Tom Stemberg conceived Staples, the office products super-
store. Within five years after Stemberg opened a handful of Staples
stores, several dozen emulators had appeared—typical of the Opening
Stage of a new segment shift.

Within five more years, there were once again only three superstore
chains: Staples, Office Depot, and Office Max. And, like their discount
store counterparts (Office Max was once a division of Kmart), two of the
three are dominant and the third, Office Max, hangs on but remains at
risk. This new form of distribution—think of it as a retail store to serve
small business office products needs—totally disintermediated the
comfortable industry structure. It drove the entire industry through the
Scale Stage and into the Focus Stage in less than a decade. As the
superstores grew, they negotiated better deals from suppliers and com-
peted with contract stationers at the lower size range of their markets.

Clearly, large companies were not going to give an administrator
US$5,000 cash and a small truck to go shop for supplies and equip-
ment—but they would provide a company credit card and ask the
administrators to go pick up a few hundred dollars’ worth of supplies
on their lunch break. As the superstores grew, they became wealthy
enough to acquire a few of the better contract stationers and two or
three leading mail-order companies, thus broadening their reach and
extending their scale for purchasing leverage. In defense, specialty
distributors and smaller contract stationers banded together to form
buying groups or simply merged outright. This is reminiscent of what
the hardware trade did a decade earlier (see sidebar: “Hardware
Retailers Build New Strategies”).

Finally, the industry now finds itself moving into the Focus Stage.
A few large distributors remain, as do a handful of large “consortia”
and three superstores. The segment patterns revealed in other retail-
ing/products repeat. If this case covered the “category killers” indus-
tries like toys (Toys ‘R’ Us), sporting goods (The Sports Authority, Gart
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HARDWARE RETAILERS BuiLD NEwW STRATEGIES

No mome-and-pop store or other niche player is immune from the forces
of the merger Endgame. However, in the hardware retail industry,
smaller competitors have developed an interesting survival strategy.

Sears’ much-vaunted Craftsman brand and its lifetime products
guarantee combined with ubiquitous stores and its mail-order cata-
log forever changed the hardware retailing landscape. Those com-
petitors that survived managed to do so by banding together into
cooperatives such as Coast to Coast, Servistar, Sentry Hardware,
Hardware Wholesalers Inc., Liberty Group, Cotter & Co. (True-Value/
V&S), and Ace Hardware, along with a host of other less notable
groups that pulled together purchasing and distribution services.

In an attempt to emulate Scale Stage economies for non-Scale
Stage competitors, these groups were formed to provide administra-
tive and financial help, volume discounts, program merchandising,
centralized distribution, and coordinated advertising on a scale oth-
erwise economically impossible. These were just the five largest ben-
efits. Members paid fees to use them and any profits gained at the
end of the year were distributed among group’s members.

Such groupings took place in other industries as well, essentially
moving an entire group of small Opening Stage competitors into the
Scale Stage, at least temporarily.

Sports Company), and electronics (Best Buy, Circuit City), the same
patterns of consolidation would be evident. As the Endgame plays out,
the strong either crush or acquire the weak.

The participants move segment by segment through the Opening
Stage to the Scale Stage to the Focus Stage, where they may reinvent
themselves to initiate a new start. Or they move to the Balance and
Alliance Stage where they “choose sides” and “trade players” in a fight
for survival until reinvention can occur. Such is the progression of the
Endgame in industry after industry.

MoviInNG THROUGH THE Focus STAGE

The path through the Focus Stage is as treacherous and difficult to
manage as all of the other Endgames stages. But there are some spe-
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cific make-or-break strategic challenges and enablers to keep in mind.
Harnessing the power and innovation of all of the employees in your
company and focusing exclusively on the strategic imperatives of your
core business are the “must-dos” for the Focus Stage. At the same
time, sidestepping the effects of disruptive technologies and refocusing
on the basics of competitive strategy can make the journey through the
Focus Stage relatively smooth.

Harness People Power

The strain on senior management teams, as well as rank-and-file
employees, in getting to and competing in the Focus Stage is enormous.
Companies in the Focus Stage often have hundreds of thousands of
employees. They have often been through mergers and mega-mergers,
restructurings, change management initiatives, and competitive
onslaughts. As a result, harnessing and focusing the power of all employ-
ees becomes particularly important (see sidebar: “GE Raised the Bar”).

GE RAISED THE BAR

From aircraft engines to turbines to locomotives to plastics and chem-
icals, General Electric competes in several prototypical Focus Stage
businesses. One of the most important things that GE senior man-
agement realized was the need to build advanced people manage-
ment processes to focus the entire organization on the critical success
factors for competing in a Focus Stage business.

What Jack Welch, the retired CEO of GE, accomplished was to
build a superior organizational advantage using people development
techniques that have been widely publicized. The purpose of this
explanation is not to cover this ground again, but merely to put it
into context. In the Focus Stage, many competitors have relatively
comparable size, scale, scope, resources, and market technology. Thus
a critical source of competitive advantage and profitable growth in
the Focus Stage often comes from people—how they work together
and what they work on.

Welch pioneered several innovative people management princi-
ples and borrowed others and tailored them to fit GE's requirements.
Several were particularly useful in the Focus Stage:




The Focus Stage 75

m “Boundarylessness”: The open sharing of (often confiden-
tial) market, competitor, and customer service information
across all levels of management. The boundarylessness concept
led GE to extend its value chain to create profitable new serv-
ice businesses and implement innovative financing vehicles to
grow its core Focus Stage businesses.

m Workouts: A team-based, non-confrontational approach to
resolving cross-functional or cross-business issues and prob-
lems. Therefore, employees with different backgrounds and
from different levels in the organization (excluding top man-
agement) meet for one or several days to find ways to make
the organization more efficient and effective. Workouts led,
for example, to GE consolidating much of its purchasing power
and reducing its procured costs across its many business units.

m Peer Review of Strategic Plans and Budgets: A transpar-
ent process of having leaders of unrelated business units
review and challenge the strategic plans and budgets of each
other’s businesses. This process, while somewhat confronta-
tional, led to the best minds and creativity of GE focusing on
raising the bar of GE’s financial and business performance.

m Six Sigma Focus on Quality and Excellence: Borrowing this
concept from a number of successful Japanese companies (and
Motorola in the United States), Welch championed a call to
excellence that spanned the globe. By spreading a Six Sigma
culture and expectation, Welch focused GE on exceeding cus-
tomer expectations and outperforming weaker competitors.

m Digital Transformation: Although GE was somewhat late to
embrace the Internet, when Welch realized its potential, he
moved aggressively. He coined the phrase “destroyyourbusi-
ness.com” to emphasize the importance of the Internet to all
GE employees. Welch believed that people’s efforts are only as
good as what they know is happening in their company and
within their competitive arena—especially vis-a-vis their
immediate partners: suppliers and customers. Building on this
principle, Welch implemented a number of strategic Internet
initiatives to transform GE’s interactions with its customers,
suppliers, and internal stakeholders.
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Finally, Welch put an enormous amount of time and effort into
selecting the right people for leadership roles. He championed a mas-
sive effort in training and leadership development, showcased in GE's
management training center in Crotonville, and during quarterly
business reviews, he devoted significant amounts of time to career
progression and succession planning of his senior managers.

CEOs must conceive and launch companywide initiatives that cap-
ture the spirit and commitment of all employees—and focus them on
achieving important strategic, customer, supplier, and internal goals.

Maintain Unwavering Focus

The best Focus Stage companies do just what the name implies: focus.
They focus on creating and building the advantages of size, scale,
scope, brands, organization, and information. They focus on sticking to
their knitting and emphasizing what they are best at across their indus-
try’s value chain.

For all industries in the Focus Stage, the leaders strive for world-
class status and undisputed market leadership. Consider Diageo. Based
in London, Diageo has a portfolio of businesses in the beverage and food
areas. It owns United Distillers and Vintners, a liquor and wine purvey-
or, in addition to the Guinness label (beer) and Burger King (fast food).
But in 2000, it began to restructure itself to focus solely on the beer,

liquor, and spirits businesses. In October 2001,

Focusing a superior
amount of resources
against selected competi-
tors permits a Stage 3
company to win the com-
petition without the pain
of a full frontal assault.

Diageo sold its Pillsbury food business to General
Mills; in December 2001, Diageo jointly acquired
the Seagram spirits and wine business from
Vivendi Universal with Pernod Ricard. Diageo
also launched a significant marketing program to

leverage its spirits businesses and sold off its Burger King chain to an

investor consortium led by Texas Pacific Group.

Focusing a superior amount of resources against selected competi-

tors permits a Stage 3 company to win the competition without the pain
of a full frontal assault. Recognizing start-up competitors early on
allows the Focus Stage competitor to decide whether to crush them,
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acquire them, or simply emulate them. When used properly, this can
become a tremendous advantage and, as each win is racked up, the
advantage grows.

Beware Disruptive Technologies

One of the greatest threats to Focus Stage companies lies in “disrup-
tive technologies,” as described by Clayton Christensen in his book,
The Innovator’s Dilemma and a series of Harvard Business Review arti-
cles. Disruptive technologies can change the dynamics and economics
of a Focus Stage industry quickly—often resulting in an overhaul of
the competitive landscape.

Nucor Steel and its mini-mill emulators revolutionized the U.S.
steel industry, essentially redefining what cost-competitiveness means,
and plunged several older-technology steel mills into bankruptcy or
closure in the process. The publishing industry faces similar disrup-
tions by Web publishing and (self-published) print-on-demand books.

Some companies, however, use emerging technologies to their
advantage. Old-line glass companies such as Corning have moved from
their Focus Stage core business into the world of fiber optics—with a
host of new market and competitive dynamics.

Consequently, Stage 3 companies must keep a close eye on their
competitors—especially those hiding in the shadows. It is easy, but
dangerous, to overlook or discount non-traditional competitors. New
competition often comes from some of the least likely places: Digital
Equipment’s failure to recognize the threat of personal computers to its
minicomputer business until it was too late underscores the potential
danger. To avoid repeating Digital Equipment’s blunder, companies
must keep a close watch on both primary competitors and troublesome
start-ups with disruptive technologies.

Develop—and Redevelop—Competitive Strategy

Competitive strategy takes on a new dimension in the Focus Stage.
Companies are so big that mergers and acquisitions are no longer the
most viable strategic option, and they must look to “blocking and
tackling” as a primary growth strategy. Focus Stage companies have
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often exhausted backward integration as a source of competitive
advantage; and vertical integration can be a double-edged sword:

Companies are so big that
mergers and acquisitions
are no longer the most
viable strategic option,
and they must look to
“blocking and tackling” as
a primary growth strategy.

powerful if industry technology changes little or
not at all—and deadly if there is a major shift in
technology.

To advance to the Balance and Alliance
Stage, companies can no longer depend on tak-

ing share by directly encroaching on competi-

tors’ markets. There is more parity of market power, resources, and
financial clout. As a result, companies must develop a combination of
business excellence and strategic initiatives that maximize the effec-
tiveness of both people and capital investments.

STAYING AHEAD OF THE CURVE: STRATEGIC
LEssoNs FOR THE Focus STAGE

The top of the curve is well within sight at this point—but reaching it
is far from a given. Companies preparing for the final push into the
Balance and Alliance Stage can strengthen their positions by taking a
fresh look at their efforts in three areas:

Retool your competitive strategy. Every company approaching the
final stage must find its strike zone. In other words, it needs to clearly
define its true strengths and make them the focal point of the
Endgames strategy. Now is the time to either shore up or part with weak
businesses; the competition is just too well entrenched at this phase to
resist attacking underperformers.

Companies should also identify the major players that will survive
the Endgames—and either agree to a tacit ceasefire or avoid full-
frontal assaults. Competitors may reach an implicit understanding at
this point, essentially “swapping” lines of business or other opportuni-
ties. When they do so under the right conditions, no market share is
lost and the competitive landscape becomes cleaner.

Focus on financial affairs. Getting the company’s financial house in
order takes on a new level of importance at this point. Companies
should increase their focus on profitability and rid their portfolio of
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low-growth or marginally profitable segments, while exploiting higher-
growth or more profitable segments.

As we mentioned earlier, Diageo is doing just this by focusing on
its core capabilities—alcoholic beverages—and divesting noncore
businesses (such as Burger King). Companies in asset-intensive indus-
tries often rationalize their global manufacturing footprint during Stage
3 as well. Achieving “fighting” weight for the final stage also means
keeping resources lean and fit—in part by employing fewer, better
people. An efficient organizational structure that leverages key talent
is essential.

Sharpen your marketing message. Companies that move through
Stages 2 and 3 rapidly through mergers and acquisitions often need to
consolidate and unify their branding and marketing focus during Stage
3 as well. Especially following a mega-merger, a company’s marketing
message and brand identity may be diffused in the eyes of customers.
Stage 3 is the perfect time to sharpen your marketing message, consol-
idate your sales force, and successfully implement cross-selling and
cross-branding strategies.

PREPARING FOR THE FINAL PusH

These steps are prerequisites to the final, and most challenging, phase
of the Endgames. It is during the Balance and Alliance Stage that some
businesses reach a natural maturity and decline—while others find
renewed life. Which group will your company or industry fall into?



chapter|The Balance and
Alliance Stage

Unless you try to do something beyond what you have already
mastered, you will never grow.

—Ralph Waldo Emerson

he top of the Endgames curve, the Balance and Alliance

T Stage, is the final step in the Endgames journey. The indus-

try landscape in Stage 4 includes such heavy hitters as

tobacco, aerospace and defense, shoe manufacturing, and soft drinks

(see Figure 6-1). These industries are populated by a very few, very

large companies that are the winners in their industry consolidation

race. They are the unquestioned leaders in their field and can be suc-

cessful in this space for a long time depending on how they handle and
protect their prime position.

But the room to maneuver is considerably smaller and strategic
opportunities are increasingly hard to come by. In this stage, big merg-
ers are no longer a significant option simply because the industry has
already been consolidated. Instead, Stage 4 companies harvest their
competitive position by maximizing their cash flow, protecting their
market position, and reacting and adapting to changes in industry

80
Copyright 2003 by A.T. Kearney. Click Here for Terms of Use.



The Balance and Alliance Stage 81
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Figure 6-1. Industry consolidation in the Balance and Alliance Stage

structure and new technological advances (see sidebar: “Trading
Places”). Stage 4 companies often experience difficulty in growing
market share because they have maximized their market penetration.
But they are often subject to government regula-

tion or scrutiny because of their perceived oli-
gopoly or monopoly market position.

In Stage 4, the room to
maneuver is considerably
smaller, and strategic
opportunities are increas-

Typically, one of the most significant chal- | ¢
ingly hard to come by.

lenges Stage 4 companies face is knowing what to

do with the significant amounts of cash they generate. Some opt to
return their profits to their shareholders by increasing dividends or
buying back their stock. Some choose to break into pieces by redefin-
ing their market scope, to enable their businesses to pursue new growth
(and Endgames) strategies. Still others decide to diversify into new or
unrelated industries, leading to a new Endgames path. Finally, some
try to maintain a “business-as-usual” mindset, but get blown away by
breakthrough technologies and simply disappear. The ice distribution
businesses in the early 1900s, for example, were crushed by the new
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TRADING PLACES

In the Balance and Alliance Stage, leaders climb onto—and are
knocked off—their pedestals constantly. This phenomenon is particu-
larly common in the high-tech field, where the velocity at which tech-
nologies and companies can move between stages is difficult to
match.

In about two decades, IBM’s large mainframe systems were
undercut by Digital Equipment Corporation’s (DEC) powerful mini-
computers, which were in turn rendered unimportant by Compagq’s
low-cost, PC-based servers (as Compaq acquired DEC).

Now Compaq has been acquired by Hewlett-Packard (HP)—and
the combined entity is being defeated by Dell’s superior production
model, which features a close-knit supply chain. Who will beat Dell?
And when? Will it be a personal digital assistant (PDA) company such
as Palm or Handspring? Doubtful. Or a cell phone company such as
Nokia? Not likely, but possible. Or will the Balance and Alliance Stage
produce some strange new combination of bedfellows that drives
this industry back to the Opening Stage?

The Balance and Alliance Stage drives massive acquisitions and
divestitures in technology companies. IBM, Intel, Microsoft, and Cisco
bought literally hundreds of small companies to gain technology, tal-
ent, and market entry. But the tech giants have been busy shedding
large viable companies, too. For instance, HP has been doing more
than buying: it spun off Agilent Technologies in 1999.

