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	PRIVATE
PART 1   INTRODUCTION

DIGITAL STRATEGY

We live in an age of anxiety, where rapid changes to social, economic, and political systems-mischief shaped by digital technologies-have left most business people feeling dazed. The chief culprits are disruptive forces we call killer apps-new information technology goods and services that change the rules of the game for people who aren't even remotely connected to the killer apps' intended markets. New killer apps are coming faster all the time. 

The goal of developing a digital strategy is to turn anxiety into an advantage, by replacing current planning and strategy activities with new ones better suited to a business environment populated by killer apps. First, though, we need to understand how we got into this mess. Three primary principles-Moore's Law, Metcalfe's Law, and the economic theories of Ronald H. Coase-will get you most of the way there. Moore's Law explains how computers, telecommunication services, and data storage systems defy the laws of gravity and commerce, becoming faster, cheaper, and smaller, all at increasing velocity. Metcalfe's Law demonstrates why these technologies have a tendency to spread quickly and how they move from early adoption to widespread acceptance in great leaps rather than smooth intervals. Coase explains the economics behind this behavior, the clearest explanation we know for the disruptive influence killer apps have on long-standing business traditions and the most stable industries. Putting the three together, the short answer is that for today's killer apps Moore's Law makes it possible, while Metcalfe's Law makes it profitable.

Chapters 1 and 2 present a framework for understanding how these principles apply in today's business environment. Chapter 3 introduces digital strategy, an approach to planning that exploits rather than reacts to the most unstable features of this new world
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THE KILLER APP

The world now runs on Internet time. 
-Andy Grove

1.6 METCALFE'S USEFUL EQUATION

Moore's Law goes a long way toward explaining why the digital age is increasingly populated by killer apps. What it doesn't tell you is why these applications seem to spread as quickly as they do. To understand that, you need Metcalfe's Law. Consider the telephone. How useful is it? Your answer depends entirely on how many other telephones there are and on how easily they can be interconnected. One phone is useless, a few phones have limited value. A million phones create a vast network, and a network is something, as the Communist governments of the former Soviet Union learned to their dismay, with tremendous power.

Robert Metcalfe, founder of 3Com Corporation and the designer of the robust Ethernet protocol for computer networks, observed that new technologies are valuable only if many people use them. Specifically, the usefulness, or utility, of a network equals the square of the number of users, a function known as Metcalfe's Law. (See Figure 1.2) The more people who use your software, your network, your standard, your game, or your book, the more valuable it becomes, and the more new users it will attract, increasing both its utility and the speed of its adoption by still more users. If you and I can call only each other, to return to the telephone example, a phone is of little value. But if we can call nearly everyone else in the world, it becomes irresistible.

For the phone system, or the power system, the initial investment in network infrastructure was high, which kept the price of access high. In the case of railroads and telephones, initial developers failed to appreciate the value of interconnection (in essence, the power of the Metcalfe curve). Railroads struggled with multiple gauges of track, which limited connections between systems, until the late 1880s. It didn't even occur to telephone companies to put a dial on the phone until 1931, even though the high cost of employing people as switchboard operators limited the reach of the network. In the predigital age, Metcalfe's Law could take decades to unleash network power.

Developers of today's digital technology are conscious of Metcalfe's Law, and they are developing counterintuitive rules necessary to optimize and exploit it. The most dramatic demonstration of Metcalfe's Law during the digital age has been the explosion in the early 1990s of the Internet, a network of computers and a set of standards that makes it easy for computers to share data. The Internet had existed in various forms for many years, but reached critical mass in 1993. (See Figure 1.3) From there, true to form, the Internet became the "it" technology, attracting not only users but billions of investment dollars, regular cover stories in popular magazines, and even Hollywood movie makers.

Navigator hit the Metcalfe curve at warp speed, with critical mass and the predictable explosion occurring not in years but in months. In 1994, when we first demonstrated Mosaic to clients, the World Wide Web was an experiment. By 1997, nearly every network television advertisement included a Web address. What's more, entire industries had sprung up and matured by devoting themselves to creating supplemental software, including audio, video, and three-dimensional modeling tools, as well as services for developing, hosting, and managing Web sites for corporations. The Internet itself is their low-cost channel for advertising, product development, manufacturing, and distribution.

Return to the Table of Contents

1.8 THE INTERNET AS PRIMORDIAL SOUP

Many of our examples of killer apps and digital strategies will come from or be intimately connected with the Internet. This is because the Internet is the closest environment we have today to the world of bits, and it is the place where the missing components, the new technologies, and the new business models are being introduced, tested, and observed. If cyberspace is the world of tomorrow, think of the Internet as a primitive rendering of that world, the primordial soup from which it is emerging.

The Internet began as a collection of research and defense-related networks created under the auspices of the Department of Defense (the U.S. government no longer operates the Internet or provides significant funding for it). The goal of the Department of Defense was to create a computer network that would be indestructible, even in the event of nuclear war, supporting continued command and control activity by the government and the military. Hardly the beginnings of a commercial technology that now threatens to take over the world as we know it. 

The Internet's openness allows it to take optimal advantage of Moore's Law and Metcalfe's Law. It's open to everything, and inside its networks there is a fiercely competitive marketplace of ideas, where new standards, products, and information can be whipped around the world and back in a greatly condensed time frame. It is a network that is constantly being rebuilt, taking advantage of every new advance in digital technology, from high-bandwidth communications (the network itself is a wild combination of fiber, cable, wire, wireless, satellite, cellular, and several other communications media), multimedia user interfaces, global computing architectures, and increasingly powerful software for sharing information. Product developers now refer to "Internet Years," roughly equivalent to dog years. A company that is one Internet year old acts like one that has been around for seven years.

The Internet, as we will refer to it in the rest of this book, is the best conduit through which Moore's Law and Metcalfe's Law are operating together. In this sense it has become, and will remain, the most potent test laboratory available for new digital technologies. As we'll discuss in Part 2, the Internet is also the most important crucible in which to test new strategies and operating principles that has come along since the open market.
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	PRIVATE
2.4 BLOWN TO BITS

 
So it is ironic that the long-standing servant of such firms has now become their worst nightmare. Just as technology reduces the costs of operating a firm, it reduces the costs of the market itself. It's not only firms that get more efficient, in other words; the market is also getting more efficient. Moore's Law and Metcalfe's Law are working to create a new marketplace where transaction costs are reduced not incrementally (as they are in today's firms with reengineering and similar cost-cutting activities) but exponentially. As Harvard Business School professors Jeffrey Rayport and John Sviokla point out, in this evolving "marketspace," it is not only the infrastructure that is different, but the content and context of transactions as well. 

Think of the Internet not as a network of connected computers but as the testbed for a new market economy, one that is global, continuously operating, and increasingly automating the processes of buying, selling, producing, and distributing. To return to the paper clip example, instead of leaving the building, you can now simply point yourself to Office Depot's Web site, click on the product you want, give them your credit card number, and get the paper clips the next day via UPS. Soon, that process will be enhanced by intelligent software "agents," such as those being developed by start-up software companies like Firefly, which use sophisticated pattern-matching algorithms to make recommendations based on your past behavior and the behavior of their growing databases of other shoppers. 

In the move to the marketspace, dramatic results are already visible. Whole industries, particularly those-like banking, insurance, publishing, and entertainment-that are the most information-intensive are simply being blown to bits. The Law of Disruption is relentlessly opening closed markets, exposing corporate waste, and laughing in the face of government intervention. In the insurance industry, startups like Quickquote are already offering agentless sales for such basic products as term life. Large insurers, at the same time, are constrained by the leverage of more than 650,000 insurance agents in the United States alone. As the CEO of one midsize insurer told us recently, "The industry is so dominated today by distribution that every time management tries to change something, the system of independent agents promptly kicks management in the groin. We feel under siege, and yet we think there's real opportunity here. It's a great time to be a schizophrenic."

The economic disruption caused by today's digital killer apps is twofold, the first a function of Moore's Law and Metcalfe's Law and the second a function of the Law of Disruption:



1. Killer apps are reducing transaction costs, in many cases dramatically, for nearly all goods and services. 

2. They are doing so much faster in the open market than they are for firms.


A truly frictionless economy needs no permanent firms. We don't mean to suggest that such a future is imminent or even possible. For most complex transactions, even the most perfect information flow would still leave considerable transaction costs. The nature of the firm will change, however, and indeed, it is already changing. The concept of a firm as a physical entity, defined by its permanent employees and fixed assets, is giving way to what some have called a "virtual organization," where employees may be part-time or contract workers, where assets may be jointly owned by many organizations, and where the separation between what is inside and what is outside the firm becomes increasingly hazy. Venture capital firms, like Silicon Valley's Kleiner Perkins Caufield & Byers, link the companies they fund into a network, borrowing the Japanese concept of keiretsu. Individuals will be participants in many enterprises, like today's entrepreneurs, and those enterprises will be formed around events much closer to transactions than to a sense of corporate immortality.
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2.7 THE NEW FIRM: REBUILDING WITH BITS

If the Law of Diminishing Firms explains the disruption to current business, the public goods aspect of information accounts for the phenomenal opportunities for growth that are emerging at the same time. Because information wants to be free, the sudden creation of cyberspace, a viable home for free-moving bits, is driving a massive information migration. During 1997, InterNIC, the company responsible for registering site names on the World Wide Web, reported that new sites were being added at the rate of one every minute. Libraries, publishers, financial service firms, and buyers and sellers of every kind have been flooding cyberspace with their information archives. Some of Wall Street's hottest technology stocks are for companies like Yahoo!, Excite, and Alta Vista, all of which simply help users to navigate through this amazing wealth of knowledge.
 
