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Abstract

The Foundationfor a Smoke-Free World aims to foster discussion
on the transformational possibilities of achieving:a smoke-free
world in this generation. Tobacco companies have an opportunity
to adopt business models that will lead to a world without the
combustible cigarette. There are about 1.1 billion smokers in
the world today. Smoking prevalence is declining, but at a rate
far too slow to achieve our objectives for smoking cessation and
harm reduction. Furthermore, in accomplishing this transition
successfully, we must ensure that vulnerable populations,
including smallholding tobacco farmers, are supported to find
sustainable alternative activities and livelihoods.

This paper contributes to the discussion by presenting six
case studies of companies that undertook significant business
transformations. The six cases demonstrate varying motivations,

and, as business transformation is not without risk, some of the
companies performed better than others.
After decades of independent research, two things are clear:

The tobacco industry is selling a deadly product.

Consumers are rejecting that product, but a transformation
of the tobacco industry can provide an enormous and crucial
accelerant to that process.

We invite all stakeholders to join a conversation that embraces
the inevitable outcome of this situation—the elimination

of the combustible cigarette—and the adoption of industry
transformation sooner rather than later.
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Context

STUDYING BUSINESS CHANGE

This paper is intended to provide high-level insights about
business transformation. We highlight examples of companies
that have pivoted business models by identifying alternative
uses of their assets and expertise to deliver long-term value to
stakeholders. The paper aims to convey what drove business
pivots, how they were conducted, and what factors led to success
or failure.

The companies profiled here faced a diversity of issues—such
as changes in customer needs, the rise of new competitors,
technological shifts, and declining profitability of core products—
but what unites them is they all understood the need for change
and attempted to respond, often before peers did. In some cases,
the transitions are still under way and therefore the final results
are not yet visible, but the processes they launched remain
instructive.

SMOKING AND BUSINESS
TRANSFORMATION

The Foundation for a Smoke-Free World focuses on the smoker
and the farmer. First, the Foundation funds research and supports
collaborative initiatives to accelerate progress in reducing harm

Harm Minimization

and deaths from smoking worldwide. Second, as the demand for
tobacco declines, the Foundation supports smallholding tobacco
farmers in identifying sustainable economic solutions.

We believe the elements are in place for substantial
transformation of the tobacco industry:

« Abetter understanding of smokers. The Foundation’s global
“State of Smoking” survey included more than 17,000 individuals
(smokers, ex-smokers, and non-smokers) in 13 countries. The
results of this global poll indicate that smokers demonstrate high
self-awareness: Most smokers know smoking is harmful to their
health, consider themselves addicted to cigarettes, and don’t think
they are as healthy as non-smokers. A majority of smokers are
planning to quit. On the other hand, the survey finds that 30 to 40
percent of smokers offer no indication of a desire to quit smoking—
regardless of scenarios such as price increases or a ban of tobacco
products.!

« Lower-risk products are coming to market. A diverse class of
alternative nicotine delivery systems (ANDS) has in recent years
been developed. These products do not combust tobacco and
are potentially less harmful than cigarettes. ANDS have the
potential to decouple nicotine consumption from the lethal
inhaled smoke. A developing harm minimization framework is
represented in the chart below.? While it is not the purpose of
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Between 2012 and 2016, global
cigarette retail sales fell from about
6 trillion sticks to 5.5 trillion.

this report to further elaborate on the potential merits of harm
reduction, we believe it is appropriate to consider the weighted
harm scale of the various products.

« Innovation in accelerating smoking cessation. While nicotine
replacement therapy (NRT) smoking cessation aid product sales
have been stagnant for years, e-cigarette sales have increased
rapidly. On a global basis, as well as in two of the leading
vaping markets (the United States and the United Kingdom),
we estimate that e-cigarette sales surpassed NRT sales over
the 2012 to 2013 period—and the trend continues. Research
indicates that in the European Union between 2012 and 2017,
use of e-cigarettes for smoking cessation assistance increased,
while use of pharmacotherapy and smoking cessation services
declined.® According to the study, younger people were more
likely to have reported e-cigarette use for smoking cessation,
but less likely to have used a cessation service. We believe it
is clear that innovation in the e-cigarette category over recent
years has far surpassed that of the NRT smoking cessation
aid category pipeline, contributing to the shifting trend. More
research on whether e-cigarette use is indeed displacing
standard cessation assistance and how this may impact long-
term abstinence is needed.