Another industry ripe for partnerships and alliances, as well as
fast consolidation, is the telecom equipment business. It's populated
with major players—Cisco, Nortel, Motorola, Qualcomm, Alcatel, and
others—surrounded by numerous smaller companies—Powerwave,
CommScope, Corvis, Marconi plc, ONI Systems, and Sycamore
Networks, to name just a few. When Lucent spun off cellular tele-
phone equipment supplier Celiant, the company was independent
for less than a year before another public telecommunications equip-
ment company with about US$1 billion in sales—Andrew Corp.—
snapped it up and increased annual revenue by 70%.

CIENA recently purchased ONI Systems for nearly US$400 million
to acquire a position in the metropolitan area optical networking
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market to balance out its position in long-distance optical network-
ing. Others, no doubt, are also seeking to use the current market cli-
mate to balance out their markets.

refrigeration technology. Or, more recently, look to Polaroid’s photogra-
phy technology, which was supplanted by digital technology. In other
words, stability at the top of the curve is no more guaranteed than at
any other point along the way.

Let’s examine some case studies to bring some of the issues and
challenges of Stage 4 companies to life.

STAGE 4 SNnAPsHOTS: WHO's WHO

In reading through the following examples, remember what we noted in
the beginning: all industries are global and all industries will consoli-
date. Which retailer that is currently stuck in Stage 3 will be its indus-
try’s next Nike? Which Stage 2 brewery will rise to become the next
Coca-Cola?

The lessons such industry titans offer to those who follow in their
footsteps are invaluable. They are, after all, the best of the best. But

their position is not—and never will be—secure.

These leaders have shattered corporate bound-
aries, set new records, and created global
empires, but the challenge to stay on top of the
Endgames curve proves just as rigorous as the
climb to the peak. Which ones have the strongest

These leaders have shat-
tered corporate bound-
aries, set new records and
created global empires,
but the challenge to stay
on top of the Endgames
curve proves just as rigor-
ous as the climb to the

foothold? And which are resting precariously at

peak.

the top? Read on.

Tobacco industry. With roughly 400 years of history behind it, the
tobacco industry has emerged as a triumphant contender in the final
stage—and offers valuable lessons for those in its shadow (see Figure
6-2). About 15 years ago, the buzzword was diversification. Rising
health concerns and increasing legal restrictions prompted analysts to
believe that the U.S. tobacco segment had reached its peak of prof-
itability. As a result, traditional tobacco companies invested in snack
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Figure 6-2. Global tobacco industry (CAGR 1996-2001)

foods, retail stores, and financial services to take part in future growth
markets. However, despite the predictions, the tobacco industry con-
tinued to thrive, becoming the cash cow for many diversified compa-
nies. Soon, companies began to divest their portfolios to focus on their
tobacco business.

Although much of the industry was still fragmented in smaller,
national companies—including several that are state-owned—a few
had mastered the global stage. Philip Morris and British American
Tobacco (BAT) embraced two distinct strategies that led them to become
global leaders in the tobacco industry. Philip Morris followed the strat-
egy to grow organically. It emphasized its main brand, Marlboro, around
the world, particularly in countries where health concerns and legal
restrictions do not prevail. Only occasional acquisitions, such as
Cigatam in Mexico and Tabaqueria in Portugal, punctuated its strategy.
Conversely, BAT adopted an acquisitions-based strategy.
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In 1999, a dramatic consolidation wave swept over the global
tobacco market. The mega-deals that year included BAT’s merger with
Rothmans and its purchase of Imasco; the merger between the
Japanese tobacco giant JTT and R.J. Reynolds International (RJRI); the
merger between the Spanish Tabacalera and the French Seita, which
created the new company Altadis; and, most recently, the acquisition
of Austria Tabak AG by the British Gallaher Group PLC. The mergers
moved JTI to the number-two slot with annual sales of about US$40
billion, after Philip Morris with annual sales of about US$80 billion.
BAT fell to third place with annual sales of about US$35 billion. The
deals clearly demonstrate how national companies must join the con-
solidation trend in order to grow or risk becoming the next target for a
takeover by the large conglomerates.

While economies of scale and privatizations of state-owned tobac-
co monopolies are still the main catalysts that will continue to drive
consolidations on a global scale, the trend has slowed down consider-
ably over the past two years. There’s still room for the smaller players
to consolidate, as the industry remains fragmented. However, the main
wave of consolidations has passed.

Modern tobacco companies have been money machines through
the Scale and Focus Stages. However, tobacco use is lower in the
United States (and Canada) than in the past because of intensive,
health-related anti-smoking campaigns. In less developed countries,
and in many European countries, smoking remains a common, wide-
spread practice.

Although the United States was once tobacco’s most lucrative mar-
ket, a series of never-ending obstacles—including advertising bans,
label warnings, liability lawsuits, activist complaints, and public edu-
cation programs—continues to plague the industry. Despite these chal-
lenges, this mature industry controlled by a few behemoths has battled
through the regulatory thicket of the Focus Stage and is entrenched in
the Balance and Alliance Stage.

The tobacco industry has learned how to manage its way through
its implicit re-regulation. Tobacco companies have restructured to con-
tain and absorb the effects of government claims and restrictions, as
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well as consumer product liability lawsuits. From an Endgames stand-
point, though, the effect has been to eliminate many of the industry’s
strategic options. In an effort to isolate the potential impact of lawsuits,
tobacco companies have spun off or sold their non-tobacco businesses.
Unrelated diversification is no longer an option. And, as mentioned
earlier, all of the major M&A deals within the industry have already
been done. The relatively simple business model of the industry does
not lend itself to creating spin-off industries. Thus, as one senior tobac-
co industry executive says, “the only remaining strategic option for our
industry is to make as much cash as possible and pay it out to the gov-
ernment and to our shareholders.”

Shoe industry. Shoe manufacturing, especially for sports or athletics,
has traversed a slippery slope over the past several decades. As the
production of nearly all such shoes moved to low-wage labor markets
in Asia, winning market share became a marketing, styling, endorse-
ment, and brand management contest. Sales of fad brands such as LA
Gear soared seemingly overnight—and collapsed just as quickly.
Global sportswear maker Fila spent fortunes on shoe endorsements
with minor success—although sales by counterfeiters in Asian coun-
tries were brisk. Reebok rode up the soft leather, cross training, fitness
craze—and back down the other side.

Financial success has been fleeting for many in the sports shoe
business, but Nike continues to stay ahead of the pack. Without a sig-
nificant change in its strategic game plan, however, long-term success
is uncertain. Nike’s marketing windfall with superstars Michael Jordan
and Tiger Woods has effectively counterbalanced a weak acquisitions
record, and pegging corporate growth on sports stars can be just as
short-lived as their careers.

As a company at the top of the curve, Nike’s best bet is to move into
new categories by acquiring companies in the Opening Stage that are
poised for superior growth. And it did, in fact, make some moves in this
direction that met with moderate success. In 1988 Nike acquired Cole-
Haan to tap into the business-casual shoe and accessories market and
in 1994 it purchased Canstar to establish a foothold in the ice and
inline skate market. But that was the extent of Nike’s external growth
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activities. With regard to its Endgames strategy, the list of missed
opportunities is a red flag. In 2001, Nike’s then-president of outdoor
products, Gordon McFadden, lobbied for the company to purchase out-
door-gear and clothing maker North Face, Inc. McFadden claimed, “It

would have doubled the business overnight and
made Nike the dominant player.” CEO Phil
Knight, however, rejected the acquisition, just as
he turned down a similar opportunity to purchase

As a company at the top
of the curve, Nike’s best
bet is to move into new
categories by acquiring
companies in the Opening

mid-priced shoemaker Converse. Stage that are poised for

With sales and market share declining, superior growth.

strategic acquisitions could rebalance the scale in Nikes favor.
Remember: leaders in this stage must not only be strategic experts in
the final stage, but also be skilled in managing their individual com-
panies across the curve.

Software industry. Of all the Balance and Alliance Stage industries,
software is the one most vulnerable to start-ups in the Opening Stage.
Unlike many Focus Stage industries, barriers to entry are low—as are
required capital assets—and switching costs are easily overpowered by
superior innovation. The only requirement: intellectual capital. And for
the right reward, as we have seen over and over, such valuable knowl-
edge will allow a company to leapfrog from a Focus Stage or Balance
and Alliance Stage company to a start-up in the blink of an eye.

Some software companies, especially those rich with cash (think
Microsoft), can buttress their dominance by acquiring promising com-
petitors before they can become a threat. Indeed, Microsoft’s legendary
acquisitions strategy has been a key element of its storied rise to the
top: from 1994 to 2002, the firm purchased more than 50 companies.
As it gained market share and moved up the Endgames curve, it began
aggressively acquiring Stage 1 companies to protect its position.
Microsoft’s ongoing growth strategy also includes targeting new lines of
business, such as video games, through its Xbox console, and media,
through its joint venture with NBC to create MSNBC.

Microsoft’s acquisition spree slowed considerably, however, in the
early 2000s when Microsoft faced antitrust charges brought by the U.S.
government. Having emerged from its legal battles in 2002 relatively
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unscathed, it’s almost certain that the software giant will quickly revi-
talize its acquisitions strategy. And, by making more than US$38 bil-
lion available in cash reserves in early 2002, Microsoft is clearly repo-
sitioning to start shopping again to stay on top of the curve.

Aerospace and defense industry. The aerospace and defense
industries wage war through the Balance and Alliance Stage, with
“countries” vying against “companies.” When Europe blocked the
GE-Honeywell merger, it sent a clear message that the industry’s con-
solidation had gone far enough, at least in the minds of European reg-
ulators. What was once a raft of companies in Europe and the United
States has diminished to a handful of large contractors. Will large
defense contractors continue to “choose sides” and partner against
comparable combinations? A logical evolution of the Balance and
Alliance Stage is just that—surviving participants in a market will
“choose partners,” just like teams pick players in a sandlot ball game.
Will the odd player out be out of the business? Will regulators allow
via alliance what they frowned upon with GE-Honeywell? Only time
will tell. As aircraft and weapons systems grow in terms of complexity,
cost, and development time, such alliances are inevitable. Start-ups or
small players have little or no chance in this industry.

But this doesn’t mean the outcome is predictable. Sometimes a
wild card—new, agile entrants or an external event—can precipitate
consolidation. With the sudden turn of events post-September 11,
2001, for example, weapons procurement spending in the United
States will vault from US$60 billion to US$90 billion annually for the
next five years, precipitating a rush to further consolidate an industry
already in the Focus Stage.

Northrop Grumman’s acquisitions of Litton Industries and Newport
News Shipbuilding pushed it to the top of the shipbuilding industry
and made it the world’s third-largest defense contractor. With sales
approaching US$14 billion, Northrop is targeting engineering compa-
ny TRW to pick up another US$7 billion in defense spending after sell-
ing off the target company’s auto unit, which has larger sales and lower
profits. If the Northrop takeover is successful, it would be a match for
Lockheed Martin, with US$24 billion in revenue.
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Even if TRW succeeds in defeating the Northrop move, it will have
to divest itself of the auto unit anyway to please shareholders, since the
aerospace and defense business has higher margins and will benefit
greatly from the current spending boom. In the process, this sale would
push the auto parts business along its industry consolidation curve.

Soft drink industry. Global markets for carbonated soft drinks are
growing slowly—if not stagnating—as befitting a Balance and Alliance
Stage business. But non-carbonated drinks are growing handsomely,
and offer Scale Stage opportunities—which Pepsi is seizing. Even car-
bonated, low-alcohol drinks are cutting into carbonated soft-drink
sales by eliminating the need for “mixers” in many drinks sold in bars.

While Coca-Cola stuck with its soft-drink competency, PepsiCo
began diversifying into snack foods and juices. Pepsi also embarked on
several other solid Endgames strategies: it acquired other soft-drink
brands; it formed alliances and partnerships with food chains, such as
Burger King; and it created marketing partnerships with, for example,
Universal Studios.

Coke realized it made an error after it decided to focus solely on
being the leader in carbonated drinks; it was effectively shutting out
the non-carbonated market—and missing a significant opportunity. To
rectify the situation, Coke attempted a deal with consumer goods giant
Procter & Gamble. The proposal called for Procter & Gamble to bun-
dle its Pringles (potato chips) and Sunny Delight (juice-based drink)
with Coke’s Minute Maid juice business. However, before a final agree-
ment was reached, both parties opted to back out, leaving Coke back
where it started—right behind Pepsi (Tropicana dominates Minute
Maid, Aquafina leads Dasani in the water business, and Pepsi may
gain an edge by its acquisition of the sports drink Gatorade). Although
Coke retains its lead in carbonated beverage sales, it has already
begun to find new ways to combat Pepsi’s impressive expansion into
the non-carbonated drink market. In April 2002, Coke entered into an
agreement with Group Danone to distribute Evian bottled water in
North America. One month later, Coke announced that it was acquir-
ing the Seagram’s line of mixers, tonic, ginger ale, and seltzer from
Diageo and Pernod Ricard.
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However, in evaluating future growth plans, both Pepsi and Coca-
Cola must run a gauntlet of legal tests set by the Federal Trade
Commission in the United States and other government regulatory
agencies throughout the world. Acquisitions and alliances are the
fastest mode of further growth, but legal restrictions limit expansion
opportunities for many Stage 4 companies.

STAYING AT THE ToP: PROSPERING IN THE BALANCE
AND ALLIANCE STAGE
This chapter is different from the three previous chapters in the sense

that companies don’t move through Stage 4—they remain in it.
Whereas in Chapters 3, 4, and 5 we presented a

All companies in Stage 4 roadmap of how to move through each stage suc-
industries “hit the wall” in

one way or another. cessfully, in this chapter we discuss how to

remain in this stage and flourish.

All companies in Stage 4 industries “hit the wall” in one way or
another. What separates successful Stage 4 companies from less suc-
cessful ones is the way that they tackle five critical challenges:

1. Manage the growth challenge. Companies must find new ways to
grow the core business in a mature industry.

2. Address the potential for industry regulation. Stage 4 companies
must be alert to the constant threat of governments, consumers,
or competitors perceiving oligopolistic or monopolistic behavior
by the leading industry participants.

3. Create spin-off businesses. Even the most entrenched Stage 4
companies can create a new wave of growth by spinning off new
businesses into earlier Endgames stages.

4. Fight complacency. Stagnation is perhaps the biggest threat to
Stage 4 companies if they become too comfortable with their
industry position and either get blindsided by competition or
wither away.

5. Set a good example. Stage 4 companies are always in the spot-
light and thus must hold themselves to even higher standards
than companies in other stages to avoid media, consumer, or gov-
ernment backlash.
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Let’s dive into the details of these challenges and see how leading
Balance and Alliance Stage companies address them.

Manage the Growth Challenge

As companies move into the final stage, they must confront the chal-
lenge of how to grow their core business. Typically, Stage 4 companies
are in extremely mature industries and their growth options are limit-
ed. But growth continues to be a critical success factor, and companies

with strong internal growth will be rewarded in
the stock market.
Consider the tobacco industry. Faced with | companies with strong

huge legal battles and regulatory constraints in | internal growth will be
rewarded in the stock

the United States and Europe, they turned to less- | . o

Growth continues to be a
critical success factor, and

developed countries in Asia and Eastern Europe
to make acquisitions, form alliances, and grow their business. Now,
tobacco companies have some of the most sophisticated supply chains
and organization infrastructures of any industry serving these markets.

Consider also the growth path of Japanese-based Canon. Its cam-
eras and optical products spawned photocopiers ... which led to print-
ers ... that now are used with digital cameras ... which brought Canon
right back to photography. If it had rigidly defined its total market as
any one of these segments, the company might have limited or con-
strained its growth. Canon’s competitors, Kodak and Xerox, made this
mistake and ran into significant problems as a result. Canon, however,
remained flexible and innovative. And it prospered.

To find growth, companies must adopt a growth mindset and rede-
fine the market(s) in which they compete. Look at “next door” markets:
expand the definition of market scope by zooming out until your mar-
ket share is under 25% and preferably closer to 10%. Suddenly, plen-
ty of growth opportunities will materialize.

Address the Potential for Industry Regulation

Because Balance and Alliance Stage industries are so concentrated,
the most successful companies are often lightning rods for government
scrutiny and regulation, as well as public backlash. Second-tier com-
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petitors often cite unfair advantages given to the leaders; consumers
become concerned about the power the industry wields in terms of
pricing or service; and suppliers get squeezed so much that they can’t
make decent profits. Individually or combined, these dynamics—
whether perceived or real—can cause problems for Stage 4 companies.