New entrants and early adopters of new technologies do not have fixed assets, and in the new economy, what was an advantage will quickly become a disadvantage. Digital publishers don't have or need printing presses, a distribution network, and retailer contracts. Digital insurance firms and banks don't have or need agents and branches. And digital shopping malls don't need any of the three key assets of traditional retailers: location, location, and location. New digital competitors can still reach an exploding, global, unregulated market overnight, and at very little start-up cost. The barriers to competition are falling fast, falling at the speed of a bit. Software giant Microsoft is already offering services as varied as event ticket sales, travel reservations, home and car shopping, and investment advice.

In effect, someone has just turned your balance sheet upside down. As the CEO of a leading durable goods manufacturer told us, "The leverage has shifted to the consumer. They know when they're getting value and when they're not getting value and will pay for service where there is quality service. If there is no value added to high-cost distribution systems, they aren't going to pay for them." Utilities, used to passing along cost overruns from plants they didn't need to build directly to consumers, have a new term to describe these items in a deregulated environment. They call them "stranded assets."

Getting caught with stranded assets, even ones that you considered just the other day to be the source of your competitive advantage, isn't hard. It can happen with remarkable speed, even in markets that aren't highly regulated. In the early 1990s, Microsoft's Bill Gates approached Encyclopedia Britannica about creating a digital version of its leading encyclopedia, to be delivered on the increasingly cheap medium of CD-ROM. Britannica, concerned that licensing content would jeopardize the high margin market for their printed books, turned him down. So Gates created his own encyclopedia, Encarta, using content from Funk and Wagnalls and public domain audio and visuals. From the beginning, Encarta was published exclusively in digital form. Not only is the multimedia product more engaging than the cold text, it is cheaper to produce and distribute ($1.50 to press the CD-ROM versus $250 to print the book), and easily updated as well.

Within eighteen months, Microsoft Encarta became the best-selling encyclopedia in the world. Britannica saw its own market collapse. Britannica approached Gates about reconsidering his deal. The meeting ended, according to Gates, when he informed the company that his market research showed that the Britannica brand name now had negative value in the new interactive encyclopedia market and that the company would need to pay him to use its name on his product. Since then, Britannica has changed hands several times, eliminated its direct sales force, and struggled to gain market share with a competing CD-ROM product, initially priced at $1,000.
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2.8 INFORMATION ASSETS

The good news is that there's a new item in the asset column, one you're probably not even accounting for: your information assets. These include everything from expertise, trademarks, market intelligence, goodwill, and processes to corporate culture and identity, most of which are today considered too soft to include in a company balance sheet (accountants are likely to suffer from the Law of Disruption). Information assets will for many organizations become goods and services themselves, subject to the economic rules of public goods.

One start-up company is at work developing tools specifically for consolidating and distributing information assets. The company, Digital Knowledge Assets, works with business school professors to translate as much of their classroom experience as possible into digital form, hoping to distribute it more widely to a corporate audience that can't physically attend classes. (promo CD) But the toolset they are developing, which includes virtual "tours" of case study companies and software that sorts and selects news items of interest based on a set of common criteria, is equally useful inside a company. DKA's first customer was a large electronics manufacturer that was more interested in the tools and DKA's expertise in information design than outside content. Their second customer was a consulting firm.

To identify your own information assets, start with activities that already contain components of public goods, such as marketing and advertising. The goal of advertising is to spread knowledge about the company's goods and services to as wide an audience as possible, an example of a current practice of giving information away to increase its value. Once a critical mass of people know about the product, they act as a source of credibility, which can be expressed in shorthand as a brand or product name and communicated in the form of trademarks. 


Part 2 describes some strategies for profiting from this feature of the new economy. But consider for now that brand management today is more than likely a separate and highly specialized activity in your organization, usually managed by experts. Tomorrow, it may be a skill that everyone will need.


Return to the Table of Contents
CHAPTER 3



	PRIVATE
3.2THE RISE AND FALL OF STRATEGIC PLANNING


Michael Porter's Competitive Advantage, published in 1980, is the classic statement of traditional strategic planning. Porter argues that sustaining above-average performance requires a strategy and the will to implement it. His book explains how to analyze market conditions, assess competitive strengths and weaknesses, and develop long-term strategies for keeping a competitive edge, as well as how to monitor the progress of those strategies.

While many of Porter's techniques are still salutary, we believe they are largely unsuitable to life in cyberspace. Porter implicitly recognized this himself in a 1996 Harvard Business Review article in which he criticized the failure of most executives to follow his original advice, a failure he blamed on distractions like business process reengineering, total quality management, and a host of avoidance behaviors like preparing mission statements and corporate visions that masquerade as strategy. (Cartoonist Scott Adams makes a similar point, with an acid tongue, in The Dilbert Principle.)

Porter concedes that "developing a strategy in a newly emerging industry or in a business undergoing revolutionary technological change is a daunting proposition." He just doesn't believe that most industries have or will soon enter "a new era of competition," in which, owing to digital technology, "none of the old rules are valid." He believes, in other words, in clean lines separating industries and competitors from each other and stable markets in which companies can experiment with new goods or services. In Porter's view, the relationships between the major players in any given industry are largely fixed.

More to the point, every industry is going through a revolution in its use of information technology. In transportation today, logistics is the key to the leverage exploited by package deliverers like FedEx and UPS; carriers of larger sized loads are trapped in a commodity-priced market. In retail, databases and computer networks allow customers to find out quickly and easily who has what they need, when they'll have it, and how much it really costs them to produce and deliver it. The information component of every business transaction is significant, if not dominant. As digital technology reduces the transaction cost of collecting and exploiting that information, seismic shifts between the participants occur.

Traditional planning simply doesn't work in times of great change. Henry Mintzberg, in his 1994 book entitled The Rise and Fall of Strategic Planning, argues that one of traditional strategic planning's false assumptions generally is that the future can be forecast based on current climatic conditions in the business environment. Part of the problem, he says, is that "discontinuities" like technological innovations make forecasting practically impossible. And discontinuity, as the Law of Disruption suggests, is the primary characteristic of the new business environment. The current batch of killer apps, including the global computing network, inexpensive high-speed data transmission and storage, and a revolution in new software interfaces, is sending shock waves into the information component of every industry. The effects cannot be easily predicted or systematically addressed-not, in any case, by the traditional methods of planning.
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3.4 TIME FRAME

Electronic commerce, for example, wasn't part of anyone's strategic plan (not even Microsoft's) two years ago, but it is already a force in nearly every industry. Networking giant Cisco Systems has already moved credit checking, production scheduling, customer support, and other functions to the Web. The company claims a cost savings of $535 million for the first year.

The new planning horizon is now closer to twelve to eighteen months and, as Moore's Law continues its exponential journey, is a vanishing horizon at that. This acceleration means less time to respond and, therefore, less time for analysis or detailed planning. Managers, executives, and entrepreneurs we have worked with increasingly embrace the prospect of implementing strategy well before it is entirely thought out, or before a detailed business case can be developed, in part because of the shrinking window of opportunity. In addition, the new technologies themselves have made it possible to experiment cheaply.

Playboy Enterprises CEO Christie Hefner told us she simply had "an instinctive feeling" that it was time for Playboy to experiment with electronic distribution of its content. The Playboy brand was too valuable, she knew, to cede control to a commercial on-line service like AOL or CompuServe, even though these services had superior technical knowledge and an established customer base. So Playboy launched its own photo archive, initially giving away digital photographs (at a manufacturing and distribution cost of nothing) on the unproven World Wide Web. Hefner had a hunch that something interesting would develop.

It did. The site was so successful-5 million visits a day in 1996-that Playboy was soon able to sell enough advertising to pay the full costs of running the experiment. The site has been redesigned many times, adding and subtracting features as Web technology evolves. Playboy is now offering a subscription-based service, something Hefner avoided doing until technology became available that allowed subscribers to retain anonymity. Hefner is now evaluating new "watermarking" technology, hoping to minimize unauthorized redistribution.

Planning for quick execution begins to lose the appearance of a traditional plan. Instead it resembles more the design of a series of small experiments. For companies operating today in cyberspace, the plan disappears, replaced by a constant tweaking of existing projects and a vigorous marketplace of ideas where new ideas can be floated, argued, and selected or rejected. It is again digital technology that makes these compressed time frames possible.
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3.5 THE NEW FORCES

Sustainable competitive advantage, Porter wrote, requires leverage over at least one of the "Five Forces": our customers, suppliers, competitors, new entrants, and substitutes. The strategy of a cost cutter like Wal-Mart was to establish such significant presence that suppliers are forced to give up margin. For a premium provider, like FedEx, the idea was to offer such unique and valuable services (guaranteed next day delivery and convenient pickups) that customers were willing to pay premium prices. Competitive advantage is whatever strategy a company has to maintain such leverage. Wal-Mart's sheer size makes it difficult for more specialized department stores to duplicate its approach, as these stores have learned to their near destruction. FedEx, as with most "premium" strategists, continually invests in technology to improve their already excellent service.

Achieving competitive advantage was already hard. Now it's even harder. Surrounding the five forces are three new forces: digitization, globalization, and deregulation (see Figure 3.1). These forces, generated by the interaction of digital technology and Coasean economics, exert tremendous new pressure on the competitive environment, superseding the old forces as the focus of planning.
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3.6 THE FORCES IN OPERATION

Impressive enough on their own, the new forces in operation interact with each other, so much so that they begin to look like one and the same thing. Together, they are an overwhelming and disruptive influence everyone senses but no one can see. Digital technologies make it possible to manage a wider variety of relationships with buyers and suppliers, which feeds globalization. The more global the economy becomes, the more local regulations tend to hold back the industries they were written to protect, increasing the velocity of deregulation. Deregulation opens previously closed markets to competition, exposing chronic underinvestment in technology. Then the whole cycle starts over again.

In commercial banking, the industry itself spearheaded efforts to ease regulations that limited the use of technologies, including ATMs, telephone banking, and now Internet banking, each of which has been introduced to improve costs. Inadvertently, these applications also opened banks to new competitors, like network operators and software providers, that can extract value from high-volume transaction processing. The technology also revealed how little customers actually value in-person branch banking. 

Companies like Intuit and Microsoft, as well as brokerage firms and insurance companies, go further still, offering banking-like functions from outside the regulated environment. These providers have the cost advantage of Security First as well as flexibility that banks lack. Banks, eager to expand into other services to compete with these nonbanks, find themselves restricted by regulations aimed at minimizing competition. Their attempts to control deregulation for their own advantage seem likely to have done just the opposite, creating a panic in the industry to deregulate, globalize, and digitize even faster.
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3.8 STRATEGY'S DIRTY LITTLE SECRET

Gary Hamel wrote in a 1997 Fortune cover story that the "dirty little secret" of the strategy industry, of which he is a leading practitioner, is that it "doesn't have any theory of strategy creation." The truly innovative strategies, he says, "are always, and I mean always, the result of lucky foresight." Digital strategy is a radical new approach to strategic planning, one that doesn't pretend to create strategies so much as to create an environment where lucky foresight is more likely to make an appearance. It shares few features with traditional strategy development and deployment techniques. It values creativity and intuition. Its development is not the task of a few individuals, but of an entire organization, communicating on as open and wide a channel as technology will permit. Most of all, it recognizes technology not as a tool for implementing a static strategy but as a constant disrupter creating both threats and opportunities that wide-awake organizations can turn into killer apps for their own benefit.

The techniques of digital strategy are being developed by companies around the world today as they experiment with digital technologies and attempt to let loose their own killer apps. From our participation in these efforts, and from studying both winning and losing examples, we have gleaned a few rules of thumb that can help you develop a digital strategy of your own. These rules are the subject of Part 2. 
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PART 2  INTRODUCTION


DESIGNING THE KILLER APP

Technology is now the central driver of the business economy. Cyberspace may already be the home office of every global enterprise. As we demonstrated in Part 1, the rapid appearance and strange economic behavior of the latest generation of digital technologies has created a new world in which many of the old rules don't apply. Today's tools for setting and executing strategy turn out to be artifacts of the industrial age that spawned them, and likewise don't work in the new climate. 

This part of the book describes twelve new rules for designing killer apps of your own. We have organized these rules into three stages, analogous to the major tasks of any complex problem of design: reshaping the landscape, building new connections, and redefining the interior (see Figure 2.A).

In cyberspace, the new business environment is largely defined by the organizations and individuals with whom you interact, what we have earlier referred to as business partners. Most organizations are comfortable thinking about strategy in terms of interactions with customers, suppliers, and competitors, but in digital strategy the category is much broader. The range of relationships is also broad, going far beyond simple categories like buyer and seller, or supplier and producer. Chapter 4 presents new rules for dealing with the outside environment through interactions with customers and other business partners. These rules emphasize the liberating (and threatening) aspects of plummeting transaction costs. They also highlight the value of treating the new business environment as an evolving community, increasingly bound together by cheap digital technology, rather than as a discrete and largely static set of individual actors.

In architecture, the second major task is to design the structure, and in particular the face it presents to the outside world. A building is a set of systems, and the external design represents the interface not only to the occupants but to everyone who comes in contact with it. A good design meets all of the constraints of the site, while a superior design does so in a way that manages to express the character of its function in the architecture itself. Structures like the Eiffel Tower, the Brooklyn Bridge, Hoover Dam, and traditional Japanese homes bind the design to the physical structure so tightly that the two are largely indistinguishable.

The third major task is to rehabilitate the interior of a structure, including preexisting portions, to a new set of uses. Rehabbing within the constraints of both the site and the design improves the performance of the structure and its systems, keeping the building "alive" through generations of environmental and design changes. In many urban centers in the United States, for example, train stations have been reconfigured as shopping malls, warehouses have become premium residences, and abandoned or ignored waterfronts have become parks and community gathering places.

Rehabbing your organization requires a similar degree of ingenuity. Old structures must be torn down and new ones constructed, but always within the organizational culture that serves as the foundation. Rules for managing this transformation are the subject of Chapter 6. As the Law of Diminishing Firms pushes organizations into more temporary and decentralized entities, we demonstrate how the very same technologies that are forcing these changes can be used to create businesses that are modular, always ready to adapt to new demands and new opportunities.


The Twelve Principles of Killer App Design

Reshaping the Landscape 
1. Outsource to the customer. 
2. Cannibalize your markets. 
3. Treat each customer as a market segment of one. 
4. Create communities of value.

Building New Connections 
5. Replace rude interfaces with learning interfaces. 
6. Ensure continuity for the customer, not yourself. 
7. Give away as much information as you can. 
8. Structure every transaction as a joint venture.

Redefining the Interior 
9. Treat your assets as liabilities. 
10. Destroy your value chain. 
11. Manage innovation as a portfolio of options. 
12. Hire the children.
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4.2 1. OUTSOURCE TO THE CUSTOMER

Most organizations are already familiar with the concept of outsourcing, which we described in Chapter 2.


You outsource to customers by building an interface into your information sources and then giving customers the tools they need to navigate and customize them. The data is generally already digital and using the Web and its toolset makes it cheap to build, deploy, and operate that interface. The customer connects to your systems using his or her own equipment, phone lines, office space, and even electricity, which means you don't need to provide it any longer.

For a small investment, you can have the customer perform many of the expensive activities you do today, including basic customer service, order entry and tracking, training, purchase order management, product configuration, and even product development. The data you collect has far fewer errors because it has been handled only once, and then by the originating source. Cost savings on your end can come quickly and they are significant.

Computer and network equipment sellers like Dell and Cisco Systems already use digital technology to let business customers handle most of the basic service functions themselves. But this rule applies to the least experienced customer just as much as it does to the sophisticated customer. 

As these examples suggest, the use of standard-based technology like the Internet can greatly simplify your operation. But how can you convince the customer to do your work? It's easy. For one thing, customers also reduce transaction costs by performing these services themselves. One-time entry of information, as in purchase orders, avoids review, correction, and undetected discrepancies for buyers and sellers, reducing the costs associated with negotiation, policing, and enforcement. Customers who can review product material presale or postsale on an everywhere-everytime basis can also save substantially on search and decision-making costs. The result is the creation of better and more useful data for future uses, including market research, product development, and, not incidentally, richer relationships with your customers.


Return to the Table of Contents


	PRIVATE
4.2.1 THE CUSTOMER IS THE BEST CUSTOMER SERVICE REPRESENTATIVE

Consider examples from other industries. In 1995, FedEx built a simple interface into its package-tracking database and made it available to any customer with access to the Internet. The response was overwhelming. Customers had instantaneous access to a detailed history of their package's travels on their own computers. The specificity of the data, which included the exact time packages arrive at interim locations, given in its entirety rather than summarized by an operator, amazed customers and actually enhanced their belief in FedEx's core value proposition of dependable and reliable delivery service. Despite the sometimes erratic performance of the early Web, customers found working on-line easier than calling FedEx, waiting on hold, and then speaking to an operator who was doing little more than reading the contents of a database.

FedEx recognized the killer app potential of its experiment, and went through several quick rewrites of the system, adding features like the digitized signature of the recipient and order entry software that allowed customers to schedule pickups and generate and print airbills (on their own equipment), complete with the bar code. For high-volume users, FedEx created versions of the software that could be downloaded from its site to the customer's computer. With this version, customers perform all these functions off-line and then send the data over the Internet back to FedEx.