The threat of government regulation is prevalent in all Endgames
stages, but is most prevalent in the Focus and Balance and Alliance
Stages (Stages 3 and 4). Consider the following examples:

m The heavy regulation and massive payouts from the tobacco
industry to the U.S. government.

m The European Union’s Competition Directorate General rejec-
tion of the proposed GE-Honeywell merger (mostly comprising
businesses in Stage 3 and Stage 4 industries).

m The intense scrutiny, or rejection, of mega-mergers that may be
indicative of an industry transition from Stage 1 or 2 to Stage 3
or 4 (for example, the proposed WorldCom merger with Sprint in
1999).

m The intense scrutiny of pricing practices, and the length and
complexity of the FDA approval process, for new products in the
pharmaceutical industry.

The key for management of Stage 4 companies is to realistically
recognize the position of their industry vis-a-vis the government and to
identify and address potential areas of government concern or action.

Create Spin-Off Businesses in Subindustries

At this final stage of consolidation, market potential lies in identifying
pockets of opportunity or niches where the company can add value to
the business. From an Endgames perspective, Stage 4 companies can
achieve new waves of growth by identifying and building businesses
that are launched from their core business, but create new industries
or compete against new players in earlier stages of the Endgames
curve. This dynamic enables the Stage 4 company to achieve future
growth in a newly created Stage 1 or Stage 2 industry. Think back to
the Pepsi case study: as a Stage 4 company, its acquisitions are geared
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toward emerging, high-potential markets, including the sports drink

(Stage 2) and bottled water (Stage 2) industries.

For another example, look to IBM and Oracle. In the late 1990s,
both companies spun off units in the sizeable, Stage 1 corporate train-

ing industry. Annual spending on corporate train-
ing exceeds US$8 billion in the United States,
and of that about US$5 billion is spent on IT
training. According to Lifelong Learning’s
Market Report, the number-two training compa-

At this final stage of con-
solidation, market poten-
tial lies in identifying pock-
ets of opportunity or nich-
es where the company can
add value to the business.

ny in 1998 was Oracle Education, a division of
the software giant, with a 5.4% share worth US$443 million. The num-
ber-one trainer was IBM Learning Services, with an 8.5% share worth
nearly US$700 million. The training market, while sensitive to eco-
nomic trends, has been growing at a steady rate. And these two Stage
4 innovators did not miss the opportunity of an attractive spin-off busi-
ness opportunity with lots of growth potential.

Fight Complacency

Stage 4 companies must engage in a never-ending battle with compla-
cency, and those that succumb to contentment with their position risk
imminent competitive onslaught.

Once again, consider the ongoing battle between Stage 4 giants
Coca-Cola and PepsiCo. It has been a battle of give-and-take for
decades. In the early 1990s, Coke became complacent in its market-
ing and product strategy. Then, intimidated by Pepsi’s rapid gain in
market share, Coke changed the taste of its flagship product, causing
it to go into a tailspin. In the mid-1990s, however, the tables turned as
Coke beat Pepsi in the race for international expansion and became the
dominant brand in several strategic countries in Asia and Eastern
Europe. More recently, Pepsi has been on a faster growth track than
Coke, thanks to gains in its new non-cola beverage businesses. This
epic battle highlights the consequences of taking your eye off the ball
in the Balance and Alliance Stage.

As a result, Stage 4 companies must avoid complacency at all
costs. Effective human resources management can often take on a
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strategic dimension in Stage 4 and help mitigate this risk. Reward and
compensation systems, promotion and succession planning processes,
and recruiting and people development are all critical processes that
can encourage innovation and risk-taking and reduce susceptibility to
competitor advances.

Set a Good Example

Companies in the Balance and Alliance Stage are so big, so global, and
so prominent that they attract undue media, consumer, and government
attention. When they make a mistake, the consequences can be disas-
trous. As a result, they must develop and maintain a sense of overrid-
ing responsibility for the global marketplace, offer superior customer
service, establish strict environmental protection policies, promote
economic development, and foster strong, cooperative relationships
with governments.

Stage 4 companies must realize they can do well by doing good.
Shell learned this lesson the hard way when it tried to sink the Brent
Spar drilling platform in the North Sea. The cost savings wasn’t worth
the loss of revenues through a consumer boycott, the bad press and
damaged reputation it gained with consumers and environmentalists.
Now it’s working its way back into favor with a greener policy.

Nike has had its issues in the past, with accusations of using child
labor in foreign factories and closing U.S. manufacturing plants to
move production offshore. But it is moving to the vanguard of corporate
responsibility with recent initiatives such as recycling programs, vol-
untary removal of PVC from its shoe materials, and introducing organ-
ic cotton into its T-shirts, which reduces environmental pollution
caused by agricultural chemicals.

Nike has also turned to corporate reporting to raise awareness of its
efforts to address the labor abuse practices it was charged with. Its Web
site contains open self-criticism about findings in some of its factories.
However, the site also reports that Nike gave a grant of nearly US$8
million to the International Youth Foundation—an organization dedi-
cated to improving the lives of young people.

Other examples of Stage 4 companies seeking to improve their cor-
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porate image abound. Philip Morris, for example, has spent tens of mil-
lions of dollars on cultural sponsorships and smoker education pro-
grams, and Microsoft has emerged as a prominent charitable donor.

Unfortunately, trust in Stage 4 companies is long and slow to build
and easy to lose. It takes a concerted long-term effort to achieve last-
ing results. Stage 4 companies need to develop and implement public
relations, consumer awareness, and charitable donation programs.
They need to build the high skill levels required to both lobby gov-
ernments and involve nongovernmental organizations. Finally, com-
panies must use sponsorships and corporate contributions to mitigate
mistrust and fear.

BeyonD THE CURVE

This chapter concludes the long journey through each of the four
Endgames stages. By now, you should have a sense of the power and
inevitability of the Endgames curve and you should accept that
Endgames dynamics will affect your business and that of your com-
petitors, suppliers, and customers.

Understanding the Endgames progression, though, is only half the
battle. Some of the most interesting facets of the Endgames concept lie
in its implications for business managers and investors. How should a
CEO manage each Endgames stage? How should the Board of
Directors carry out its duties across the Endgames spectrum? What are
the implications of Endgames for investors? How will Endgames trans-
form the business landscape between now and 20107 These questions
will be the focal point of the third and final section of the book, “New
Imperatives and Future Outcomes.”
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Seven

There is no point at which you can say, “Well, I'm successful

now. I might as well take a nap.”

—Carrie Fisher, actress and author

ant to generate some excitement and emotion? Try

announcing a big merger. Nothing makes a CEO as famous.

Nothing gets Wall Street buzzing like the prospects of a

mega-merger. And rarely is anything quite as exciting for a CEO pro-

fessionally as carrying out a merger.
CEOs such as Jack Welch (GE) and Carleton (Carly) Fiorina (HP)
became household names primarily because of their involvement in

Endgames (see sidebar: “The Jack Welch Phenomenon”). They each

presided over hundreds of mergers and led consolidation in their

The skills required from a
CEO vary according to a
company’s position on the
Endgames curve.

respective industries. In addition, mergers can
make CEOs wealthy. For example, Carly Fiorina,
the CEO of Hewlett-Packard, reportedly received
a merger success fee of tens of millions of dollars

for the merger between HP and Compagq. But both the glory and finan-

cial windfall dissolve in an instant if that one big deal turns sour.
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THE JAcK WELCH PHENOMENON

Jack Welch demonstrated many unique talents while he was CEO of
General Electric, but his implicit understanding of Endgames dynam-
ics was perhaps his greatest strength. He epitomized the Endgames
strategy through four GE strengths:

m Predicting industry consolidation and deconsolidation

m Building a strong post-merger integration competency

m Maintaining primary focus on GE’s core business despite a high
volume of M&A activity

m Structuring and using the Board of Directors as an effective
Endgames sounding board

Welch anticipated the consolidation of the medical systems, plas-
tics, and aircraft engine industries (to name a few) well ahead of his
competitors and forced GE to become the consolidation leader in
each. He also recognized that the mining industry had reached the
Balance and Alliance Stage and divested it before its financial per-
formance and market valuation dropped off—again well ahead of
any competitor. Finally, Welch reinforced the Endgames strategy
across GE by insisting that any GE business unit be the number-one or
-two competitor in its industry or be sold off. Most of the time, this
strategy led to anticipating Stage 4.

Welch also empowered his senior line managers to fully inte-
grate newly acquired businesses into the GE business model. The
acquired companies were fully assimilated into GE; from day one,
their primary focus became the business success of GE's core busi-
ness. The only time Welch negotiated special concessions in an acqui-
sition, he regretted it. Following the acquisition of the investment
bank Kidder Peabody, the investment bankers were reluctant to be
fully integrated into the GE Capital business model. What especially
irritated Welch was that the bankers felt they were entitled to hefty
bonuses even when their financial performance came in below their
commitments. Welch tolerated the Kidder differences until a 1994
insider-trading scandal involving the head of its government trading
desk, Joseph Jett. At this point, Welch put in GE executives to man-
age Kidder and fully integrate it into GE Capital.

Finally, Welch relied heavily on his Board of Directors for advice
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and insight on potential acquisitions. In a number of deals, Welch
counted on his Board to establish contacts with acquisition candi-
dates, as well as act as a sounding board for the strategic rationale
for buying them. He also chose or recommended potential new
Board members in part based on their ability to introduce GE to
acquisition candidates or ideas in new industries.

In this chapter, we examine what CEOs must do to successfully
carry out an Endgames strategy and the new onus placed upon the
Board of Directors to manage the Endgames execution.

The most important issue for a CEO and a Board of Directors to
realize is the inevitability of Endgames consolidation. The reality is
that every company in every industry will go through the four Endgames
stages—or disappear. Some industries may consolidate faster or slow-
er than others, and one Endgames stage may last longer than another,
but Endgames consolidation will happen. Period.

Although the beauty of the Endgames model is its promise as a pre-
dictive tool, this potential will be realized only through strong execu-
tion by the CEO and the Board of Directors. Senior leaders must always
be aware of where their industry and company lie on the Endgames
curve and plan their strategies accordingly. The key question, then,
becomes how the CEO and the Board should react to and lead through
Endgames consolidation dynamics.

Our research reveals that the skills required from a CEO vary
according to a company’s position on the Endgames curve. From Stage
1 through Stage 2, CEOs must drive aggressive growth and lead their
industry in consolidation: brute force, bold leadership, and vision are
key success factors. In Stage 3 through Stage 4, however, CEOs
become more like master chess players: careful planning, anticipating
competitors’ strategies, identifying and implementing a mega-merger,
and mastering portfolio management become paramount.

CEO IMPERATIVES: STAGE 1 THROUGH STAGE 2

Positioning the CEO as the primary architect of an Endgames strategy
has the potential for great success, if properly managed. To illustrate
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this point, we looked at the evolution of two companies, WorldCom and
Bank of America, when they were successfully executing a consolida-
tion strategy, moving their companies through the first stages of the
Endgames curve (Opening and Scale).

Obviously everyone would have wanted to be shareholders in these
companies during this stage! What did these chief executives do to
successfully implement their Endgames vision?

The path to success in the early Endgames stages is relatively
straightforward and comprises three distinct phases:

m Develop an Endgames vision.
m Create a merger integration engine.
m Prepare for Endgames Stages 3 and 4.

Develop an Endgames Vision

First, the company must develop an Endgames vision. In many indus-
tries, the necessity of consolidation is apparent. In steel, paper, and
chemicals, the economics of scale argue compellingly in favor of con-
solidation as one of the few strategic levers to achieve superior profits.

However, in other industries, CEOs must have a rare talent to gain
first-mover advantage by spotting an Endgames play before any other
competitor. In these situations, the Endgames vision is not so obvious.

At this point, it is imperative for CEOs to develop In many industries, the

a success model for acquisitions. As Figure 7-1
illustrates, the first step is to identify the most
promising acquisition candidates.

Take the case of NCNB under CEO Hugh

necessity of consolidation
is apparent... In others,
CEOs must have a rare tal-
ent to gain first-mover
advantage by spotting an

McColl. In the early 1980s when McColl became | Endgames play before any

other competitor.

CEO of NCNB, a small bank based in North

Carolina, interstate banking was not permitted under U.S. law. This
clearly positioned the U.S. banking industry in the Opening Stage of
the Endgames curve.

McColl believed that the only way for NCNB to control its destiny
and achieve superior returns was to create a regional, multi-state bank.

In 1982, NCNB began its interstate banking M&A activities by
exploiting a regulatory loophole and acquired a bank in Florida. He
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Figure 7-1. NCNB/NationsBank share performance through the Scale
Stage
successfully lobbied regulators in the southern United States and even-
tually, in 1985, the law changed to permit regional bank holding com-
panies. By this time, McColl had acquired banks in Florida, South
Carolina, and Georgia and achieved a big lead over his competition.

In 1992, NCNB merged with C&S/Sovran to become
NationsBank, the fourth-largest bank in the United States. McColl
completed more than 40 acquisitions and grew the banks’ assets twen-
tyfold to US$120 billion. With a new federal interstate banking law in
place, McColl’s strategy kicked into a new gear and, in 1998, McColl
completed his biggest deal ever: the US$60 billion merger with
BankAmerica to create Bank of America. At this point, the original
NCNB had gone from a single state bank with less than US$20 billion
in assets to the largest depository bank in the United States, with
US$570 billion in assets, US$10 billion in earnings, and operations in
22 states—clearly McColl had a well-developed vision for Endgames
consolidation. (See Figure 7-1.)

Although WorldCom is better known for its recent accounting scan-
dals, management turmoil and subsequent fall from grace rather than
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for its rise to power, it still serves as an example of a breakthrough
Endgames vision in Stage 2. In fact, WorldCom’s troubles also illus-
trate—in dramatic fashion—how many companies fail to make the
transition from the rapid growth of Stage 2 to the slower growth of Stage
3. It also shows the risks that CEOs face when taking the lead in con-
solidating an industry—and the consequences of consolidating too
early, ahead of the Endgames curve.

The WorldCom Endgames vision began in 1983 with Long Distance
Discount Calling (LDDC), a small long distance reseller. When Bernie
Ebbers became CEO of the company in 1985, he recognized several
important trends in the U.S. telecommunications industry: deregulation,
rapidly increasing growth in data communications among large U.S.
corporations, and a fast-changing technological environment.

Ebbers” Endgames vision was to create a coast-to-coast competitor
of AT&T, focusing on the corporate data communications market. From
1985 to 1989, he restructured LDDC to position it for rapid consolida-
tion. From 1989 to 1997, he carried out more than 70 mergers, prima-
rily buying long distance resellers and companies that could bolster his
corporate data capabilities.

Also, the new technological advances created by the Internet heav-
ily favored WorldCom in a big way. WorldCom’s corporate data strate-
gy seemed to be the right strategy at the right time and Ebbers had
visions of carrying huge amounts of Internet traffic across WorldCom’s
global network. Soon, M&A fever hit the telecommunications industry
like a pandemic, with global telecommunications giants snapping up
wireless, broadband, and cable companies at an astonishing rate.

WorldCom merged with MCI in 1998, which at the time was the
largest merger in history (US$40 billion). MCI solidified WorldCom’s
U.S. and European corporate data network and positioned WorldCom
as the second-largest long distance provider in the United States.
WorldCom’s acquisitiveness reached its nadir in late 1999 with its pro-
posed purchase of Sprint for US$129 billion. The rationale for the
Sprint deal was to put WorldCom within striking distance of AT&T’s
U.S. long distance market share (34% versus 45% for AT&T), to con-
solidate its position as the leading Internet traffic carrier, and perhaps
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Figure 7-2. WorldCom's share performance through the Scale Stage

most important, to acquire a nationwide wireless network.
Unfortunately for Ebbers and WorldCom, however, they were forced
to abandon the Sprint acquisition due to regulatory concerns. This
effectively ended the company’s Endgames rapid consolidation phase.
WorldCom’s business then deteriorated with accounting scandals, man-
agement changes, and Chapter 11 bankruptcy. (See Figure 7-2.)

Create a Merger Integration Engine

Once a company’s Board of Directors embraces an acquisition strategy
and the first wave of deals is completed, the vision is usually confirmed
and validated. This marks the beginning of the Scale Stage. At this
point, a company in Stage 1 or Stage 2 will often carry out dozens of
deals a year. The key differentiating success factor, however, becomes
a company’s ability to successfully integrate the high volume of acqui-
sitions into its core business (see Figure 7-3).