For FedEx, the enhancements mean there is only one data entry point, and the customer is responsible for it. For customers, it means never having to type another airbill by hand or run out to a FedEx drop box to pick up any of the various forms. FedEx has already realized savings in the tens of millions of dollars in customer service costs. The customer service representatives, meanwhile, are now free to focus on value-adding interactions with the customer.

Outsourcing to the customer works as well for manufacturers as it does for service providers. Dell Computers, now the world's leading direct marketer of computer systems, has almost completely shifted its sales and support functions to customer-driven applications and is now selling over $3 million worth of its goods and services a day over the Internet. According to the company, its largest corporate, government, and education customers have self-customized Web sites that already know which products customers own when they sign on. The system also provides daily order and manufacturing status. Customers can use the system to configure hardware, choose from a variety of lease/purchase options, and order directly without the need for purchase orders. Customers claim savings in the millions of dollars on technical support and reduced order-processing costs alone.

Those are just the savings on the customer side. For Dell, direct data exchange with customers in cyberspace means speed and reduced costs as well. In the market for desktop computing these advantages are critical. By selling through the Web, Dell doesn't have to wait for dealers to pass the orders on, greatly reducing inventories. Because electronic commerce allows the company to take customer payments directly and immediately, Dell can convert the average order to cash in twenty-four hours. Compare this with the modus operandi of rival Compaq, which continues to operate through dealers. Inventories there are higher, and, more striking, the average order takes 35 days to convert.
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4.3 2. CANNIBALIZE YOUR MARKETS 

In traditional planning, managers are justifiably frightened of launching a new good or service that gains market share at the expense of an existing offering. GM's Saturn division has been successful by nearly any measurement, except that it succeeded in large part by siphoning off customers from other GM units. The Saturn story may be more cautionary still, since the company introduced not only a new line of cars that competed with existing brands but also a way of manufacturing, selling, and maintaining cars that may undermine the core assumptions of the entire auto industry. Good for Saturn, but what about for GM?

Cyberspace cannibalism is already rife. Securities broker Charles Schwab offers a 20 percent commission discount and a wide range of software tools to its Internet customers. The New York Times, San Jose Mercury News, and others publish their entire daily newspapers on-line, and give away most of the content. The Wall Street Journal charges $49 for a full year of unlimited access to its on-line edition, including many services that readers of the printed version don't get for their $150. Even top-drawer management consulting firm Ernst & Young offers a Web-based question and answer service called "Ernie" for $6,000 a year, a price that ought to make its partners blanch.

Are all these companies crazy? Clearly these information-heavy goods and services can be offered at low or no prices because the economics of production and distribution in cyberspace are so dramatically reduced. On-line newspapers don't need to be printed or distributed, on-line brokerage customers don't require the overhead of physical offices, and consultants who can serve clients without getting on airplanes can do so at a greatly reduced price. But what about the current clients and markets? Why don't they immediately shift to the new, lower-priced sales and distribution channel, stranding our current assets, and effectively killing us with our own success?

The San Jose Mercury News has few subscribers outside the Bay Area, so offering its news for a greatly reduced price on the Web is largely selling a new product to a new customer base.

Still, some of these examples are genuinely cannibalistic. The Wall Street Journal and New York Times are national publications, and may limit the sale of their print editions with their impressive on-line offerings. 

There is one obvious reason why these organizations are breaking taboos. If they don't, someone else will. Schwab had to offer lower prices over the Web because start-up competitor E*Trade, which operates solely in cyberspace, was already doing so. 


These cannibals understand that the present value of current channels needs to be balanced against the unrealized power of other information assets they can exploit in cyberspace. Chief among them is brand. New competitors have to build awareness from scratch, but you can jump-start new digital markets with the credibility and goodwill already associated with your organization. Cannibalizing your markets recognizes that the old channels will mature or disappear on their own soon enough, but by taking steps that may hasten that end you can get into the new channel early. The cannibals lead with brand, an information asset that gives them competitive advantage in cyberspace. But only if it is used in time.

Brand must also be used wisely. Cannibalizing markets does not mean cannibalizing the brand itself-that must be kept sacred. 
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4.3.1 THE STUMBLING INFORMATION BUSINESS

The need to cannibalize today's business is particularly acute not just for the newspapers we mentioned earlier but for information providers generally. A closer look at that industry suggests the kind of trauma that is in store for everyone else as the killer apps spread. The news business is already a bits business, and many traditional suppliers of those bits, like wire services, television networks, and newspapers, are resisting the move to digital distribution. Despite its lower cost, digital publishing directly threatens not only existing markets but many time-honored principles of how information providers make and spend their money. Subscription-based newsletters can operate much more cheaply on the Web and reach a much wider audience with minimal additional marketing or operating cost. But once information is released as bits, its natural tendency is to flow, and today's valuable information can be reproduced millions of times with the click of a mouse-legally (the ideas) or illegally (the actual text or broadcast)-by anyone who has access to it. Information providers fear a loss of control over their copyrighted content, and have spent considerable time and money trying to develop digital controls like electronic watermarking. Meanwhile, they are doing little to experiment with the enabling technology itself.

The key for publishers is to recognize that digital media are not simply extensions of current channels any more than TV was a new form of radio. New media require new goods and services, and new attitudes about how to exploit them. The Wall Street Journal 's on-line edition signed up 650,000 subscribers during its free trial period. The buzz generated encouraged the paying subscribers after the trial. These subscribers made the experiment profitable in its first year of operation. The free trial demonstrated that the Journal on-line was not just a cheaper version of the printed paper but something much more suitable to the capabilities of the Web. The site links stories to more detailed and archival information, hosts discussion forums between readers (not just between the paper and the readers, as does today's print op-ed page), and lets subscribers loose on a vast database of up-to-the-minute financial, stock, and company filings, data, and news releases, neatly organized into "briefing books." The site moved from being a cannibalization of the print edition to something that resembles the next generation of product and service the Journal will offer, the company's real killer app.

The real lesson of the on-line Wall Street Journal is that cannibalization is a healthy symptom of an organization's transformation to a form better able to survive in the new environment. It is a lesson few information providers have learned.
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4.4.1 THE APPEARANCE OF PERSONAL

Technology-mediated customization is already the rule in bit-intensive information services. Traditional and untraditional news agents are using the Web to unveil increasingly sophisticated tools that let their readers design personal information engines and watch them churn out custom products every day or even every hour. Pointcast has turned the formerly frivolous concept of a "screen saver" into a killer app, delivering content the user wants, from business news to stock reports to sports to gossip, whenever the computer isn't otherwise being used. Excite, another information "push" company, lets its users define their own newspaper front page, including the comics they like, the news that interests them most, a listing of movies playing in their area, and their own personal daily TV schedule, right down to the order of the channels.

Subscribers to the Wall Street Journal 's on-line edition can design their own "Personal Journal" and receive dozens of stories from the vast resources of the Dow Jones News Service that otherwise never see print. The system today is simple but effective. Subscribers enter the names of companies and key words of interest to them, and when they sign on each day they are presented with articles that match, organized in an easy-to-use index.   The example below is what the Wall Street Journal has just offered as of last week.

http://www.computerworld.com/home/news.nsf/CWFlash/9903265wsj

These are simple applications, with considerable room to expand as new media and new technologies, following Moore and Metcalfe, make their way through the Internet incubator (including audio, video, 3D, and real-time chat). Even these early experiments have been exceptionally well received, and have high killer app potential. The Journal may be creating a new generation of newspaper, what Professor Negroponte calls "The Daily Me." Quicken is already leveraging its current interface in a move to offer a host of investor, portfolio, and other financial management services.
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4.5.1 ON-LINE SERVICES ENABLE, BUT DO NOT CREATE, COMMUNITIES

On-line services and others on the Web have already learned that in building digital community centers, the closer you can get to activities about which the community feels passionate, the greater the potential value you can capture.

The real value in a digital community comes from its participants. Starwave, a start-up company founded by Microsoft cofounder Paul Allen (Disney acquired a significant stake in the company in 1997), built the most successful example of a community of value, the subscription-based ESPN SportsZone service. SportsZone, which leverages the brand value of the all-sports cable TV giant ESPN, is the sports lover's heaven, a virtual locker room attracting millions of visitors a day. In addition to up-to-the-minute sports information, play-by-plays of games in progress, and discussion forums that give Monday morning quarterbacks a high bandwidth channel for self-expression, SportsZone also manages fantasy leagues in which players can draft teams and play against others based on the changing statistics of the real-life players. The more people who sign up for SportsZone, the more additional people who sign up-as pure an example of Metcalfe's Law as we've seen so far.

AOL builds these communities of value simply by attracting as many users as possible. Members are given the tools they need to find and communicate with each other in what AOL calls its "People Connection" service. There, members create their own "rooms" based on personal interests, including location, sexual preference, or even frivolous topics. Other AOL members can access the room and participate in private or room-wide discussions, or create private rooms just for their friends. The system maintains "Buddy Lists" that tell members when their friends sign on and off and where they are, a feature AOL recently extended to users of the entire Internet. 

Digital City fails, however, to follow the very rule that has made AOL successful. Content is provided by publishers of newspapers like the Chicago Tribune, and these partners bring an information "broadcast" approach to a medium where broadcast is not only unnecessary but an insult. Digital City Chicago, for example, provides restaurant and movie reviews written by the Tribune's staff critics as well as information about housing and neighborhoods provided exclusively by sellers and landlords. There is, remarkably, no way for users to post their own reviews or otherwise share their expertise about the community, and there is no mechanism for using Digital City to find and exchange information with anyone other than these "official" sources. The design reflects a profound misunderstanding by the media companies about the power of the new media, a further example of the tremendous confusion information businesses are experiencing at the hands of the killer apps.
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CHAPTER 5 


BUILDING NEW CONNECTIONS

What unity do we find in the various aspects of bad faith? It is a certain art of forming contradictory concepts which unite in themselves both an idea and the negation of that idea. 
-Jean Paul Sartre

Life which is one continuous struggle with other men is 
hardly worth living. 
-Frederick Winslow Taylor


The four design principles covered in this chapter concern the construction of interfaces between you and your business partners, including customers, suppliers, and even competitors:


5. Replace rude interfaces with learning interfaces. 

6. Ensure continuity for the customer, not yourself. 

7. Give away as much information as you can. 

8. Structure every transaction as a joint venture.


What might also surprise you is the way you use these interfaces to structure the new transactions. The design principles for building new connections contradict a lot of conventional wisdom. We demonstrate how companies develop killer apps by replacing human interfaces with computer systems and yet still achieve "customer intimacy." This is actually easy to do, in part because the industrial time-and-motion approach to process management has already taken the life out of most customer interactions. What organizations think of as intimate is often just the opposite. Digital technology (thanks to Moore) and a growing body of multimedia interface tools give you the power to build, and build cheaply, superior channels of communication with all your business partners. Replacing human contacts with digital interfaces not only lowers transaction costs but accelerates the process of capturing new information in bits, allowing you to multiply its value.

With a new digital pipeline in place, organizations decide how much of their proprietary data to keep "behind the firewall," that is, away from the other members of its community of value. The new forces-deregulation, digitization, and globalization-require a major shift in attitude. In the old world, proprietary information was a key weapon in achieving leverage over business partners. Now much of what you consider proprietary, like designs, customer lists, and market intelligence, is readily available elsewhere in reusable digital form. In any case, your proprietary data has a greatly reduced time value.


The truth is that consumers understand and embrace the trend toward decentralized buying and selling through technology interfaces much more readily than sellers do (think of catalogs, 800 numbers, and television shopping). Consumers are only waiting for critical mass. The smart thing might even be to pay for their Internet access, since the reduced transaction costs of, say, electronic billing, might alone justify the investment in a few months.
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5.2 5. REPLACING RUDE INTERFACES

The human touch isn't quite as warm as it used to be. Even in the retail industry, where direct customer contact is constant, companies-like Nordstrom's, FedEx, or the Four Seasons hotels-that provide consistently good service are the awe-inspiring exception, not the rule. In a New York Times story about the decline of customer service, a customer of Filene's department store in Boston reported that after an exceptionally unfriendly transaction, she told the clerk, "A thank you would be nice." To which the clerk responded, "It's written on the receipt."

Well, why not be rude? No organization is immune to a mass revolt (or even a credible threat) by all of its customers, but imagine the transaction costs of a single customer informing all the others of any bad experience. Worse still, think of how hard it is even in local markets for consumers to band together to punish poor service or overpriced goods. Even in long-distance phone service, where rate setting has been turned over to a highly competitive market for more than ten years, overall industry profitability is still astronomical. In theory, consumers have the power to force an industry to the point of bare profitability overnight. But that's only theory. In practice, collective action problems are everywhere, and the costs for customers of organizing and sharing information as a group have been prohibitively high.

Now, thanks to digital technology, those costs are coming down, forcing organizations to reevaluate which if any of their customer contacts are really helping the cause. Superior customer service, or what consultants Michael Treacy and Fred Wiersema call "customer intimacy" in The Discipline of Market Leaders, is part of the mission statement of every organization we know. For most, it's a mission impossible. A senior vice president at AT&T once told us with a straight face that his company was "intimate" with 80 million customers a day.
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6.2 9. TREAT YOUR ASSETS AS LIABILITIES

Information providers, service firms, educational institutions, and even public utilities are struggling to become digital as quickly as possible. Doing so is hard for several reasons, not the least of which is the unsettling effect on your balance sheet. Organizations discover that the true value of their company is its information, but that value is now sunk into the various containers and equipment used to transform it from one good or service to another. Look at the annual report of a news organization and you'll see line items for printing presses and plants but not for expertise and intellectual capital-not, that is, for the organization's ability to generate, shape, and communicate the news. This is partly an accounting problem. Partly it is an attitude problem.

It isn't that the value of today's organization is disappearing so much as its form is changing. You must now rethink not only the value of the company's bits but also the true value of its atoms, some of which you may not need in the near future. It's important to shift your investment to bits, because those new competitors that have none of your fixed assets-no real estate, no manufacturing equipment, no distribution network-will suddenly look competitive in the new business environment. Your assets become liabilities.

Newspapers may be in similar trouble, since they rely on classified ads for up to 80 percent of their revenue. In their printed form, classifieds are nearly unusable compared to new digital forms offered in various city guides (Yahoo!'s and Digital City, for instance). Digital ads can be automatically searched, delivered, and linked to their advertisers, who can in turn test and target their ads with pinpoint accuracy. The New York Stock Exchange, real estate brokers, and many of today's television networks may find themselves similarly out of an industry. As the CEO of a large investment bank described his own situation to us, "Why does anyone need an investment bank or broker? Well, probably because he either doesn't have enough information or he does not have the means physically to execute what he wants to do. Technology is giving him the information and the means to execute. This disintermediates a lot of people in my business."
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6.2.1 THE REINCARNATION OF PRINTERS

Not everyone is afraid to face the cold hard truth about their disappearing assets. Financial printing, a $1 billion specialty industry that prints millions of pages of securities-related filings for public offerings and quarterly reports, looks on the surface like an industry seriously at risk of disintermediation. It took its first big hit in the 1980s, when the need for typesetting and photographic plating, once high-margin components of document preparation, declined as desktop publishing software became available on even the least-powerful home computers. 

In 1995, the Securities and Exchange Commission dropped an atomic bomb, announcing that starting the following year, companies could begin filing electronically through its Electronic Data Gathering, Analysis, and Retrieval (EDGAR) system and avoid much of the need for printed reports. The killer app for financial printers had, it seemed, arrived.

The industry has not disappeared, however. Instead, it has flourished. Financial printers recognized quickly that competitors in the electronic filing market would need no fixed assets, and that this lack of assets would be a benefit rather than a hindrance in the new world. The printers responded quickly by aggressively going after the electronic market themselves, capitalizing on their long-standing relationship with the securities industry to obtain a first-mover advantage.

The strategy is working. Bowne & Company, one of the industry leaders, submitted almost 15 percent of all EDGAR filings in the first months that electronic filing was authorized. In total, financial printers were responsible for over 40 percent of the first electronic filings. Bowne has also expanded its capabilities to publish not just on paper but electronically and on the World Wide Web. Rather than quietly be eaten alive, the industry has embraced digital technology and used it to expand.

Financial printers, it turns out, are not their equipment. They are organizations with substantial expertise in the ins and outs of complicated government filings, the discipline to work under tight and exact deadlines, and a reputation for carefully handling highly confidential information. They have a brand. These are the assets that printers like Bowne are trading on in the digital world, not the equipment that shows up on their balance sheet. The ability to distinguish the two may very well mean the difference between surviving and disappearing.
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 6.5.11. DESTROY THE VALUE CHAIN
The well known Web-based virtual bookstore Amazon.com had no competition from the traditional players for over a year, even though Amazon's approach to retailing posed a threat to the big-chain bookstores' value chain at several vital links. Afraid of cannibalizing its own expensive bookstores, Borders has yet to provide a virtual service of any kind, and Barnes & Noble went online only recently. (In an ironic gesture pitting the old world against the new, Barnes & Noble filed suit against Amazon on the same day it launched its Web site, arguing that Amazon's claim to be "Earth's Largest Bookstore" was false advertising, since Amazon didn't physically have the books.) Amazon had a year in which to develop its own brand-a cyberspace year, the equivalent of seven years in the physical world-and the traditional booksellers will now need to match Amazon not only on price but on the features that have made Amazon's interface unique. 
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6.5 12. HIRE THE CHILDREN

Young people, especially children, implicitly understand digital technology in a way that the rest of us can only watch and admire. John Perry Barlow calls them the "natives" of cyberspace. MIT's Andy Lippman makes the point even more poignantly. Speaking to a large European industrial company struggling to understand how it could turn itself into a digital-ready company, and fast, Lippman said there was only one way: "Hire the children."