Most successful companies build what is often referred to as an
“integration engine.” Hugh McColl and NCNB, for example, aggres-
sively integrated acquisitions to fit NCNB’s core business model. They
developed an integration template for each core function and process
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Figure 7-3. Critical capabilities for M&A success

of the business and deluged a newly acquired company on day one with
integration specialists. These specialists completely integrated the new
company in all areas, from IT to lending systems and processes to cred-
it scoring systems. As one senior NCNB executive said after NCNB
acquired First Republic Bank Corp. in 1988, “[McColl] gave us two
things: an airline ticket and a red book with the battle plan.”

In some of its acquisitions, NCNB was prepared to lose up to 20%
to 30% of the acquired company’s customer base as well as a certain
portion of the management team. Senior management accepted this as
a necessary part of achieving the company’s objectives—and believed
that a 70% retention rate added to its core business was good progress.

This brings up an important point: a critical success factor for exe-
cuting an Endgames strategy is ensuring that Wall Street understands
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and supports the Endgames rationale. Not every merger will be a com-
plete success, but investors will be somewhat more patient if manage-
ment takes the time to get buy-in for an Endgames strategy (see side-

bar at end of chapter: “Seven Steps to Merger Success”).

Like NCNB, WorldCom also created a straightforward merger inte-

Not every merger will be a
complete success, but
investors will be some-
what more patient if man-
agement takes the time to
get buy-in for an End-
games strategy.

gration strategy and capability. Because margins
were so thin in the long distance market, Ebbers
focused on rapidly assimilating an acquired
company’s customer base and revenues into
WorldCom’s network and cutting costs to the

bone. This strategy worked to perfection through

the early 1990s as WorldCom completed a series of small- to medium-
sized acquisitions.

Finally, it is important to note that conglomerates and companies
executing roll-up strategies sometimes take a different approach and del-
egate merger integration issues down the chain of command. When
Berkshire Hathaway makes acquisitions, for example, the incumbent
management team is generally left in place. Even if acquired companies
compete in the same industry, they are rarely integrated. On the other
hand, Cisco Systems is an integration powerhouse. As an industry leader,
Cisco focused on smaller acquisitions during its consolidation phase.
The company’s guiding belief is that acquisitions should be friendly, not
hostile, and that acquired companies should be fully integrated into the
Cisco business model immediately. Senior Vice President Peter Solvik
explains, “We’ve learned, sometimes the hard way, that the only way to
make an acquisition is to fully and seamlessly integrate all aspects of the
new company into Cisco. There are no exceptions.” One of the most
striking examples of this, Solvik relates, is that one acquired company
had just upgraded all of its employees” computers—more than 1,000 of
them. Nevertheless, Cisco replaced them all after the acquisition to
ensure compatibility within the Cisco business model.

Prepare for Endgames Stages 3 and 4

Sometime during Stage 2 or the early part of Stage 3, competitors begin
to think about a defining, industry standard-setting mega-merger.
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Companies in these stages typically face several new competitive real-
ities. Their market share has grown substantially and their largest
industry competitors are taking notice. There aren’t as many deals
available because targets are too big and competitors also become
“deal hungry.” Companies experience a “stick to their knitting” ren-
aissance and the core business performance becomes the key driver of
a company’s stock price. As a result, the CEO faces a whole new set of
business dynamics.

Once companies arrive at Stage 3, they reach a crossroads: either
they continue along the path to glory or they die by the sword. Both
NCNB/NationsBank and WorldCom chose to continue along the acqui-
sition path, each capping off their Stage 2 journey with massive acquisi-
tions. Same strategy, perhaps, but the results couldn’t be more different.

Although both WorldCom and NCNB enjoyed great runs during
their consolidation heydays, they ultimately suffered setbacks on the
stock market when their companies reached the end of the rapid con-
solidation Endgames phase. As Figure 7-4 illustrates, Bank of
America’s stock price has stalled since NationsBank acquired it in
1998 and WorldCom’s stock price has plummeted since it made the
Sprint announcement in 1999.

At NCNB, McColl’s deal-making prowess ultimately became the
driver of NationsBank’s stock price—NationsBank had to sign bigger
deals, faster, to keep increasing its share price. As the size and pace of
deals increased, management’s ability to integrate the acquired com-
panies became compromised. At the same time, the acquisition price
per dollar of assets acquired increased substantially, almost quintu-
pling between the C&S/Sovran deal in 1991 and the acquisition of
Barnett Banks in 1998. These issues came to a head with the
BankAmerica deal (which created what is now Bank of America) and
the stock price has been flat, never regaining its US$70 per share peak
since the announcement of the transaction.

In retrospect, the BankAmerica deal signified the bank’s arrival
into Stage 3. However, the size and scope of the post-merger integra-
tion overwhelmed McColl and his senior management team, forcing the
company into a protracted transition period. Since the merger, Bank of
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Figure 7-4. Share performance for Bank of America and WorldCom
since their largest acquisitions

America has reorganized and gone through a major senior management
and CEO change. It has had to realign its strategy and objectives to
adjust to its new position in Stage 3. In addition, the economic slow-
down of 2001 and 2002 has delayed the realization of the merger ben-
efits, and it is not yet clear whether the merger will create significant
incremental shareholder value.

By the same token, at WorldCom, Ebbers also stepped up the size and
pace of acquisitions in 1996. The US$14 billion acquisition of MFS
Communications in Omaha, NE, that year was almost five times larger
than his previous biggest deal, the WilTel acquisition in 1995.
WorldCom’s winning formula of integrating customers and cutting costs
took longer to fully implement and realize than with previous acquisitions.
Then came the MCI deal, which at US$40 billion was almost off the
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scales. At the same time, telecommunications companies’ share prices
boomed during the Internet bubble, which meant that when the bubble
burst (just after the time of the Sprint announcement), WorldCom’s share
price plummeted, both due to the erosion of the Internet premium built
into the stock and because of underlying core business profitability (due
in part to the slower pace of integration of MCI).

Similar to the NationsBank example, the telecommunications
industry moved rapidly from Stage 2 to Stage 3 on the Endgames curve.
The size, scope, and pace of mega-mergers carried out by WorldCom
eventually overwhelmed the company’s management team. It became
difficult to realize the synergies from all of the acquisitions in a timely
manner and post-merger integration timetables lagged. From its peak of
over US$60 per share at the time of the Sprint announcement,
WorldCom’s share price plummeted more than 90% to less than US$3
in April 2002. Bernie Ebbers resigned as CEO, leaving the company to

put together a new senior management team. The

company is in turmoil and its future in its current
form is in question.

While each company has its own unique cir-
cumstances and the force of the business cycle
always is a shaping factor, A.T. Kearney’s
Endgames research shows that companies must
undergo a major strategic transition when their

Companies must undergo
a major strategic transi-
tion when their industries
move from Endgames
Stage 2 to Stage 3. This
transition can wreak
havoc with a company’s
business strategy and
management processes.

industries move from Endgames Stage 2 to Stage 3. This transition can
wreak havoc with a company’s business strategy and management
processes. It may forewarn of the need for a company’s senior manage-
ment team to seriously rethink its medium- to long-term strategic plan
to ensure its strategies will lead to success in the Stage 3 environment.

Let’s look at some of the warning signals and red flags that man-

agement and their Boards should watch for:

m Mergers and consolidation become the focal point of corporate

strategy (the means instead of the end) and of share price per-

formance.

m Operating managers are so overly burdened by integration

issues that they neglect core business performance.
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m The company can become “too big to manage” as a result of the
cumulative effect of so many mergers.

m The CEO achieves a certain degree of fame or notoriety in the
business community, usually accompanied by a significant
bonus or stock award (hundreds of millions of dollars).

m The CEO evolves into a “one-trick wonder” rather than an
industry visionary.

m The CEO makes one deal too many... or too big... or both.

Any of these trends can signal the end of Stage 2 and indicate the

need for a new strategy. But the complication is that they are often real-
ized simultaneously—sometimes with disastrous effects. CEOs must
read the Endgames tea leaves, heed the Endgames warning signals,
and adjust their companies’ strategy for the realities of Stages 3 and
4—or risk disastrous consequences for their shareholders and their
tenure as the organizations’ leaders.

CEO IMPERATIVES: STAGE 3 THROUGH STAGE 4

Why did Pepsi offer such a significant acquisition premium for Quaker

Unlike the dealmaker skills
and bold leadership traits
required in Stages 1 and 2,
the prototypical Stages 3
and 4 CEO is a shrewd
chess player and portfolio
manager.

Oats’ Gatorade business? What was the underly-
ing strategic rationale for Philip Morris to under-
take an initial public offering (IPO) of its Kraft
Foods business unit and contemplate selling its
Miller Beer business? The answer is the
Endgames curve.

Managing Stage 3 and Stage 4 of the Endgames curve requires a
particular set of CEO attributes. Unlike the dealmaker skills and bold
leadership traits required in Stages 1 and 2, the prototypical Stages 3
and 4 CEO is a shrewd chess player and portfolio manager.

Consider Johnson & Johnson, a leader in the pharmaceutical and
health care industry, which is transitioning into Stage 3. Johnson &
Johnson has carried out more than 30 acquisitions over the past 10
years, but has always stuck to its core businesses: prescription and
over-the-counter pharmaceutical products, medical devices and diag-
nostics, and consumer and baby products. Well-known for being a
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decentralized company, J&J empowers each business head to identify
and execute acquisitions.

As aresult, J&J has acquired companies across its entire portfolio of
businesses; examples include Neutrogena (consumer products), ALZA
(pharmaceutical), Centocor (biotechnology), and DePuy (medical
devices). While J&J has carried out some big deals over the years (ALZA
was the biggest, at almost US$12 billion), the company has stayed away
from deals big enough to risk changing its culture or business model.

In addition, J&J has pursued its acquisition strategy over the tenure
of several CEOs, not just one, which has meant that M&A and consoli-
dation have become embedded as an integral part of the company strat-
egy. Finally, the Board of Directors reviews J&J’s portfolio of business-
es on a regular basis to assess whether J&J should shed underperform-
ing businesses and whether J&J as an overall entity is more valuable to
shareholders as is or as separate companies. In other words, through
regular meetings, the Board validates J&J’s Endgames strategy.

Many companies in Endgames Stage 4 industries adopt a strategy
of creating spin-off growth businesses from their core business.
Typically, these spin-off businesses launch new industries or subindus-
tries that are in an earlier Endgames stage and lead to new opportuni-
ties for these companies to fuel their future growth. PepsiCo is a good
example of a Stage 4 company that took advantage of this strategy.
Faced with the prospects of low growth in its core (Stage 4) soft-drink
business, PepsiCo identified two new spin-off industries: the sports
drink subindustry and the bottled water subindustry.

These subindustries were both much less concentrated than the
soft drink industry, showing characteristics of Endgames Stage 1 or 2.
PepsiCo managers believed that both of these subindustries could
provide growth to boost the top line of the overall company. They
acquired the Gatorade sports drink business from Quaker Oats, pay-
ing a significant premium over a competing offer from Coca-Cola, and
have since used Gatorade as a focal point for developing their sports
drink business.

Another Stage 4 management strategy is to “isolate” a Stage 4 busi-
ness in a portfolio company and use the cash thrown off from it to either
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fuel other businesses in the portfolio or return it to investors. In this light,
Philip Morris has set the standard for excellent management of a partic-
ularly tough Stage 4 business—the tobacco industry. In the late 1980s
and early 1990s, when it became clear that the tobacco industry was
advancing toward Stage 4, Philip Morris diversified into the Stage 2 food
industry. With the acquisition of Kraft, General Foods, Jacob Suchard,
and others, Philip Morris diversified into a food industry powerhouse.

In the late 1990s, though, the impact of government regulation of
the tobacco industry for health-related claims led Philip Morris to
change its Stage 4 strategy. It is now in the process of isolating its
tobacco business, with a strategy of containing it with respect to litiga-
tion claims and maximizing its cash dividend payments to sharehold-
ers. In the process, it sold 16% of its Kraft shares in an PO, is spin-
ning off other businesses, and has sold its Miller Beer business. This
type of bold, shareholder-focused leadership in Stage 4 led sharehold-
ers to give retiring CEO Geoffrey Bible a 10-minute standing ovation
at Philip Morris” 2002 annual shareholder meeting.

Nestlé has been successful in supplementing its core Stage 3 food
business with acquisitions of businesses in earlier stages. This strate-
gy enables Nestlé to continually realize new growth opportunities and
grow the company aggressively. Nestlé consolidated the Stage 2 bottled
water industry with the acquisitions of Perrier and San Pellegrino,
among others, and appears to be in the process of consolidating the
Stage 2 pet food industry as well. Like Johnson & Johnson, which exe-
cutes a similar strategy, Nestlé has built strong capabilities in merging
large acquisitions quickly and effectively on a global basis.

The bottom line on managing through Stages 3 and 4 is that there
are few winners and many losers. CEOs must accept the position of their
industry on the Endgames curve and plan their strategy accordingly. A
few brilliant strategic insights can make a CEO famous in these stages.

IMPLICATIONS FOR ENDGAMES SURVIVAL AND
SUCCESS

In this chapter we have discussed some of the challenges CEOs face at
each Endgames stage. In the coming years, the scale, pace, and com-
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plexity of business will surely increase as more and more industries

consolidate and move along the Endgames curve.

What can CEOs do to lead a successful Endgames strategy? Let’s

summarize this chapter by looking at three key implications of our

research and the tools and strategies available to CEOs to manage in

the Endgames environment.

1.

Take a global view and adjust your strategy to reflect
your position on the Endgames curve. Endgames consoli-
dation is a global phenomenon. It may be a cliché, but it’s no
longer enough for CEOs to think local, regional, or even nation-
al in strategic planning. Scope must be global and corporate
strategy has to be significantly adjusted several times over the
course of the Endgames journey. Ignoring this concept leaves
you vulnerable to being surpassed, or acquired, by your most
feared competitors.

Capitalize on cross-industry opportunities. Because con-

solidation is universal and all industries consolidate, look

beyond your own industry to see what can be learned from oth-
ers. If necessary, bring in fresh thinking from the outside to
incorporate cross-industry thinking. At the same time, the strat-
egy of creating new products that lead to subindustries in earlier

Endgames stages can be a growth accelerator for any company,

and CEOs need to be creative and innovative in identifying these

new potential growth engines.

Leverage the Board of Directors. Although the CEO has

been the focal point of this chapter, the Board of Directors must

also take on new roles in the successful execution of Endgames
strategy. This represents a renewed vision for how a Board car-
ries out its duties and reinforces the need for CEOs and share-
holders alike to ensure that Boards are structured for success.

Some imperatives include:

m Contributing deep expertise and relationships in customer and
supplier industries, as well as adjacent industries. The Board
must be able to assist the CEO in determining when one
Endgames stage is over and when another is beginning. In
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addition, Board members should become a source of acquisi-
ion ideas and contacts and be able to assist in closing deals.

m Assessing the strengths and weaknesses of a CEQ in managing

in a particular Endgames stage. The Board must ensure that
the CEO has the appropriate skill set to lead the transition
from one Endgames stage to another and, if necessary, deter-
mine if the CEO should be replaced.

Thinking carefully about how to appropriately reward a CEO
in each Endgames stage. Best practice suggests that big pay-
outs or tying compensation to the number or size of deals com-
pleted should be avoided at all costs. Rather, focusing on the
health and success of a company’s core business should con-
tinue to be the focal point.

Some of these imperatives may require many Boards to signifi-

The Board and the CEO
must take ownership for
the successful execution of
an Endgames strategy
through detailed, hands-
on deliberation and deci-
sion-making.

cantly restructure their current objectives and
membership. Ultimately, however, the Board and
the CEO must take ownership for the successful
execution of an Endgames strategy through
detailed, hands-on deliberation and decision-
making.

FrRom CEOs 10 STOCKS

As strategists, orchestrators, and leaders, CEOs play a pivotal role in

driving their companies up the Endgames curve. But other constituen-

cies wield considerable influence as well, including Wall Street and the

investor community. In discussing Endgames strategies with our clients,

those in the private equity community have been our most interested lis-

teners. The implications of Endgames on investment timing and choice

of target industry are enormous for private equity investors.

What are the implications of Endgames on the stock market? What

strategies should investors adopt along the Endgames curve? Let’s turn

to the next chapter to see.
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SEVEN STEPS TO IMIERGER SUCCESS

The numbers are startling: more than half of mergers ultimately fail
to create the value top management had envisioned. But heeding
the pitfalls of the past is a big step toward a successful future.
Analysis based on an A.T. Kearney survey completed in 1999 reveals
that seven steps are key to making mergers work. Highlights of the
research first appeared in the book, After the Merger: Seven Rules for
Successful Post-Merger Integration, by Max M. Habeck, Fritz Kroeger,
and Michael R. Traem.