Tomorrow's customers, competitors, and business partners, born and raised on digital technology in their homes, schools, and toys, will not only expect but demand commercial relationships that are technology enabled. Children who grow up playing with 64-bit networked video games won't simply reject text-based interfaces and suboptimal communication speeds, they will find them incomprehensible, like some form of hieroglyphics. And their attention spans for new goods and services are themselves expressed in Internet years-that is, they are about one-seventh as patient as adults.

The good news, however, is that today's children will be the product designers, customer service providers, and business managers of tomorrow. One way to understand the needs of the next generation is by talking to them and creating an environment where they can build the structures that will take today's organization forward. You can succeed at digital strategy, quite simply, by putting them in charge.

Organizations need not wait for tomorrow's managers to grow up before they can begin to learn from them. A recent Business Week article on the potential benefits to child development of extensive video game play told the story of a demonstration by network game company Total Entertainment Network to senior computer simulation experts from the U.S. Department of Defense. The company's CEO was trying to demonstrate how to play Quake, the hugely popular game that has taken over the Internet gaming world, and failing miserably. As it happened, the thirteen-year-old son of one of the meeting's organizers was in the room. He took over the keyboard and blew away all of the CEO's opponents.

Creating work environments like Rocket Science-environments suitable for children-isn't easy. As the CEO of a major banking organization told us recently, "How do you change a culture from one of hierarchy with the normal pyramid to an open, flat culture where the 25-year-old kid can say to me, `You're crazy. That won't work. Where did you get that dumb idea? We have to do it this way.' And I willingly sit there and listen to him?"

Hiring the children-or including them in the process of product development, strategy formation, and workplace design-is the easy part. What is more difficult is learning to see through their eyes and trying, as best we can, to live in their world. But that is the only way, in the end, to develop a process that sustains the discovery, formation, and unleashing of killer apps.

This last design principle brings us full circle, since we began by talking about the need to think more about our dealings with business partners, including those business partners-our employees-with whom we transact the most business. The next generation of managers, laborers, and CEOs are the children of Moore and Metcalfe, born under the sign of the Law of Disruption and uttering Ronald Coase's name, figuratively, as their first word. This group already controls a sizable chunk of the economy, and that chunk is growing exponentially along with Moore's Law. So now is the time to introduce yourself to these mutated creatures, otherwise known as your own children. The sooner you can incorporate their values and their energy into your organization, the more likely you'll be remembered by them with some emotion other than nostalgia. They might even admire you.
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PART 3  INTRODUCTION


UNLEASHING THE KILLER APP

The future arrives so quickly that the designers of Disney's Tomorrowland have given up. They can't build an environment that doesn't look stale before it's opened, so they've decided to go backwards. Gone are the rocket ships to Mars, the House of Tomorrow, the PeopleMover, and the Carousel of Progress. The new Tomorrowland looks like a nineteenth-century fantasy of today, heavily cribbed from Jules Verne and H. G. Wells. It's a "classic future environment," as Disney puts it, tongue firmly in cheek.

The new forces have given all of us a chronic case of future shock. Individuals, so far, have proven themselves to be pretty adaptable, but what about organizations? As the market becomes more efficient, and does so more quickly than organizations, how can you break the mold and turn the future from a threat into an opportunity?

In this third and last part of the book, we describe how organizations can make the transition from digital strategy explorers to integrated digital enterprises and, in particular, how the role of senior executives changes in the process. We begin by taking you inside two organizations, one a leading consumer brand and the other a large industrial conglomerate, to see how the process of developing a digital strategy worked and didn't work the first time through. We then describe the process these two organizations followed in more general terms.

As a framework, we present the seven-step process used by Diamond Technology Partners (see Figure 3.A). In the context of this process, the early charter of a digital strategy project is to teach the organization how to think about its future, including the experiments with technologies and partners it must begin today. We describe how organizations start the process by discarding old organizational baggage about the proper role of technology and partnerships. We also prescribe a series of readiness activities that raise senior executive awareness, placing digital strategy squarely and permanently on the executive agenda.
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       REDEFINE THE PROBLEM

This chapter is devoted to answering these questions. We will describe how organizations create a technology radar, feed a technology pipeline, and pick and choose the investments and partnerships that maximize their ability to develop and implement winning digital strategies. The commitment made to these learning and collaboration activities cannot be a one-time event, like an annual corporate retreat. The process is ongoing. It requires regular attention from senior management if it is to be kept alive and well. You can't turn the radar on only when you want something to appear in your range, nor can you maintain a relationship by acknowledging its existence only when it's convenient for you. You need to be present, in some sense, all the time.

Succeeding at these early stages of digital strategy development requires substantial changes to the organization. In particular, it requires a new attitude toward technology itself. You can't build a wired organization if you still believe, like many of the executives in our digital strategies survey, that technology is essentially a tool to implement strategy rather than the basis of forming strategy. You can't unleash killer apps without aligning senior executives and I/S professionals with the new, common goal of unleashing killer apps. You can't live in the future without moving there first.
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8.2 THERE IS NO STRATEGY WITHOUT TECHNOLOGY


The project teams we worked on in the 1980s usually finished their work before they even made contact with the information systems professionals, and then only to start the danse macabre of trying to match future "requirements" with systems "solutions" based on mature technologies.

In the new world, you start with technology. Instead of being problem-pull, the new approach is also technology-push. What's more, you not only need to push technologies that aren't mature, but ones that have barely started gestation. 
The virtuous cycle is a pragmatic, indeed opportunistic, response to the new digital business environment. You explore future visions by looking at your business and markets through the lens of the twelve design principles, and then look at digital technologies that could most influence the development of those futures. Having identified some target technologies, the process then goes the other way, and you ask yourself how those technologies, in combination with others, might develop in ways that make your design goals possible or impossible. Or you can reverse the process. The process quickly moves from back and forth to a kind of conversation, where you integrate what you've learned about both perspectives. As you do so, the beginnings of new business options for your innovation portfolio-some the complete opposite of what you may have intended for yourself-begin to emerge.
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8.4 TECHNOLOGY ALIGNMENT

Whatever else these findings reveal about the health of the organization, it is clear that there was a serious communication gap between the I/S professionals and their operational counterparts. And, pretty typically, it was the I/S professionals who, in the voting and throughout the course of the meeting, expressed the most skepticism about the potential for new technologies to play a strategic role in the organization's future.

Unfortunately, many organizations have experienced a painful breakdown of goals and objectives as seen by the business and its I/S professionals. It's a problem not just in traditional businesses but even high-tech companies. About a year ago we heard from some colleagues who were working with the I/S department of a leading manufacturer of Internet hardware and software. The company was reconsidering its policy of forbidding the use of E-mail for any corporate business, which it had initiated in fear of having proprietary information intercepted. Did we know of any experts on encryption the client could talk to? Yes, we said, we knew the world's leading authority. As it happened, he worked for the client, in the same facility as the I/S department. Unfortunately, we said, he responds only to E-mail.

Even so, attitudes do not change quickly. Today's senior executives were bred in a culture that insisted on engineering and business discipline and predictability from an I/S field that was too young to provide it. In many organizations, this led to dramatic disasters in terms of projects that far exceeded time and cost budgets or, worse, that failed altogether. I/S professionals, as a result, have been conditioned to work only with the most proven and mature technologies and to avoid technology risk taking (hence the old saying that no one ever got fired for recommending IBM). Everyone, including and perhaps especially the I/S professionals, became risk-averse.

Aligning technology and strategy is not easy. The challenge is to build the kind of technology awareness infrastructure we described above and put technology not just on the organization's agenda but at the top of it.
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8.9 THE CEO AGENDA

Finding and introducing new technologies into an organization's collective consciousness feeds the process of digital strategy, and keeping a pipeline that is full and unfiltered maximizes the chances that something will come out at the other end with the potential to be a killer app. But for the technology pipeline to function, most organizations need to retool themselves in other significant ways.

Like an inactive person training for a new sport, organizations need to prepare for digital strategy before they can hope to succeed at it without too much trauma. Senior management must learn to accept that digital technology has become central to future planning and align its objectives with those parties in the organization who are today responsible for technology implementation, whether that is the I/S organization, an outsourcing partner, or managers in the field organization.

In the end, the real distinction between digital winners and losers is always found in the boardroom. At every client we've worked with on digital strategy, and for every organization we have visited or studied, it is always the case that those organizations which do not have the will to succeed are certain not to do so. That will must be internalized, communicated, and championed by the senior executive and the entire executive team. Inside each of the organizations who have used digital technology to achieve market dominance-whether at a FedEx, Playboy, or tomorrow's high-flying start-up-there are executives who believe in it and who have gone out of their way to communicate their convictions within and outside the organization.