Create a clear vision and strategy. While companies devote a
great deal of thought to strategy and vision when embarking on a
merger, nearly 80% of companies place corporate “fit” ahead of cor-
porate vision. Learning about a potential partner may win the battle;
still, the companies that learn to live with each other are the ones
that ultimately win the war.

Vision is the only acid test as to whether companies are on the
right track as they prioritize, execute, and interpret post-merger
integration tasks. Many merging companies learn the hard way that
fit flows from vision—and not vice versa.

Establish leadership quickly. It is impossible to overestimate the
importance of immediately establishing strong leadership when a
merger deal is completed. The faster the merged company solidifies
management—by working out compromises, minimizing or prevent-
ing defections, and making the most of available talent and knowl-
edge—the faster it can exploit the growth opportunities inherent in
its “one business” vision. Yet, nearly 40% of all companies in the A.T.
Kearney study faced a leadership vacuum because they failed to put
the establishment of leadership at the top of the priority list. With no
one to secure buy-in or provide a clear direction, conflicts simmer,
decisions go unmade, and constituencies—from employees to cus-
tomers to market analysts—lose patience.

Merge to grow. As important as cost-cutting and similar synergies
are in mergers and acquisitions, they should be a secondary issue in
the post-merger integration. It is clear that almost all mergers offer
opportunities to save money. But the primary reason for the merger
decision—and the obvious focal point during post-merger integra-
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tion—should be growth. Merging companies must unlock the
“merger added value” by taking advantage of the positive combina-
tions offered by their combined resources. One example: the
“growth” synergies identified during due diligence cannot be
trumped by “cost” or “efficiency” synergies. Companies run the risk
of cutting too much and for too long.

In short, there are two kinds of synergies: “efficiency” and
“growth.” Our survey clearly shows where the emphasis currently—
and unfortunately—lies. Some 76% of companies surveyed focused too
heavily on the “efficiency” synergies. Some 30% of the companies sur-
veyed virtually ignored attractive growth opportunities such as cross-
selling possibilities or knowledge sharing in research and development.

Focus on results and communicate them. Merger announce-
ments consistently spread uncertainty, not only among employees,
but among suppliers, customers, and shareholders as well. It is critical
to inform stakeholders of plans and goals, but addressing these
longer-term issues is not enough. Companies need to also communi-
cate “early wins”"—successful and sustainable moves made quickly
after the merger. This offers the audience the first glimmers of the
potential of the deal. The result is solidified support and increased
buy-in, both inside and outside of the new company.

Where do early wins come from? Areas to consider inside the
company include asset sales, knowledge sharing, and improvements
to the work environment. And there is a rich source of early wins in
a place few companies look: outside of the company. Relationships
with suppliers or customers may improve after a merger—offering
additional potential for positive communication.

Companies that look internally often fall into the trap of citing job
cuts as early wins. Some 61% of merged companies search for early wins,
but frequently tread on dangerous territory by turning to job shedding,
factory closings, or inward-looking cost moves. The negative emotions
these moves produce can quickly turn them into “early losses.”

Fortunately, when business due diligence has been conducted
properly, several sources of early wins should be readily apparent.

Be sensitive to culture clashes. Cultural differences represent one
of the most intractable problem areas in mergers and acquisitions,




CEO Strategies for Endgames 115

both before and after the deal is done. The term culture, of course,
refers to a collection of elements, including behaviors, objectives, self-
interest, and ego, that people are reluctant to discuss openly.

Successfully integrating cultures is key to making any merger
work. When this challenge is approached in a structured way, it
becomes more manageable.

When we looked at 115 transactions around the globe, we dis-
covered one reason why many mergers are unsuccessful and why cul-
tural differences are blamed. Cultural imposition is standard prac-
tice—whether or not it is the most appropriate strategy. While this
tactic is valid in some cases, in others it destroys the value the merg-
er was supposed to create.

Problems frequently arise when the organizations that are com-
ing together serve very different markets; in such cases, it is often
best to leave the two cultures intact. If full integration of the two
organizations is critical to release value, a “compound” culture
should be created, one that takes the best elements from each of the
parent organizations.

Communicate throughout the process. Managers who can per-
suade constituencies to believe in a vision and to act on it fare much
better at achieving their merger integration goals. In other words,
the most compelling communicators come out ahead. This may
appear to be the easiest aspect of merger integration. It's not.
Communication doesn’t just happen; managers must take responsi-
bility, plan it carefully, and then control it over time.

Behind every effective communications program is a combination
of communications goals, flexibility, and feedback. The effort is part
art, part science—and often inadequate, as most companies acknowl-
edge. Some 86% of respondents said that they failed to communicate
their new alliance sufficiently in their merger integration phase.

For most companies, the biggest barrier to merger integration is
failure to achieve employee commitment. Some 37% of respondents
listed this as their primary challenge, well ahead of obstructive behav-
ior and cultural barriers.

Successful companies emphasize their ultimate communications
goal—a company that works seamlessly to realize the value of the
merger. Taking this perspective encourages the deep-seated commit-
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ment required to achieve buy-in, provide proper direction and orien-
tation, and properly manage expectations.

Manage risks aggressively. The most common reaction to risk is to
avoid it. That's understandable: risk carries a negative connotation in
many people’s minds. Unfortunately, any endeavor involving high
returns and strong growth—including a merger—comes with compa-
rably strong risks as well. Companies need to recognize and confront
these risks instead of ducking them; when they do, they ultimately
maximize the returns on the merger. Fortunately, the corporate world
is acknowledging this need. Our global survey of 115 transactions
showed encouraging signs that companies are making efforts to
proactively face their risks. Some 32% of companies that are merging
actively pursue formal risk management.

Effective risk management can lead to early wins. Some of these
companies have developed enough expertise in risk management
that it has become a source for both early wins and long-term
growth.

Yet on the other side of the coin are the two-thirds of all compa-
nies that integrate after a merger without the benefit of the risk
management process. This statistic is alarming today—and will be
more so tomorrow. In the future, the complexity of risk will grow in
proportion with the opportunities large deals offer.
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The history of the market is clear: in the short term, stocks
have extreme ups and downs ..., but in the long term, stocks
go in only one direction. Up.

—James K. Glassman and Kevin A. Hassett

Dow 36,000, 1999

rom the beginning, we’ve noted that there is a connection

between the Endgames curve and the performance of equi-

ties markets worldwide. Now it’s time to take a closer look.
The basis of this discussion stems from several conclusions that we've
drawn from the Endgames analysis so far.

First, the competitive and economic dynamics in each of the four
Endgames stages present crisper acquisition and consolidation strate-
gies to companies than ever before. Companies that lead their indus-
tries will have unprecedented opportunities to outgrow their rivals,
make superior profits, and lead the pack in stock prices.

Second, the Endgames model is a predictive tool that looks as far as
20 years into the future. One major implication from the model is that
the pace and size of mergers across most industries will accelerate.
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Today, with merger activity generally idle while the economy recovers
from the recession, the stock market has been moving sideways for some
time. However, as the economy recovers and consolidation resumes,
there is significant potential for stock prices to be boosted by merger
premiums and the superior economic returns offered by the successful
implementation of Endgames strategies. On this basis, the stock market
has the potential to increase several times over.

Third, the Endgames analysis implicitly predicts and forecasts
industrial deregulation in Stage 1 industries, trade liberalization as a
means to achieve growth and transition from Stage 1 to Stage 2 or Stage
3, and increased corporate governance. As this happens, several out-
comes are clear: companies will have new opportunities to increase
profits and lead their industries; the size and number of mergers will
increase; and macroeconomic and regulatory factors will be more con-
ducive to growth and expansion—all of which, in turn, point to rising
stock markets.

GLoBAL CONNECTIONS

Looking back on history, a rising stock market and increased merger
activity usually go hand in hand. A detailed analysis of the number of
M&A deals and the market indices shows a strong correlation between
the Dow Jones index and acquisition activity in North America. As
Figure 8-1 illustrates, from 1989 to 2001, there is a correlation of 93%
between the number of U.S. mergers and the Dow Jones Industrial
Average (R2 of 93%). This implies that, at least to a certain degree, ris-
ing stock prices form a currency for making M&A transactions possible
and are therefore a key driver of acquisition and consolidation booms.
How many of the mergers of the 1990s would have taken place
without the high stock valuations of the equities used by acquirers to
pay for the transactions? And don’t forget the favorable accounting
treatment of mergers completed via share swaps. Still, timing plays a
key role in the success of acquisition strategies; a high stock market
alone means little. For example, in what was considered a bold move
at the time, Tyco International purchased CIT Financial in a highly
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Figure 8-1. The correlation between the Dow Jones Index and the
number of M&A transactions in the United States (1989-2001)

leveraged move to diversify into the financial services field. One year

later, however, Tyco began looking to unload CIT Financial—for a

loss—when the balance sheets of highly debt-
leveraged companies (like Tyco) came under
scrutiny for possible financial irregularities in
the backwash following the failure of Enron.
Rising stock markets and lots of merger activity

Rising stock markets and
lots of merger activity
don’t always guarantee a
successful acquisition
strategy.

don’t always guarantee a successful acquisition strategy.

Expanding our field of vision a little further, the same holds true

for the European markets, where Figure 8-2 shows that the Euro Stoxx

and merger activity are 80% correlated.

In Japan, however, a different picture emerges (see Figure 8-3).

Merger activity was relatively flat while the Nikkei Index plummeted

in the early- and mid-1990s. However, in the midst of the Asian eco-

nomic crisis in 1998, merger activity rocketed upward. This discrep-

ancy can be traced to a number of Endgames-related factors:

m In Japan, financial services companies, automotive companies,
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Figure 8-2. The correlation between the Dow Jones Euro Stoxx and
the number of M&A transactions in Europe (1989-2001)
and real estate assets industries had fallen so much in value that
investors believed they could be acquired for a reasonable price.
These companies were all in Stage 2 industries, prompting for-
eign banks to jump in and make a number of acquisitions as part
of their global Endgames consolidation strategy.

m The Japanese government “encouraged” the merger of several
troubled financial services institutions as it began to deregulate
and reform this huge industry.

m Although acquisitions of Japanese companies by foreign compa-
nies were rare, after the Asian crisis the Japanese government
could no longer insulate national companies from foreign
acquirers. The market began to open up and globalize, primari-
ly in Japan’s Stage 2 and 3 industries.

Although merger activity in Japan is not as closely correlated with
markets as it is in Europe and North America, it is still driven by
Endgames phenomena. And when we combine the data for North
America, Europe, and Japan, we see that the strong correlation
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Figure 8-3. The correlation between the Nikkei Index and the num-
ber of M&A transactions in Japan (1989-2001)

between share prices and M&A activity also holds true globally. If this
long-term trend stays intact, the entire global market capitalization for
the year 2010 could amount to between US$60 and $80 trillion (see
Figure 8-4). The size of this number suggests that there is more than
enough room for mega-mergers—and the acceleration of merger activ-
ity in general—that the Endgames model predicts.

THERE ARE WINNERS IN EVERY ENDGAMES STAGE

Investors can profit at every stage along the Endgames curve. In this
section, we look at some of the best practices of companies across the
entire Endgames spectrum and explain how identifying those practices
can lead to superior investments.

We began by creating Endgames stage-specific indexes based on
industry indexes from Dow Jones and plotting their development from
the beginning of 1992 until the first quarter of 2002. The Stage 1 index
is the combination of the utilities, financial services, and railroads
indexes; Stage 2 is chemicals and retailers; Stage 3 is aerospace, auto-



122 Winning the Merger Endgame

$80 .
$60-$80 trillion
[ North America
$70 [ Europe
[ Japan

$60
w 5507
c
2
E $40-
o
]
)

$30

$20 $31 trillion

- - 53%
$10 $2 trillion $7 trillion |—|
$0.9 55% 38% _ 33% 0%
trillion 2% L eor 26% | 10%
$0 T T L T T 1
1970 1980 1990 2000 2010

) (predicted)
Sources: Mergerstat; A.T. Kearney analysis

Figure 8-4. The value of the world capital markets

motive manufacturers, distillers and brewers, and food services; and
the Stage 4 index is made up of soft drinks and tobacco. As Figure 8-
5 illustrates, our analysis revealed that there is no significant variation
in the stock market returns between stages (and industries within those
stages) along the Endgames curve.

The key to using the Endgames analysis as an investment tool,

then, is the ability to choose companies that

The key to using the apply Endgames principles particularly well. In

Endgames analysis as an i i ) )
investment tool is the abil- | turn, this means being able to identify compa-
ity to identify companies | pjes that have the highest probability of becom-
that apply Endgames prin-

ciples particularly well. ing the ultimate winners in the Endgames con-

solidation battle.

In each industry, regardless of where it is along the Endgames
curve, there are leaders and laggards. The value building growth
matrix, described in earlier chapters, should serve as the starting point
for identifying top-performing companies in any industry on the basis
of revenue growth and growth in value creation. How concentrated is
the industry? What core competencies separate leaders and laggards?
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Figure 8-5. Industry indexes for the four stages

Regardless of what Endgames Stage their industries are in, companies
that exhibit revenue growth and value growth above their industry
averages are the starting point for good Endgames-based investments.

With this industry growth framework in mind, the second step is to
look at the specific dynamics in each Endgames Stage for clues as to
which companies may perform best.

In the Opening Stage, it is important to choose companies that have
financial backing and a sound business model. This may sound obvi-
ous, but because industries are often fragmented in Stage 1, there is
plenty of room for big winners ... and big losers.

A company called Northpoint illustrates this example well. Verizon,
a telecommunications leader in the United States, offered to acquire
Northpoint, a pioneering “last-mile” DSL communications provider that
sold discounted DSL service to its local phone customers. But when it
appeared that the economy was headed into a recession, Verizon walked
away from the deal. Despite Northpoint’s fundamental attractiveness to
Verizon, like so many other DSL providers that were undercapitalized
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and suffered from slower adoption rates than predicted, it soon went
bankrupt. Verizon ultimately purchased Northpoint’s assets for pennies
on the dollar, triggering rapid consolidation of Northpoint’s entire indus-
try. Phoenix, for example, a rival to Northpoint, ended up being
acquired for a bargain-basement price as well.

In the Scale and Focus Stages (Stages 2 and 3), look for potential
mergers of near equals as the pace of consolidation increases rapidly.
Recent examples include:

m Exxon and Mobil, Chevron and Texaco, Conoco (a spinoff from
DuPont) and Phillips, BP and Amoco, and Arco and Castrol
from the Focus Stage (Stage 3) oil industry.

m Pfizer and Warner Lambert, Pfizer and Pharmacia, Glaxo
Wellcome and SmithKline Beecham, Bristol-Myers Squibb and
DuPont’s pharmaceutical subsidiary, and Sandoz and Ciba-
Geigy to form Novartis from the Scale Stage (Stage 2) pharma-
ceutical industry.

m Citigroup and Associates First Capital, and Morgan Stanley and
Dean Witter from the Scale Stage (Stage 2) financial services
industry.

Also, look for Scale and Focus Stage companies that stick to their
knitting. Ventures too far afield from a company’s core competencies
usually yield poor returns. Consider Starbucks, which turned designer
coffee into an industry among a galaxy of little players. It is dominant
in its field, but when it decided to embrace the Internet, it made a
number of investments in dot.coms—Living.com, Cooking.com,
Kozmo.com, and TalkCity.com—that left a bitter taste in the mouths of
shareholders. Starbucks has written off the majority of its dot-com
investment and no longer considers the Internet as part of its core
business strategy.

Another example is Tyco International, a conglomerate of compa-
nies in Stage 2 and 3 industries. After an aggressive series of mergers
in unrelated industries, Tyco has fallen on hard times because it
became so big and diversified it was unable to extract synergies from
its far-flung portfolio of acquisitions.
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In Stage 4, look for companies that reinvent themselves and spin
off new businesses into earlier Endgames stages. These spin-off com-
panies can create the next wave of growth and shareholder value. A
good example is the defense electronics industry. Following the
September 11, 2001 terrorist attacks in the United States, the U.S.
Congress approved the largest increase in U.S. defense spending in a
decade. This augurs well for the core business of defense electronics
companies, but also opens them up to develop whole new spin-off
subindustries such as aircraft security, airport security, and passenger
screening technologies, effectively launching another wave of
Endgames growth, mergers, and consolidation.