Digital strategy, like any strategy, requires fearless leadership. As Michael Bloomberg, CEO of the Bloomberg Financial Network, described his role in technology adoption: "If it doesn't work, you can blame me. There's no question about that."
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CHAPTER 9 
THE NEW OPERATING MODEL

In one sense, they are thinking backwards from the future, rather than tracing a path from here to there and becoming caught in the prediction trap. 
-James Burke


Whenever we are out preaching the gospel of digital strategy, one question comes up over and over again. "How do we make money on the Web?" (or with multimedia, global positioning systems, groupware, artificial intelligence, and so on). On the surface, it's a fair question. Venture capitalists, private investors, and thousands of companies seem hell-bent on pouring millions of dollars into developing and using new technologies without the slightest idea how they're going to come out. The New York Times greets hiccups in America Online's service or the closing of an ill-conceived Web site as signals that the momentum of digital technology may be slowing down. Red Herring and Upside, the leading investor-oriented technology magazines, have been searching obsessively for what they call the "Internet business model," as if the failure to find one, and find one soon, will mean the end of a very long and very joyous party in Silicon Valley. And even Robert Metcalfe predicted in 1996 that the Internet would collapse, in a column he was later forced to eat (literally).

But asking how to make money with new technology is asking the wrong question. It implies that the technology is some kind of printing press, which, if properly primed, will start producing revenue but which otherwise sits around doing nothing, an enormously expensive paperweight. The real question is, and always has been, "How do we make money?" As Donna Iucolano, who oversaw $30 million dollars in sales in 1996 over the Web for 1-800-Flowers, said recently, "People ask, `What do you have to do to be a successful on-line merchant?' I think you really have to ask, `What do you have to do to be a successful merchant?' It's really no different. You have to serve your customers, integrating everything that you do."
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9.2 JUST DO IT

The people making money with digital technology are people who are just doing business, taking advantage of new technologies and their potential to cut costs (Moore's Law) or improve reach (Metcalfe's Law), and taking advantage of your hesitation. Their killer apps are not technology initiatives. They're business initiatives. These are companies whose managers don't actually understand the difference, because they believe their most underutilized and inexhaustible asset is information and their key weapon is digital technology. Some of these organizations don't even distinguish their I/S function from the operation of the business.

In 1994, CEO Phil Knight began expanding the company not just with more varieties of shoes but with apparel generally. "We decided we're a sports company, not just a shoe company," he said recently. And now the company is poised to take the next logical step, which is to reposition itself not as a sports company but as a services company, managing events for others. Nike's asset is its brand management expertise, not its production capacity, and Knight is moving to leverage that expertise. Nike is already living a digital strategy. In this chapter, we discuss a few of the key operating principles.
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9.3 EXPLORE CONTINUOUSLY

Exploring and exploiting your digital future are two faces of the same process, the process of prototyping. Prototyping is a concept borrowed from engineering, where functional and technical uncertainty encourages practitioners to build early versions of products and systems to ensure a basic fit between the requirements, materials, and environmental conditions in which the system must operate. Digital prototypes are required for the analogous reasons. In the uncertain business environment of the digital frontier, real-world evaluation of digital strategy prototypes is often the only means of testing and ensuring business value.

A prototype is sometimes thought of as merely a trial run of a new product or system; digital strategy prototypes are something very different. For one thing, the prototype is not necessarily a nonfunctioning version of a strategy. As technology becomes cheaper and standardized more quickly, it is now possible to build fully operational systems at minimal cost. Likewise, you may not want to throw the prototype away. The prototype may be the first of many iterations of a new good or service offering. Everything is a prototype, because nothing is ever finished.

Prototyping is the implementation paradigm for organizations that want to unleash killer apps. Prototypes test, refine, and ultimately commit the organization to pursue some subset of the ideas generated as part of digital strategy. This process involves many more members of the organization (ultimately all of them) and leads to the development of ideas in conjunction with partner organizations, including technology providers, traditional suppliers, and customers. The prototypes may be developed purely to test and demonstrate a single good or service, or they may be working models of an entirely new business that will formally spin out of the existing organization to develop the ideas independently.

During the first set of digital strategy exercises at McDonald's, electronic commerce emerged as a "painfully obvious" means of achieving many of the company's strategic objectives. The digital strategy team's wilder ideas included (1) improving customers' in-store experience by helping them find the nearest McDonald's while on the road and give food orders from the car, (2) using the Internet and public data sources to help McDonald's fine-tune purchasing, pricing, and menu decisions in real time, (3) and using the Web to open a new channel for marketing, recruiting, labor scheduling, and maybe even training (if, indeed, there was any difference between the four).

Fine ideas. But how to get started?
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9.4 CREATING THE SPACE

As these examples demonstrate, prototypes are not simply technical prototypes. They also challenge the organization to experiment with new organizational models and confront stale corporate cultures. McDonald's initially found itself in the unusual position of having to convince its advertising firm that it ought to be taking advantage of new and emerging media, and the ensuing joint development not only changed the dynamic between the two companies but also brought in new players who had previously been unknown to both. With Tickle-Me-Elmo, many of the sellers probably didn't even realize they could auction their products until competitive bids started to come in.

Operating models and asset management assumptions are also challenged by prototypes. A newspaper might decide its future is in digital publishing, making obsolete its current physical and distribution resources. A wholesaler may decide its future lies in getting out of wholesaling altogether and instead using digital technology to offer outsourced logistics support for its customers. These new incarnations will not come without a lot of pain.

Gordon Bell calls such protected spaces "intraventures" and the people who work them "intrapreneurs." He and his business partner, Heidi Mason, work closely with companies to help them set up and operate such ventures successfully. At the core of this work is the Bell-Mason Diagnostic, a sophisticated expert system that evaluates the risks associated with the new venture on twelve critical dimensions. At key stages in the venture's life cycle, the diagnostic is used to compare the state of the venture with that of hundreds of others in a database, allowing Bell and Mason to quickly determine when and where problem areas are likely to emerge.

Or consider comic book publisher Marvel Entertainment Group, which has undertaken cannibalistic experiments in digital production and distribution. The company made a remarkable discovery a few years ago when it prereleased the first issue of a new comic book title on the World Wide Web weeks before it saw print. Since comic books are now colored digitally, the content was already available; in fact, the coloring is so advanced that the pages looked even better on the screen. The buzz generated by this experiment actually sold more copies of the "real" comic book, sales of which broke records.

The company has since institutionalized its digital experiments, releasing an on-line only "cybercomic" weekly over America Online, soon to be released over the Web. From a humble experiment, Marvel learned a valuable lesson. It is a lesson about information assets. The real value of a "content" company lies not in the number of artifacts (software packages, magazines, videotapes, and so on) it can sell, but in how it can get the most leverage from its intellectual property-in the case of Marvel, its characters and stories. As the experiment suggests, that leverage may in the end completely change the company's value chain.
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9.5 TURNING ON A BIT

As you develop prototypes, you refine your vision and begin the process of realizing it. At this point organizations find it is no longer possible even to separate the digital strategy from the previous strategy or from the current operations or business model of the organization. Talking about a relationship changes the relationship. Imagining your future creates a new future.

The final "step" in unleashing killer apps is really not a step at all but simply a continuation of what you've been doing. The prototypes become more focused and more sophisticated, and they continue to integrate new technologies that help achieve the goals you set. They become increasingly "public," in that more of your business partners begin to use them, either as a supplemental channel or a replacement channel for current transactions.

To succeed with a digital strategy, renewal must be a constant. If you've launched a home page on the Web, it is imperative to revisit and adjust it continually, not only to maintain customer interest but also to get rid of things that aren't working and replace them with new prototypes that might. This is a developing principle of all information systems, not just mission-critical ones but supporting ones as well. Big releases are risky, and as Moore's Law changes the technology landscape with increased speed, they become unfeasible. The technology mutates too fast to be in development with a fixed structure for very long. At Wal-Mart, new "releases" of core store systems like accounting and inventory are deployed every 90 days. If you don't think your organization can handle that much disruption, think again. It is the only way.

Examples of such "extended delivery" solutions are everywhere, and you need only spend one or two hours a week surfing the Web to see them. The best sites are constantly being refreshed and enhanced. Amazon seems to add new features every week, and the FedEx site has been overhauled at least twice in the last twelve months. Many sites use news, contests, and customer feedback to generate new material and new users. Match.com, an electronic dating service, began by giving users the opportunity to post personal profiles and match themselves with other users based on a variety of criteria. Match.com then acted as a go-between by rerouting E-mail directed at its anonymous users to the actual participants. The system has been upgraded over time to add chat rooms, more intelligent searching, an agent-based E-mail service to inform users when new profiles they might find interesting are posted, and, recently, the ability to place anonymous phone calls to other members.

In unleashing killer apps, dramatic changes in the middle of implementation are not unusual, nor are they the career-ending events they were in the days of closed systems and slower-moving developments in technology. VREAM changed the hardware and software platform of its product as well as its revenue model and its customer base; even its advertising, distribution, sales, marketing, and support were radically altered.

All in a day's work.
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9.6 UNLEASHING THE POWER OF COMMUNICATIONS

Change, as organizational psychologists like to say, is stress. Organizations, like individuals, find the best way for managing stress is to communicate about it. The broader the channel and the wider the audience, the easier it is to move not just senior executives but every participant in an organization's prototypes-employees, suppliers, and customers alike-into the future right along with the business model.

Every large company has a phone system, internal mail, and other forms of regular and ad hoc communications. But organizations that want to succeed in digital strategy understand that these channels must be interoperable, robust, and based on open architectures and standardized tools, not only for cost advantage and easy replacement, but also for the ability to extend communications with outside stakeholders. Does your organization have an "E-mail culture"? Is it adequately supported? How hard would it be to add voice, video, document sharing, and other collaborative tools? The Internet supports all of this today for a completely ad hoc group of global participants, and they never have to make out a budget.

The best way to build the channel is to use the technologies that are causing the disruption. As the first and most obvious implementation of their digital strategy, many organizations we have worked with chose to restructure their internal and external communications architectures around open standards and the global computing environment of the Internet. This becomes the new platform from which their killer apps are launched.

Building and deploying company networks using these standards not only saves money but also expands exponentially the potential linkages with buyers, suppliers, investors, and other business partners. The business case for doing so, especially compared with clumsy, expensive, and unsatisfying current networks, is often a no-brainer. The NASDAQ market advertises that it now operates entirely using Internet standards on a dedicated network (a so-called intranet). As marketers at Sun Microsystems put it, "The Internet is where you make money. Intranets are where you save money."

When organizations-regardless of size, locality, or age-decide to live in the new world, and when they have leaders who are willing to travel to the edge of the digital frontier themselves and assure everyone else that it's safe to cross, Moore's Law, Metcalfe's Law, and the power of Coasean economics are transformed, turned from disruptive forces into beneficent ones, helping organizations create order out of chaos and new value out of old information. "Visitors keep asking us for the templates we used to calculate return on investment," concludes Darukhanavala. "We don't have any. We're spending 150 million dollars based on a vision."
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CHAPTER 10 
LIGHTING OUT FOR THE TERRITORIES

We'll survive because we're basically completely insane. 
-Laurie Anderson

The convergence of new digital technologies in the past five years has created an environment rich enough to support life in all forms-social, familial, and political as well as business. As we have suggested throughout this book, this new world of cyberspace will increasingly be the place where business is transacted, customers are contacted, and wealth created and distributed.

This is particularly important for anyone over the age of 30, whom Barlow refers to as the "immigrants" of cyberspace. It is the next generation, those who will spend their adult lives never having known the absence of the Internet, who are the "natives" of cyberspace. The natives are already restless, and are beginning to flex their economic muscle. Before long they'll make up not only your customers but your employees, shareholders, and, yes, even your managers and senior executives.

A little over a hundred years ago, at the Chicago World's Columbian Exposition, historian Frederick Jackson Turner delivered a paper that changed the course of historical studies of the New World. The North American frontier had officially closed, Turner said, and it was time to recognize the role its settlement had played not only in American society but in Western Europe as well. In "The Significance of the Frontier in American History," Turner argued that the frontier-the "meeting point between savagery and civilization"-was the American experience, and that as it advanced it "carried with it individualism, democracy, and nationalism, and powerfully affected the East and the Old World." The frontier spurred the development of the modern world: politically, economically, and socially. "The wilderness," he wrote, "masters the colonist."

Turner may as well have been speaking about cyberspace. Whereas the American West was fueled by free land, cyberspace is fueled by free computing power and free bandwidth (thanks to Moore) and free software (thanks to Metcalfe). In both cases, the social conditions that resulted are raw, and the nature of the business climate, by necessity, less developed. As Turner wrote, "A primitive society can hardly be expected to show the intelligent appreciation of the complexity of business interests in a developed society."

If, after reading these frontier stories, you decide you'd rather not go west, remember that cyberspace, like the North American frontier, was more a state of mind than a physical location. Both are filled with so much creative energy that they naturally dominate their respective old worlds. With cyberspace, thanks to the Law of Disruption and the new forces, the transformation of today's markets, customers, and channels is happening with breathtaking speed. There's really no way to avoid the future, except maybe, as some frustrated CEOs we know have suggested, to retire. (And even there you'll find no refuge, but that's another story.)
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WORLD WIDE WEB ADDRESSES 

This appendix provides current addresses (URLs) for many of the organizations mentioned in the book. 
AltaVista www.altavista.digital.com 
Amazon.com Books www.amazon.com 
American Express www.americanexpress.com 
America Online www.aol.com 
Apple Computers www.apple.com 
AT&T www.att.com 
Auto-by-Tel www.autobytel.com 
Backroads www.backroads.com 
Barclays Group www.barclays.co.uk 
Barnes & Noble www.barnesandnoble.com 
Barter Systems www.bartersys.com 
Bellcore www.bellcore.com 
Bowne & Co. www.bowne.com 
British Petroleum PLC www.bp.com 
The British Post Office www.uk-po.com 
Charles Schwab www.schwab.com 
ChemSource/ChemConnect www.chemconnect.com 
Cisco Systems www.cisco.com 
C|Net www.cnet.com 
Compaq www.compaq.com 
CompuServe world.compuserve.com 
Cornell Law School www.law.cornell.edu 
Cornell Supreme Court Database supct.law.cornell.edu/supct 
CyberCash www.cybercash.com 
Cyberspace Law Institute www.cli.org 
Daimler-Benz www.mercedes.com 
Dallas Morning News www.dallasnews.com 
Dell Computers www.dell.com 
Diamond Technology Partners www.diamtech.com 
DigiCash www.digicash.com 
Digital City www.digitalcity.com 
Digital Knowledge Assets www.dkaweb.com 
Disney www.disney.com 
Dutch PTT www.ptt-telecom.nl 
E*Trade www.etrade.com 
EDGAR Database www.sec.gov/edaux/searches.htm 
Electronic Frontier Foundation www.eff.org 
Encarta Online encarta.msn.com 
Encyclopedia Britannica Online www.eb.com 
Ernie ernie.ey.com 
ESPN SportsZone espn.sportszone.com 
Excite www.excite.com 
FedEx www.fedex.com 
FedWorld Information Network www.fedworld.gov 
Firefly www.firefly.com 
Four11 Directory Services www.four11.com 
General Magic www.genmagic.com 
GetSmart www.getsmart.com 
Glasgow Electric www.glasgow-ky.com/epb 
Hallmark Electronic Greetings www.hallmarkconnections.com 
Hambrecht & Quist www.hambrecht.com 
Hewlett-Packard www.hp.com 
Holiday Inn www.res.holiday-inn.com 
Hüls AG www.huels.de 
IBM www.ibm.com 
ICQ www.icq.com 
Intel www.intel.com 
InterNIC www.internic.net 
Intuit www.intuit.com 
IRS www.irs.ustreas.gov 
Kleiner Perkins Caufield & Byers www.kpcb.com 
Lens 4 Me www.lens4me.com 
Leo Burnett www.leoburnett.com 
LEXIS-NEXIS www.lexis.com 
Library of Congress lcweb.loc.gov 
LiveLink www.livelink.com 
Lotus Development Corporation www.lotus.com 
Marshall Industries www.marshall.com 
Marvel Entertainment Group www.marvel.com 
Mastercard www.mastercard.com 
Match.Com www.match.com 
McDonald's www.mcdonalds.com 
McKinsey & Company www.mckinsey.com 
Microsoft www.microsoft.com 
MIT Media Laboratory www.media.mit.edu 
Mobil Corporation www.mobil.com 
Mondex www.mondex.com 
The Motley Fool www.fool.com 
Motorola www.mot.com 
National Basketball Association www.nba.com 
Netscape home.netscape.com 
The New York Times www.nyt.com 
Nike www.nike.com 
Nintendo www.nintendo.com 
1-800-Flowers www.1800flowers.com 
Oracle www.oracle.com 
o.tel.o www.o-tel-o.de 
The Palace www.thepalace.com 
Peapod www.peapod.com 
Platinum Technology (VREAM) www.platinum.com 
Playboy www.playboy.com 
PlumbNet www.plumbnet.com 
PointCast www.pointcast.com 
Quicken Financial Network www.quicken.com 
QuickQuote www.quickquote.com 
The Red Herring www.herring.com 
Rocket Science Games www.rocketsci.com 
Saatchi & Saatchi www.saatchibuscomm.com 
San Jose Mercury News www.sjmercury.com 
Security First Network Bank www.sfnb.com 
Sega www.sega.com 
Simon & Schuster www.superlibrary.com 
Sony www.sony.com 
Stanford University www.stanford.edu 
Starwave www.starwave.com 
Sun Microsystems www.sun.com 
Sydkraft www.sydkraft.se 
THOMAS thomas.loc.gov 
Time Warner www.timewarner.com 
Toyota www.toyota.com 
Travelocity www.travelocity.com 
United Airlines www.ual.com 
United States Postal Service www.usps.com 
UPS www.ups.com 
Upside Magazine www.upside.com 
U.S. Patent and Trademark Office www.uspto.gov 
UtiliCorp United www.utilicorp.com 
VEBA AG www.veba.de 
Viacom www.viacom.com 
Visual Properties www.visualproperties.com 
Wall Street Journal www.wsj.com 
Wal-Mart www.wal-mart.com 
WebTV www.webtv.net 
Wells Fargo www.wellsfargo.com 
West Group www.westgroup.com 
Wildfire Communications www.wildfire.com 
Wit Capital www.witcapital.com 
XS4ALL www.xs4all.nl 
Yahoo! www.yahoo.com
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