Do Your DUE DILIGENCE

From following the regulatory environment to tracking economic
cycles, constant research is critical. A solid Endgames strategy
depends on having the right information at the right time—and there
is no substitute for the due diligence companies must go through to
gain it:

Research the regulatory environment. The regulatory environ-
ment can be a complicated maze; how well a company navigates it can
help make or break a merger. It is a good idea to be aware of public
attitudes and assess the sentiment among government regulators, as
they may override any potentially attractive financial combinations. In
the Canadian banking industry, for example, a number of banking
mergers were doomed before they started. A parade of the country’s

leading players—led by the Royal Bank of
Canada and followed by the Bank of Montreal,
CIBC, and Toronto-Dominion—all announced
intentions to merge, but their plans were dashed
when the Finance Minister ruled criteria had to
be in place to evaluate the deals properly.

A solid Endgames strategy
depends on having the
right information at the
right time—and there is
no substitute for the due
diligence companies must
go through to gain it.

When Jack Welch stretched his retirement date, he did it just to
close his proposed merger with Honeywell, a deal that European com-

petition regulators ultimately squelched despite painstaking efforts on
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GE’s part to pare or sell off the business lines that might be considered

anticompetitive.

Examine the merger success rate. Look for companies that exe-
cute the merger process well. Companies such as Teleflex and Danaher
in the industrial equipment industry are renowned for identifying good
acquisition candidates on a global basis, conducting uncompromising
due diligence, and integrating their acquisitions quickly and effective-
ly. On the other hand, companies that acquire without adequate
screening and due diligence processes can destroy shareholder value
with dizzying rapidity. United States Senator Joseph Lieberman
summed it up quite simply for reporters during the Senate investiga-
tion following the Enron scandal: too many analysts failed to ask “why”
before they said “buy.”

Anticipate future trends. Use the Endgames model to find new
industries that are being created. Look beyond the current mania to
developing trends to discover future opportunities and strategic indus-
try shifts. One such longer-term shift is the movement toward develop-
ing a sustainable environment. New industries and subindustries that
improve the quality of the environment are emerging rapidly as the
spotlight on the deteriorating environment and rising energy prices
shines brighter.

However, just as new opportunities and industries emerge, others
will naturally decline. For example, coal mining has been in a world
decline since the mid-1990s. Will petroleum follow suit? And what
about the effect on automobile companies? Will they decline as well,
or will they develop renewable energy power sources? Disposable
packaging and collateral materials consumption will give way to more
intense efforts at innovation in design that makes better and less waste-
ful use of the earth’s resources. And long before such changes work
their way through the ecosystem, there will be both consumer and cap-
ital backlash against companies that have no strategy in place to cope
with the future. Industries in potential jeopardy include automotive,
mining, logging, fishing, petroleum, and nuclear energy. Industries on
the ascent may include remanufacturing, fuel cells, mass transporta-
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tion, solar and hydrogen power generation, fish farming, nanotechnol-
ogy, and biotechnology, all of which leverage technology to use materi-
als and energy more efficiently and effectively.

Follow the cycles. Finally, merger activity is cyclical. As economist
Frederic Pryor explained in a recent article:

The only difference in the current climate is that the merger
boom of the late 1990s was of a much larger magnitude than any
of the previous ones. So the anticompetitive effects of the
greater concentration that inevitably follows as a result of the
bigger boom is theoretically greater. However ... a lot of the
mergers were done quickly and for defensive purposes so they
have a greater chance of failure.... Some of these were mergers
of competitors with weak market positions. In such cases, it is
doubtful whether increased size will solve these problems. For
instance, among the world’s 18 largest pharmaceutical compa-
nies, 11 of the 12 companies which experienced mergers lost
(combined) market share between 1990 and 1998, while all six
of the companies which had not merged gained market share.!

MINING FOR GOLD

As we have seen throughout the book, the Endgames model some-
times produces circumstances that are particularly opportune for
identifying winning and losing companies. Because the Endgames
model is predictive, investors can identify and analyze industries to
determine whether they are poised for a new round of consolidation
and merger activity.

They can also look at how successfully they execute Endgames
strategies. In the transition from the Opening Stage to the Scale Stage,
for example, some companies experience huge run-ups in their share
prices due to their savvy in this area. Success traits in this Opening-to-
Scale transition include:

m Developing a CEO vision to identify the right time to gain first-
mover advantage by being the first company in an industry to
begin aggressive consolidation.
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m Building a track record of successful acquisitions. Companies

that successfully identify good acquisitions—and don’t overpay

for them—typically emerge as Endgames leaders in their indus-

tries.

m Building the best post-merger integration capabilities in the

industry and enabling consolidation and acquisition activity at a

more rapid pace than the competition.

The transition from late Stage 2 or early Stage 3 to late Stage 3 or

early Stage 4 also presents opportunities for investors to identify supe-
y Stag p pp Yy sup

rior companies. Once most of the consolidation has occurred in an

industry and only a few major global players are left, investors must be

certain they choose the ultimate winner of the Endgames consolidation

race from the remaining players. Some of the Endgames-based success

factors in this transition include:

m A solid track record in integrating mega-mergers successfully

and quickly.

m The ability to develop new growth engines for the core Stage 3

or Stage 4 business.

m Success in managing the portfolio of subindustries and spin-off

industries along the Endgames curve to achieve optimum growth

and shareholder value.

Clearly, the Endgames model has great potential for private equity

and direct investment firms. In fact, in a recent series of executive brief-

ings we hosted across North America and Europe, private equity firms

Once most of the consoli-
dation has occurred in an
industry ... investors must
be certain they choose the
ultimate winner of the
Endgames consolidation
race from the remaining
players.

have been extremely enthusiastic about the
Endgames model and its implications. Investors
not only can use the key success factors we’ve just
discussed for specific companies, but they also
can look at Endgames stages. With a typical hold-
ing period of three to seven years, private equity
firms value the Endgames analysis because of its

ability to predict specifically which industries will consolidate capabili-

ties and to pinpoint the duration of industry consolidation stages. Both

have significant implications for which industry a private equity firm
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should invest in and for how it should execute its exit strategy.

To illustrate, an ideal investment for a private equity firm would be
in an industry in the late Opening Stage or early Scale Stage. The firm
would invest in several companies in this industry, or in related or adja-
cent industries, and integrate the acquisitions (often by way of a “roll-
up”). This strategy would be executed over a window of two to five years.
Once the integration was successfully completed, the private equity
firm would exit its investment by selling in the early part of Stage 3,
when acquisition premiums are typically at their highest. At this point
in the Endgames curve, mega-mergers are taking place among the glob-
al industry giants in order to stake out leading positions in the run-up
to Stage 4. By replicating this strategy over and over, with investments
progressing across the Endgames spectrum, private equity firms can
optimize their portfolios—and the returns for their investors.

The final Endgames special situation is a rarity indeed—an

Endgames-visionary CEO. Many CEOs can suc-
cessfully execute an Endgames strategy within a
particular stage and some can make a successful

There are only a handful
of CEOs who can manage
successfully up and down

the Endgames curve.

transition from one stage to another. But there are

only a handful of CEOs who can manage successfully up and down the
Endgames curve.

Jack Welch of General Electric was one such CEO, consolidating
industries years ahead of his competitors and selling companies in
Stage 4 industries to other companies that didn’t realize that the growth
prospects for those industries were gone.

Lou Gerstner, the recently retired CEO of IBM, was another such
visionary. IBM, once the juggernaut in mainframes along with Unisys,
continued to dominate the field into the 1980s, when a shift from the
mainframe to the desktop computer began. After losing its way in the
1990s, IBM was thought to be in peril of extinction like so many other
Dow constituents and former members of the Fortune 100 club. Under
the steady hand of Gerstner, though, the company survived by shifting
its focus from a hardware company to a provider of end-to-end solu-
tions and services to its clients. Hardware revenues remained virtual-
ly flat during the 1990s and have shrunk since the millennium, while
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services have grown nearly fivefold. The acquisitions Gerstner made
along the way, Lotus Development and Tivoli Systems, supported his
end-to-end solution strategy with a networked software platform.

And so, the CEO who was made famous for his anti-vision state-
ment—telling the press in 1993, “the last thing IBM needs now is a
vision”—rejected the breakup strategy followed by other Goliaths like
AT&T and opted instead for the integrated scale advantage. In the
process, IBM’s stock price increased more than sevenfold in less than
a decade. Clearly, a visionary CEO who crafts strategies that harmonize
with the Endgames curve can reward shareholders immensely.

A New WORLD OoF OPPORTUNITY

Investors can capitalize on several opportunities to use the Endgames
Stages to their advantage. Clearly, the principles and theories embed-
ded in the Endgames analysis all point to a rising stock market.
Although the future of the market can never be predicted precisely, the
positive trends are there: an increasingly rapid pace of merger activity,
deregulation, freer trade, improved corporate governance, and bigger
merger premiums built into stock prices.

As industries progress along the Endgames curve, investors need
to adjust their strategy to achieve consistently good returns. In the early
stages, look for companies that have sound business models with
strong growth potential and focus. In the later stages, companies that
demonstrate proven track records of successful mergers and of creat-
ing spin-off subindustries are the ones to seek.

The transition from one Endgames stage to another almost always
presents investors with the opportunity to identify winners and los-
ers—including the chance to better recognize the rare CEO who is an
“Endgames visionary.” Finally, the opportunities for private equity
firms to use Endgames to their advantage appear extremely attractive.

The Endgames model is extremely robust: beyond its predictive
capabilities, it opens the imagination of business people to a host of
new opportunities, scenarios, and possibilities. In the next chapter, we
examine some of the possibilities Endgames dynamics may create over
the next decade.
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Notes

1. Pryor, Frederic L., “Dimensions of the Worldwide Merger Boom,”
Journal of Economic Issues, 12-01-2001, p. 825.



chapter| The Endgames
Vision of 2010

.. it takes all the running you can do, to keep in the same
place. If you want to get somewhere else, you must run at least
twice as fast as that!

—The Red Queen in
Through the Looking Glass
by Lewis Carroll, 1871

n this final chapter we turn our attention to the future. With

more than a bit of bravado and perhaps even some brazen-

ness, we forecast what we believe the next decade holds for
the both the stock market and consolidation trends. We leave statisti-
cal rigor behind and let the panorama of our thinking go well beyond
trends for mergers and equity markets. We take a cosmic view of the
players and we speculate who will be the winners and losers, both in
terms of nations and industries.

In this chapter, then, we offer our broad predictions for change
between now and 2010. We also describe what the road to that near
future will be like and what challenges will face executive travelers.
We look at the 2010 horizon with a view to its corporate composition

132
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before taking a scan of global competitiveness. Finally, we come to the
Endgames agenda and propose a solid strategy for those who want to
be winners at the end of the first decade of the 21st century.

OuUR PREDICTIONS

Dow to Soar

Little did Charles Dow realize in 1885 when he first began publishing
a daily average of 12 stocks (10 of them railroads) that the Dow or Dow
Jones Industrial Average (DJIA) would become the most widely known
and most widely quoted stock market index in the world.

The composition of the Dow has changed radically over the years,
constantly being modified to reflect the composition of the real world
of business. And the DJIA has grown dramatically in the last decade.
Other indices also have taken on greater significance (such as the
NASDAQ, the Nikkei, the S&P 500, the FTSE 100, the Hang Seng,
and DJ Euro Stoxx), but the Dow—even though made up of just 30
stocks of U.S.-based corporations—still is perceived, rightly or wrong-
ly, as the index to watch. It is truly the progenitor.

In mid-2002 the Dow stood at 10,000. Over the next decade, we

foresee it increasing about fourfold. Today, the
DJIA has a market capitalization of approximate- | 4, trending to higher
ly US$3 trillion. This, coupled with the fact that | velocity and greater scale
the Dow comprises the largest publicly traded | into the future, by 2010

companies in the United States, makes it an ideal | o wil become a reality.

With Endgames consolida-

the first US$1 trillion merg-

indicator for the Endgames scenario. Each of the
constituent companies has a leading industry position and is poised to
finish among the winners in Stage 4.

This track record, plus the Dow’s periodic adjustments to more
closely mirror the economy make us confident that it should continue
to track the long-term upward momentum we see developing in con-
solidation with a very high correlation.

Of course, not all companies in the Dow will survive the Endgames
curve or manage to stay on top. Chevron, a Dow component in 1997,
acquired oil giant Texaco in 2000 and was dropped from the index—
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although it remains a very healthy company. GE tried but failed to take
over Honeywell, another Dow component company (due to strong
objections from the European Union competition directorate). We can
imagine another one or two companies consolidating and disappearing
(or losing market share or stock price panache).

Our predictions on the future of the Dow are shared by several
investment experts. Authors such as David Elias in his book Dow
40,000 and James K. Glassman and Kevin A. Hassett in Dow 36,000
all predict a similar bullish development.1.2

Elias predicts the Dow to break 40,000. This is based on his pro-
jection of the past trend into the future with annual returns of 9%. He
conjectures that factors sustaining this momentum are global growth,
increased savings for Social Security, and higher productivity.

Glassman and Hassett also predict that the Dow will reach 36,000
because investors will finally understand the real value of stocks. Here
and in his 2002 book, The Secret Code of the Superior Investor,
Glassman’s thesis is that stocks are no riskier than bonds and, in fact,
they have outperformed bonds in any 20-year period. Using an equation
that defines stock returns as dividend yield plus dividend increase rate
and assuming that stocks should be less and less discounted for risk—
since they have done so well over such a long period of time—Glassman
sees tremendous upward potential ahead. We agree. The overlay of
Endgames staging fits neatly with the prediction that the Dow will wit-
ness nearly 15% to 20% compounded growth through 2010.

The overall historical growth of the Dow has been a little more
than 5% annually since 1896—due to the effects of economically
destructive periods such as world wars and the depression of the
1930s. (In fact, from the beginning to the 1930s, the index rose by
only about 3% per year.) However, starting in the 1950s, the return
has been close to 8%, and over the past 10 years—even taking into
consideration the recent setbhack—the annual return has been almost
12%. So a projection of 15% to 20% for the next several years does-
n’t seem so utopian in comparison.

We are keeping a long-term perspective here, whereas the typical
stock market analyst is much more focused on the short term. The main
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factor in our projection is a new valuation of stocks driven by industry

Endgames.
The US$1 Trillion Merger

The biggest merger deals each year have increased in value tremen-

dously over time, but with a lot of volatility. In 2001, merger activity

experienced a big setback, both in the number of deals and in the total

value. But this is a temporary phenomenon. The upward trend will

resume shortly and continue to grow at an exponential rate.

As Figure 9-1 illustrates, the maximum value
of M&A transactions has increased more or less
steadily over the last 14 years, despite an occa-
sional blip such as 2001. The largest transaction
that year was the smallest since 1994.

With Endgames consolidation trending to

Industry insiders believe
that the full Endgames
cycle will no longer take
20 to 25 years to run its
course but may cycle at 16
or 17 years in the near
future.

higher velocity and greater scale into the future, by 2010 the first US$1
trillion merger will become a reality. Today’s highest market cap com-

panies are well below US$0.5 trillion; however, the positive trends
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Figure 9-1. Biggest mergers by year
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developing in the stock market along with the globalization of the
Endgames scenario are catalysts certain to bring about this mega-
merger. It’s only a matter of time.

THE Roabp 10 2010

In recent decades, most of the interest has centered on one or anoth-
er Endgames stage. In the mid-to-late 1990s, for example, the Internet
boom created a plethora of new industries and subindustries. Mergers,
roll-ups, and early-stage consolidation strategies were abundant, and
all the action seemed to be in the Opening Stage. By the early 2000s,
though, the boom had ended and growth rates stalled. Losers in the
Internet boom had been acquired or had gone out of business and win-
ners now evolved their strategy to increasing scale and building their
competitive position. The spotlight has shifted from Endgames Stage
1 to Stage 2.

What predictions can we make about the road to 20107 What role
will Endgames play? What will the industrial landscape look like and
where will the action be?

We see Endgames Stages 3 and 4 as the battlegrounds of the next
decade. Industries that exhibited high growth rates in the 1980s and
1990s will run out of steam in what is sure to be a lower-growth global
economy. Many of the traditional preferred growth engines—geograph-
ic expansion and buying up and consolidating smaller competitors—
have been exhausted. In the late 1990s and early 2000s, the extreme
focus placed on maximizing stock prices and quarterly results will soon
take its toll as consumers become disenfranchised. This trend will
implicitly commoditize companies (and industries) that neglected
product innovation and customer service for so long.

As a result, companies in the major Stage 2 industries today—auto-
motive, airlines, telecommunications, consumer products, banking,
pharmaceuticals, and others—will move gradually to Stages 3 and 4
over the next decade. Merger activity and, in particular, merger size will
be unprecedented as the biggest players in these industries acquire
their competitors in bids for industry dominance. Spin-offs will also
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become rampant as companies try to assemble a winning portfolio of
businesses. New industries of outsourcers designed to serve these glob-
al behemoths will be created. Finally, roll-ups will become even more
popular as smaller Stage 2 companies try to grow rapidly through merg-
ers and acquisitions so as not to “miss the window” to attain the per-
ceived superior economic returns by transitioning into Stages 3 and 4.

What are the implications of this Endgames trend over the next
decade? Is it possible to imagine headlines like these?

General Motors and Toyota merge to form global
automotive powerhouse

Johnson & Johnson breaks into 50 separate businesses,
unleashes growth and innovation

AT&T and Deutsche Telekom form world’s largest global
telecommunications company

GE Capital and Deutsche Bank merge and break the new
company into separate businesses; CEO says, “"We're
unleashing shareholder value and refocusing
into new directions”

These imaginary examples may seem far-fetched, but they are
direct implications of the Endgames model. Who would have foreseen
the unbelievable number and size of merger combinations in the past
decade? And yet, the Endgames model would have predicted that, too.

Management Challenges

The exponential rise we see in stock prices will have a ripple effect on
the whole economy. Technology innovation, product innovation, mar-
ket roll-ups, and mergers, in addition to split-ups, spin-offs, and even
corporate breakdowns, will happen at speeds never encountered
before. Along with this will come uncharted innovation in information
technology and knowledge management and an explosion of new serv-
ices, new products, new industries, and new markets. The conver-
gence of all this interconnectedness, interoperability, and value chain
rationalization will turbocharge corporate developments to a speed
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that will make unwary executives dizzy. However, this speed has to be
channeled in the direction that most benefits companies and share-
holders.

This speed will also boost the velocity at which the Endgames,
mergers, and consolidation trends will coalesce in the future. Industry
insiders believe that the full Endgames cycle will no longer take 20 to
25 years to run its course but may cycle at 16 or 17 years in the near
future. What will the cycle be in the year 20107 Will it be 10 years or
even less? Perhaps as few as eight years in some industries? Even with
all the technological innovations boosting productivity and making
businesses more efficient, economies will not redline or overheat as
productivity increases. The technology revolution has an impact on the
economy that resembles that of a tax cut. Growth will continue at
greater levels without the usual inflationary consequences. Information
handling and control will surpass product and marketing know-how as
a core competency.

Whatever it takes, management must step up to the challenge. This
means learning to manage knowledge and information while staying in
the driver’s seat. Keeping up with the knowledge and information
explosion while you’re moving at Autobahn speed is no easy task.

New Global Titans

By 2005 we will almost certainly see more than a dozen companies
with market capitalization of more than US$1 trillion. The largest com-

By 2005 we will almost
certainly see more than a
dozen companies with
market capitalization of
more than US$1 trillion.

pany today, GE, has a market capitalization of
US$332 billion. What will it look like—or who
will surpass it—in 20107 Volume and scale bar-
riers are collapsing in the face of technological

and information management innovations.

Take the WorldWide Retail Exchange (WWRE). Headquartered in
the United States, the WWRE is a truly global network of more than 60
retailers that conducts business that represents—in the aggregate sales
of its member network—a company with more than twice the revenue
of Wal-Mart. By the end of the decade, will WWRE be a global entity

with US$10 trillion in revenues? Will it encompass more than 1 mil-
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lion employees and contractors? Will it cover more than 80 national

markets? Will conglomerates be revitalized—

In 2010 there won't be 50

because no single product market could nourish | or 60 undisputed global
such a huge corporate entity? Will the speed of | industry leaders: there will
be hundreds.

concentration increase so that one or two compa-
nies merge every day—not unlike the Nestlé model of an acquisition
every three to four days?

Just 10 years ago, managing a company of more than 500,000
employees and US$80 billion of revenue was unthinkable. Now the
seemingly unlimited potential of information technology finds its real
challenge in controlling giant complex entities online—and this trend
will increase in scale as the speed of consolidation accelerates.

Coupled with this growing scale and need for complexity manage-
ment are advancing technology and streamlining of the value chain.
The supply chain has been tightening up for quite a while, but the
value chain goes beyond supply to encompass everything from the con-
cept to the customer. To cite the WWRE again, trading relationships
have been revolutionized with open exchanges and interoperable
transaction architectures offering the following benefits:

m Open exchanges and architectures allow members to form short-
or long-term relationships with one or many partners.

m Electronic interfaces radically reduce transaction costs for buy-
ers and sellers.

m Transparency has been introduced to the marketplace, eliminat-
ing the costs of maintaining hedges and being surprised by over-
supplies in the value chain.

m New e-commerce business models are easily developed and
adapted to the exchange, and implementing new technologies is
increasingly easier.

m Transactions are conducted from end to end along the supply
chain—from sourcing through settlement.

m Participants gain value through the exchange as a way to trade
goods and services, and scale is no longer a barrier.

What is the future for competitors in such an industry environ-
ment? They may belong to one or more exchanges, moving in and out
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of them at will, to gain the benefits of a global value chain that expands
their markets for goods or services on a planetwide basis, while they
continue to enjoy the benefits of the low cost of doing business—
thanks to the seamless pipeline developed by the public exchange.
And, at the same time, these smaller businesses can continue to
delight the customer on a local level, where custom services and cus-
tomer relationships often matter more than the lowest transaction cost.

An analysis of roughly 150 companies along the Endgames curve
also revealed that increasing consolidation is changing the economics
of their business in a way that favors a division of labor between the
upcoming commodity service providers and outsourcers. As business-
es grow in scale and scope, the definition of core business competen-
cies will sharpen. The consolidation trend will also usher in a tremen-
dous increase in outsourcing, not only of traditional target activities
such as MRO, but of new, complex business processes as well. Payroll,
for example, will inevitably be outsourced, followed by benefits admin-
istration, facilities management, human resources, and even business
processes such as assembly subsystems that are not unique to the com-
pany, but use precious processing, design, and strategic resources that
could be better deployed elsewhere.

Next we’ll look at how the industry titans will rise to the challenges
of their dominant positions in Stage 4 of Endgames.

Keeping Success Evergreen

Maintaining momentum and managing to stay on top in Stage 4 of
Endgames consolidation will require a special breed of company and
management talent. Of course, some of these challenges are not
new—but the penalties for missteps will be greater and swifter than in
the past. There are no longer any safe havens.

In 2010 there won’t be 50 or 60 undisputed global industry lead-
ers: there will be hundreds, each in its respective industry. Companies
in such dominant positions will deal with high volumes of merger
transactions—perhaps 10 or more per year. They will face troublesome
cultural issues in the process—not just corporate cultural issues, but
national issues as well.
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Executives will also confront perhaps the biggest bugaboo of all,
complacency. The old watchword about fighting the lethargy that
comes with contentment will be revived in the future. Throughout his-
tory, long-term market dominance has characteristically bred compla-
cency among industry leaders. Few can stay lean, mean, and hungry
once the corporate coffers are brimming with success and profits.

Today, U.S. or European companies tend to dominate the industri-
al scene, while many Japanese companies that were once the model of
efficiency struggle with outmoded business systems. One of the areas
in which the United States has enjoyed great success is in improving
supply chain management. As that trend continues and extends across
the entire value chain, Japanese companies will work to wring sub-
stantial costs out of their product and service delivery equation.

To compound Japan’s problems, Moody’s Investors Service has
declared the former economic superpower a credit risk as great as
Botswana, Cyprus, and Israel because of its “soaring national debt,
chronic deflation and wobbly banks,” according to The Wall Street
Journal. In mid-2002, Moody’s said it was slashing Japan’s credit rat-
ing by two notches because government debt “will approach levels
unprecedented in the postwar era in the developed world and as such
Japan will be entering ‘uncharted territory.””3

Another key to gaining or maintaining a leading position is cus-
tomer learning. With the advent of intranets and improved information
sharing, companies can finally reach out and get closer to the cus-
tomer. They can also get a lot closer to their employees, who possess
most of the company knowledge. Companies that find ways to hear—
and listen to—customers and connect their employees both to one
another and to the customers stand a good chance of being industry
leaders. And then they must never let up. Ever.

Even powerhouse companies that have exhibited staying power for
decades must fight to maintain their hard-won competitive edge. GE,
for example, has entered into uncharted—if not somewhat unstable—
territory since its superstar CEO, Jack Welch, retired. It remains to be
seen whether Welch’s successor, Jeffrey Immelt, can continue to move
the enterprise forward or whether GE will break into several viable
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businesses that resume rapid growth and consolidate on their own.

Companies that abandon or neglect learning and development
experience the pain of losing position or market momentum. As we dis-
cussed in Chapter 6, Coca-Cola lost its position of indisputable market
dominance to Pepsi and now it’s fighting hard to win back market
share. It is no longer a battle of the colas as each of these predatory
competitors aggressively goes after the other. Pepsi was the first to
understand the bigger business these companies are in—beverages—
and moved into the larger market. Coke has been responding with sim-
ilar purchases, such as the acquisition of the mixers business from
Seagram’s, in a spin-off from Diageo.

Global Culture

Global capability continues to be a critical success factor for the world
dominators that will populate the corporate stage over the next few
years. The Endgames masters will develop and nurture a truly global
culture that can integrate nations, races, and skill sets to gain maxi-
mum productivity from stakeholders.

The new planetwide enterprise will also have expertise in resolv-
ing cultural issues. It’s not just about synergy. Cultural problems and
poor communication can sabotage more well-planned mergers and
destroy more value than lack of due diligence.

Several cultural models have worked in the past. In the book After
the Merger, the authors discussed cultural differences at length.4 Our
Endgames research, however, suggests several approaches work best
with cross-border mergers and acquisitions.

The first approach is to expand the global platform, but keep the
local flavor. This is the method favored by Masayoshi Son, the maver-
ick globetrotting Japanese entrepreneur who founded Softbank. Son
acquired Ziff-Davis in 1995 and essentially left the existing culture
intact. In the same year he invested US$100 million in Yahoo! in return
for a 15% interest in the company. Yahoo! employees were especially
fearful he would try to change them into a Japanese-style company. But
Son let the cultures remain independent. He was educated in the
United States and lived there for several years afterward and feels he
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understands enough about American culture to trust his investments
without trying to change them.

Another winning approach is to gain in international experience
first—as was the case with the BP-Amoco combination. Each compa-
ny had experience integrating cross-border mergers prior to BP’s
acquisition. BP integrated Standard Oil of Ohio, while Amoco learned
valuable lessons with its purchase of Canada’s Dome Petroleum.

Another approach is to try to create an entire-

ly new culture, such as Daimler-Benz of
Germany attempted when it acquired Chrysler.
Daimler did its homework by conducting a study
of large cross-border mergers and joint ventures

In our Endgames vision,
cultural integration works
most easily when a more
neutral and integrative
Swiss-, Dutch-, or
Norwegian-style culture is

to assess failures and their causes. Leaders iden- | 29oPted.

tified cultural conflict as a major problem. Consequently,
DaimlerChrysler executives built a merger integration strategy around
major tasks designed to minimize cultural conflict and prevent a cul-
tural implosion. But for all its diligent preparation, the newly merged
company still experienced many problems surrounding what turned
out to be a strong and dominant German culture.

In our Endgames vision, cultural integration works most easily
when a more neutral and integrative Swiss-, Dutch-, or Norwegian-
style culture is adopted. Witness the winning method of Nestlé, which
has its headquarters in Vevey, Switzerland. It takes a “United Nations”
approach. The composition of its board is truly international—it has
not a single Swiss national member. Nestlé acquires a company every
week and finds it very easy to integrate its numerous acquisitions with-
out any turmoil being reported in the press or trade publications. ABB,
another corporate model, has successfully merged Swiss and Swedish
components into a truly global culture that integrates executives and
employees from many nations.

New PLAYERS IN THE 2010 CoNsOLIDATION GAME

Consider the unprecedented size, complexity, and scale of global com-
panies by 2010: what was once almost unimaginable becomes reality.
Just to run one of these companies on a day-to-day basis, a number of
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new enabling industries will be created and others, mainly in profes-
sional services fields, will have to significantly change their business
models. The roles of the CEO and the Board of Directors will surely
change as well.

How will these trends change the world we’ll be working in by
2010? Consider some potential new players and new roles for current
players.

Outsourcing Companies. When Sara Lee announced a few years
ago that it was outsourcing the manufacturing of many of its products,
it shocked the industry. But in 2010, this will be the norm, at least for
companies in Stage 3 and 4 industries. Whole new industries focused
on outsourcing manufacturing, product distribution, lending or claims
processes, retail branch banking, or automotive warranty administra-
tion could all be possible as Stage 3 and 4 companies focus on the true
strategic differentiators and outsource their remaining processes.

As another group of A.T. Kearney authors explain in their book,
Rebuilding the Corporate Genome, leading companies “are dissecting
their companies into tiny pieces and creating new and innovative ways
to make the most of their best assets.” The authors liken this process
to rebuilding the corporate genome because of “the similarities we see
between a corporate capability (a single element of a value chain, like
manufacturing, branding or purchasing) and a human gene.”>

Taking this a step further, companies might even outsource certain
parts of their line management ranks to management consulting firms
to be better positioned to manage complexity, shift resources, and
adjust capacity quickly and ensure continual innovation capabilities.
Or they might outsource the post-merger integration of new acquisi-
tions. As a result of an even greater volume of merger activity, they
might shift the risk and burden of post-merger integration onto invest-
ment banks, rather than assuming the risk themselves—in effect, out-
sourcing this important business process.

New Financial “Scorekeepers.” As mergers become even more
predictable, commonplace, and embedded as a competitive strategy,
the role of auditors and compensation consultants seems likely to
change as well. Taken to an extreme, one could picture an annual
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report with an independent section written by a company’s auditor on
where the company and its industry are positioned on the Endgames
curve, the five-year outlook for merger activity and consolidation in the
industry, and the major strategic imperatives for the company’s man-
agement to address. Or, one could imagine the role of compensation
consultants changing as well. Instead of comparisons against industry
groups as a key determinant of senior management compensation, one
could picture a comparison versus companies in different industries
but in similar Endgames stages. Management imperatives like creating
superior competitiveness, realizing shareholder benefits from mega-
mergers, and achieving economies of scale would become more impor-
tant drivers of compensation, to the benefit of shareholders.

New Role of the CEO. Finally, the role of the CEO will change dra-
matically as the size and complexity of a company increases. The

world’s largest companies may very well have The world's largest compa-

more than one m]lllOl’l employees by 2010 Or | njes may very well have

have market capitalization bigger than the gross | more than one million
employees by 2010 or have
] market capitalization big-
country. Right now, GE and half a dozen other | ger than the gross domes-
U.S. companies have market caps larger than the | tic product (GDP) of some

. medium-sized country.
GDPs of all but the top 20 countries. Y

domestic product (GDP) of some medium-sized

Strategy will have a renaissance in the CEO suite. CEOs will focus
primarily on the positioning of the businesses in a company’s portfolio
on the Endgames curve and assess what the strategic implications and
choices are for those businesses going forward. Mergers, acquisitions,
spin-offs, and divestitures will become routine for CEOs, but embed-
ding creativity, innovation, and organic growth strategies throughout all
levels of a company will become more important and difficult to
achieve. Organizationally, because of the size and complexity issue,
CEOs may have to reorient their roles toward coaching and empower-
ment, just to be able to keep a business going from day to day and to
have their messages reach all of their employees. Finally, particularly
for CEOs in the new Stage 3 and 4 industries, keeping ahead of the
technology innovation curve will be critical, so that technology does
not render their company obsolete.
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A GLOBAL ScAN: INDUSTRY AND NATIONAL

COMPETITIVENESS

As global culture continues to develop and technology virtually con-
nects the continents, countries themselves will star in the galaxy of
commerce. The last 10 years have seen a dramatic change in compet-

itive positions of nations (see Figure 9-2).
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Figure 9-2. Growth portfolio (CAGR 1989-2001) of countries, bench-
marked against industry average

The United States has been consistently dominant, followed by the
strong performance of Canada. Canada’s economy, in fact, has weathered
the recent recession surprisingly well, driving it from the underperformer
quadrant into the value builders section. Conversely, Japan has declined
from being the global high performer to the declared laggard of the indus-
trial world. Finland has been transformed from a middle player into a
high-tech country, due mainly to its position in telecommunications.
Nokia, the world’s leading cellular phone manufacturer, accounts for
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50% of the Finnish stock market capitalization. However, such reliance
on a single company can be dangerous: no company is immune from the
pressures of the Endgames consolidation curve.

Meanwhile, Germany has declined from the industrial European
powerhouse to the bottom of the league in growth in 2001 and, to the
south, Italy has transformed itself from a laggard into a veritable high
performer in the European Union.

What implications does this have for the position of various indus-
tries in the Endgame? For that we created some country grids to help
visualize the trends.

First we developed a global economy plot of industries according
to the four Endgames stages, which resulted in a broad bell curve with
roughly 15% each in the Opening and Balance stages and roughly
35% each in the Scale and Focus stages. By plotting an individual
national economy against that curve, it is immediately apparent
whether the economy is made up mostly of young industries and thus
will have a bright future or whether it is overdominated by companies
in old industries rooted in preserving the status quo.

Germany and Japan, for example, are equally strong in old indus-
tries and are substantially underrepresented in the Opening Stage
where most young industries reign. In contrast, North America is equal-
ly balanced across all stages—very close to the classic S curve—while
Singapore, like some other emerging markets, is front-loaded. China is
weak in Stage 1 and very strong in Stage 2 companies (see Figure 9-3).

So who will be the winners and who will be the losers in the future?

Obviously, North America is well-equipped for the future and will
likely strengthen its already strong position and its domination of the
world economy. The same holds true for India, which is strongly front-
loaded and thus has a strong position in the up-and-coming industries
that will transition through the major consolidation waves. But, of
course, having an abundance of companies in the young industries
does not guarantee that those companies will move up the Endgames
curve and become global leaders in their sectors.

Political leaders have to provide the appropriate environmental
and political infrastructure to foster and nourish those industries, to
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Figure 9-3. Distribution of companies in the Endgames stages

support their further growth, and to encourage companies to maintain
their headquarters in the native country. This opens the door to future
spin-offs and creation of industrial networks or “clusters” that form the
breeding ground for large-scale economic growth and employment. We

have seen this in the

The state must play a
proactive role by setting
the right regulatory envi-
ronment, along with
industrial development
and tax system incentives.

automotive and automotive supplier industry in
southwest Germany and around Turin and
Detroit. We have seen the aerospace industry
develop around Bavaria. We have seen the high-
tech industry blossom in Silicon Valley

(California), Silicon Alley (New York), and

Boston, and the biotech industry grow in Bavaria

and Berlin, Hong Kong, Singapore, and Malaysia’s Multimedia Super

Corridor—all with heavy government support and encouragement.

The authors have

a message for world leaders: industrial policy is

still in vogue. It is not a vestige of the 1970s. Here is where future-ori-
ented country leaders (and leaders of states and provinces and mayors
of major cities) can make their marks. The state must play a proactive
role by setting the right regulatory environment, along with industrial
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development and tax system incentives. Our recommendations for far-
sighted political leaders are very clear and direct:

1. Create a growth-oriented regulatory environment.

2. Establish an infrastructure that is positive for the local economy,
for industries and companies.

3. Create an educational system that stimulates people to exploit
their growth potential to the utmost and ultimately induces
younger industries to settle in the region and to create economic
clusters that boost the national economy.

4. Understand the importance of scale and size of companies and
industries at the global level and promote the formation of strong
global players that are able to compete planetwide while contin-
uing to benefit the local and national economy.

THE ENDGAMES AGENDA

Having looked at world markets, management and government chal-
lenges, new players, and suggestions for policy leaders, we will now
return to our Endgames consolidation theme. For ardent pursuers of
the consolidation game, we present the agenda we feel is necessary for
success in the Endgames race or to be the final successful consolida-
tor of the industry. Thus we leave you with a slate of 10 ideas you can
use to improve performance as you guide your company through the
cycle. We believe these are seminal thoughts that should be a part of
every company’s strategy platform.

10-Point Endgames Strategy

1. Diagnose where your industry stands on the Endgames curve and
the short-term and long-term operational and strategic impera-
tives of these positions.

2. Benchmark the company’s performance against its competitors in
the Endgames race and plot future potential winners and losers
with a long-term view.

3. Reorient your strategy, raising your growth hurdle to step or stay
ahead of the growth curve of the industry.
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4. Screen and evaluate potential merger candidates with regard to
their value and synergy potential in the short- and long-term
Endgames competition.

5. Sketch out the appropriate roll-up strategy to become the domi-
nant and final consolidator of your industry.

6. Evaluate your current senior management team for suitability,
readiness, and potential in the specific Endgames position. In
addition, assess the appropriateness of the organization structure
according to its Endgames requirements, its value-added depth,
and the outsourcing potential appropriate to the particular
Endgames stage.

7. Optimize your portfolio by evaluating the Endgames position of
each individual business unit within its respective industry.

8. Screen all potential breakthrough technologies in your company
for possible spin-offs to form new industries and nurture their
growth.

9. Screen existing IT systems, structures, and processes for their
appropriateness for further enhanced growth and integration of
other acquired businesses.

10  Screen the existing culture for organic strength, openness, and
diversity and take action to add any missing pieces. The culture
should form a solid, yet flexible core for future global leaders who
will integrate future mergers and help rolled-up companies find
an emotional home.

On top of these 10 general points, we recommend specific agendas
for each stage of the Endgames curve.

Opening Stage
m Stake out space in your industry and aggressively capture ground.
m Plant the seeds of a strong global culture to facilitate rapid
growth.
m Get the right leadership on board to be the cadre for future
growth.
m Assimilate and merge acquisitions as soon as possible to mini-

mize disruptions and maximize the synergies.
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Scale Stage

Continue to grow rapidly, setting targets well above the average
of the industry.

Strengthen the already existing culture; continuously bench-
mark against the other major players in the industry.

Target, acquire, and integrate the most attractive players in your
industry.

Create a global viewpoint and a global culture that permeate the
enterprise.

Continue to develop leadership and focus on changing skill sets.
Remember: different skills are needed for different stages.
Adjust the organization so it is capable of adapting and chan-
neling future growth.

Adjust the IT systems, processes, and structures to create the
benchmark knowledge management practices in the industry.

Focus Stage

Prepare for the final battle of consolidation, with solid offensive
(winner take all) and defensive (exit the industry) strategies.
Refocus the portfolio of activities to dominate the industry.
Adjust the cost structure to achieve the most competitive value
chain and outsource non-core businesses to gain flexibility and
cost advantages.

Create global coverage, a global network, and global intelligence
systems necessary to achieve, of course, global dominance.

Balance and Alliance Stage

Take necessary steps, at the appropriate time, to prepare the
political and cultural environment to accept your company as
the global leader in your industry.

Consider reinvesting profits for charitable causes such as edu-
cation, environmental protection, and health development.
Fight and overcome complacency to gain a spirit of continuous
competitiveness and further development to prolong industry
dominance.
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m Screen and benchmark other competitors and upcoming com-
petitive technologies with regard to their potential threats to the
existing business model and the impact on future development.

m Reexamine the business portfolio for potential spin-off candi-
dates.

THE ENDGAMES FUTURE: WHAT’'S NEXT?

Sometimes, taking the scenic route pays off. It’s been four years since
we began compiling data to study value-building growth. We wanted
not only to find out how companies grow, but also to uncover what spe-
cific growth methods they use to increase shareholder value. Soon
after, we extended our research to examine merger integration, scruti-
nizing the conundrum of combining functions and departments of
widely different companies and cultures. This, in turn, led us to focus
more intently on mergers, acquisitions, and the consolidation activity
in industry. It’s been a long journey, but the sights—and insights—we
experienced along the way have been well worth our while.

But the journey is not over. The data and insights expressed in
Winning the Merger Endgame take us to the horizon of a new age of
industry titans and carefully constructed conglomerates. We believe
these entities will become global corporate citizens that partner with
governments and global trade organizations for the betterment of the
planet and its people. We look forward to living through and writing the
next chapter of this epic.

We would like to invite our readers to join us in this venture. If you
agree or disagree with our views on how the Endgames model will play
out over the next decade—or if you have personal experiences in con-
solidating industries—please share your views and experiences with
us. You can write to the authors at endgames@atkearney.com.
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Methodology
and M&A
Transactions
1988 to 2001

Our life is frittered away by details. Simplify. Simplify.
—Henry David Thoreau, Walden

But, then again, others might argue ...

God is in the details.
—Ludwig Mies van der Rohe

he current wave of merger activity crested at the opening of
the decade with a multitude of mega-deals. America Online

announced it was merging with Time Warner in a strategic
move to create what it called the world’s first fully integrated media and
communications company. The all-stock combination was valued at
US$165 billion. This record U.S. deal was topped by the US$200 bil-
lion deal announced a few months earlier by Britain’s Vodafone, the
world’s largest mobile phone provider, which declared a hostile bid for
Mannesmann AG (Germany) and Orange PLC (Britain). This in turn
had surpassed the earlier world record US$90 billion bid for Warner-
Lambert by Pfizer. Since this flurry of deals in 2000, activity has fall-
en to much lower levels both in scale and number—in large part due
to the meltdown of dot-coms and telecom companies. And the crater-
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ing of the stock market in 2000-2001 reduced the value of stock equi-
ties that would have contributed to the currency of most M&A activity.

In this book we have taken a much longer-term view of merger
activity. In Chapter 9 we predicted that the current ebb in activity is
only a pause while a new and bigger wave gathers momentum. In
depleted industries—the situation in which we find telecommunica-
tions at the time of publication—assets are purchased by newly funded
players, the industry reorganizes, and then consolidation begins anew.
And in general downturns, stronger well-funded companies will use
tough markets to look for opportunities to buy out smaller firms to main-
tain or improve their growth rates and capitalize on efficiencies of scale.

In looking at long-term M&A activity, we wanted to do more than
simply observe the ebb and flow of global consolidation, we also want-
ed to:

1. Establish a sound foundation for our thesis that there is a certain
predictable pattern to all the merger activity.

2. llustrate how merger activity goes through a series of phases or
stages that can be shown to form an S curve—starting with a
deconsolidated industry dispersed among several hundred com-
panies and culminating in a concentration of up to 90% or more
of an industry’s market share in a few large companies.

3. Define a distinct consolidation trend that is leading to an irrevo-
cable quickening global trend toward industrial concentration.

How Is CONCENTRATION MEASURED?

Various audiences are interested in being able to measure concentra-
tion for a variety of reasons. Business leaders need to know the level of
concentration to evaluate competitiveness (to make strategic decisions
about entry into markets, for example). Government agencies monitor
industry consolidation to prevent undue concentration in the hands of
one company, in other words to avoid a monopoly situation. Academics
and business scholars are interested in the mechanics of M&As.
Therefore, not surprisingly, a number of different concentration indi-
cators exist.
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In the Endgames study, we used the two most popular metrics.

The first is a measure of the relative size of an industry’s largest
firms. The three-firm concentration ratio (CR;) measures the combined
share of industry sales held by the three largest firms in an industry:

CR3251+S2+53
where s is market share.

Another commonly used measure is the Hirschman-Herfindahl

Index (HHI), which is the sum of the squared market shares of the

firms in a market:

HHI= 812 + 852 + 832 + 5,2 + 5,2,
where s is market share.

The HHI takes into account the relative size and distribution of the
firms in a market and approaches zero when a market consists of a
large number of firms of relatively equal size. For example, in a mar-
ket with 20 firms each having 5% of the market, the HHI index would
be 0.05. The HHI increases both as the number of firms in the market
decreases and as the disparity in size among those firms increases.
Markets in which the HHI is below 0.1 are considered as relatively
unconcentrated, those with HHI values between 0.1 and 0.18 are con-
sidered to be moderately concentrated, and those in which the HHI is
higher than 0.18 are considered to be concentrated. The maximum
value is 1.0.

Transactions that increase the HHI by more than 0.01 in concen-
trated markets presumptively raise antitrust concerns under the
Horizontal Merger Guidelines issued by the U.S. Department of
Justice and the U.S. Federal Trade Commission. Occasionally, the
percentage value is not normalized and the range of the HHI then goes
from 0 to 10,000.

Of course, both metrics, as well as other concentration metrics,
strongly correlate.

Figures A-1 and A-2 provide an overview of the most important
industries in the Endgames study by the CR3 and the HHI index from
1995 to 1999.
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Sources: Value-Building Growth database; A.T. Kearney analysis

Figure A-1. Industries ranked by consolidation level (1995-1999)
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The concentration is based on the revenue figures of the included
companies, which are measured in U.S. dollars. Revenue figures from
countries that do not normally use U.S. dollars in their accounting have
been converted into U.S. dollars using the respective year-end
exchange rate. Within quantitative analyses, the official SIC (Standard
Industry Classification) industry codes were used for segmentation. For
deeper analyses, A.T. Kearney industry specialists were called in to
fine-tune the industry picture further.

How THE ENDGAMES CURVE Is CALCULATED

The Endgames curve is based on two sets of values: the concentration
degree on the y-axis and the dynamics or speed of concentration on the
x-axis. In addition to the concentration values, information on the
speed is necessary to derive the Endgames curve. As a next step there-
fore, we measure the dynamics—the concentration over time, for
example—to understand whether an industry is consolidating or
deconsolidating. This was done by defining two five-year time frames
from 1990 to 1994 and 1995 to 1999, and measuring the concentration
degree twice. Based on the difference between the two values one can
determine whether an industry is consolidating or deconsolidating (see
Figure A-3).

Furthermore, it is possible to derive an order or state of these
industries based on the degree of concentration and its direction. For
example, the railroad industry is modestly concentrated and
deconsolidating, with the telecommunications industry following close
behind. Next, look at the consolidating industries with rising degrees
of concentration, such as drugs, truck and trailer manufacturers, and
defense electronics. And finally a high degree of concentration exists
and some industries are deconsolidating.

Based on this natural order, the time that one industry needs to
reach the next level of concentration can be calculated based on its
current consolidation speed. For example, airlines are not forecast
many years into the future, but one can forecast the number of years
the industry needs at the current consolidation speed to reach the level
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Deconsolidation CRs3* Consolidation

Defense

Tobacco

Automatic controls
Distillers
Shipbuilding

Shoes

Soft drinks

Aircraft mfrs.
Aerospace suppliers
Truck builders

Toys

Confectionery
Rubber & tire producers
Automotive OEMs
Food

Steelmakers
Logistics

Brewers

Railroad

Paper

Restaurants & fast food

Automotive suppliers

Telecommunications
Chemicals

Drugs

Airlines

Utilities

Insurance

Banks

I
-1.0 -0.5 0.0 0.5 1.0

*CRs = Market share of the three largest companies of the total market based on VBG database (25,000 companies).
Sources: Value-Building Growth database; A.T. Kearney analysis

Figure A-3. Level of industry consolidation and deconsolidation
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of concentration of the next higher concentrated industry, which is
pharmaceuticals. The development of the pharmaceuticals industry is
forecast to the point it reaches the same level of concentration as diver-
sified chemicals and so forth.

By projecting the trend from one industry to the next, where the dif-
ferent industries reflect different points of concentration, it is possible
to get a curve of more than 20 years by using only 10 years of histori-
cal data and forecasting only a couple of years into the future. The
average projection from one consolidation level to the next is only 0.8
years, with the longest projection being nearly two years from the con-
centration of railroads down to that of telecommunications.

How Do WE DEFINE A SuccCesSFUL MERGER?

Our analysis shows that 49.5% of all mergers fail to increase share-
holder value, while 50.5% are successful. (But merger success or fail-
ure can vary by industry. See Figure 1-4 in Chapter 1 for examples of
industry-specific merger success. Bubble size relates to M&A success.)

The success of a merger is defined as the change in the stock price
of the company versus the industry average stock performance during
the three-year period after the announcement of the merger. If the stock
of the combined company outperforms the industry index, the deal is
considered a success.

This analysis comprises the biggest mergers in the period 1990 to
1999 with a transaction value more than US$500 million. Both the
acquirer and the target company must be publicly held companies with
stock listed on a major exchange. The acquirer must hold a majority
share in the acquired company of at least 51% after the transaction.

How we define a successful merger is relevant to our discussion of
the implications for success rates that occur at various stages of the
Endgames cycle, the type of merger that is most successful, and when
external growth through acquisitions is more likely to produce favor-
able outcomes.
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MERGERS AND ACQUISITIONS DATABASE

A.T. Kearney’s mergers and acquisitions data was gathered from the
SDC database with the permission of Securities Data Corporation, a
subsidiary of Thomson Financial. Of the SDC database of more than
135,000 mergers and acquisitions, we selected only those with a
transaction value of more than US$500 million. As we noted in
Chapter 1, transactions smaller than that would not be significant in a
global context.

The database that follows on pages 164 to 229 is a current list of
the largest mergers from 1988 to 2001 showing when they were
announced, the price of the deal, and the industries of both the acquir-
er and the target company.
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