« Immediate action is warranted. We must start with the basic
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epidemiology of smoking to fully understand what is working
and what impact we have experienced to date. Smoking
causes disease, with lung, heart, and other cancers being the
most common. The diseases become evident after decades

of smoking and long after early signs appear. Because of this
lag effect, we know that even as smoking rates decline, death
and disease rates for many conditions will continue to climb
for atime. That s, the positive effects of smoking prevention
for today’s youth (while absolutely necessary) will only be seen
many decades into the future. However, we believe the potential
to reduce death rates and extend life expectancy for current
smokers through the near-term use of reduced-risk products
could offer results that are faster and of a greater magnitude at
the societal level. Therefore, time is of the essence.

Call to Action

We invite stakeholders in the business and financial
communities, researchers, NGOs, regulators, smokers,
and tobacco farmers to join the discussion of the
transformational possibilities available to the tobacco
industry. We believe the case studies presented in this
report will help frame and promote the conversation.

erefore, time
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:,‘su‘]nderta n by the
er:Framework'LLC, a coﬁsu‘ting firm
specializing in business performance improvement through
the integration of corporate sustainability'and responsibility
practices.

1. We identified a cohort of companies that fit three
characteristics:

a. They have historically faced significant change. The factors
we considered included, but were not limited to:

i. Rapidly evolving consumer preferences
ii. Technological developments

iii. Regulatory and political landscape
iv. Environmental concerns

v. Composition of product portfolio

b. They have executed a pivot. The nature and success

of the pivots varied, and in some cases the companies
executed more than one pivot. But in all cases, the company
attempted to move toward an alternative operating model.

c. They are large enough to compare to the major tobacco
companies. For young, small companies, it is a standard
practice to pivot business models. However, for established,

-

er companies, business transformation is a very
diffe l\t\and rarerundertaking. The top five global tobacco
companies have revenue in the range of $19 billion to $40
billion.* Of the six case studies chosen, three companies
are smaller than that range—Interface (S1b), DSM ($13b),
and Waste Management ($15b)—while the other three are
larger: IBM ($79b), GE ($122b), and Ford ($157b).

2. For each company, we identified current leaders, former
leaders, or outside experts to interview about the company’s
transformation. In each interview, we aimed to understand
the operating context and the levers that led to the company’s
decision and ability to make changes to its products and/

or business model, and the results and impacts of those
decisions.

3. To complement our interviews and compensate in cases
where no company representative was made available for this
paper, we conducted supplementary research using academic
journals, news articles, and existing studies to develop the
case studies included in this paper.

4. We mapped the common points across the case studies to
develop the insights included in the takeaways section.
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Summary of

Case Studies

DSM

Transformation summary:

Throughout the mid-1900s, the Dutch company DSM gradually
transitioned away from coal mining to focus on chemicals,
later transforming itself again to become the multinational

life sciences, biotech, and materials player it is today. The
company’s innovation has been driven by a focus on entering
high-value, sustainable businesses. It has also leveraged
initiatives such as a hunger-reduction collaboration with the
World Food Programme to identify and enter new businesses
that provide social benefits.

Key insights:

« Investing in new businesses before the existing ones
become obsolete due to market changes is key to long-term
viability in changing industries.

« Aproblem in one’s core market can be an opportunity: The
poor quality of DSM’s coal forced it to invest in a coke plant;
the phase-out of coal forced it to invest in chemicals; the
volatility in chemicals forced it to invest in higher-value
businesses.

Business at a glance:

« Revenue: $13 billion®

« Market cap: $15 billion’

+ Employees: 21,0008

« Headquarters: Heerlen, Netherlands
« Industry: Materials, life sciences
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WASTE MANAGEMENT

Transformation summary:

The changes taking place in waste disposal as a result of
corporate sustainability initiatives pose a risk to Waste
Management’s core waste-hauling and landfilling operations.
Recognizing that these trends could also present an
opportunity, the company created a consulting arm that
advises companies on waste reduction and invested in more
than 30 start-ups that conduct R&D on new waste technologies.
These initiatives are protecting WM’s revenues, while also
helping its clients reduce costs and environmental impacts by
sending less material to landfills.

Key insights:

+ When customer needs change, a company has a choice
whether to hinder change or support it. Waste Management
chose to support its customers’ interest in setting zero-
waste goals.

« It can be worthwhile to develop new ventures, even if they
might threaten the core business. Waste Management’s
sustainability consulting arm and new waste technology
investments could theoretically harm its core waste-hauling
and landfilling businesses, but it also prepares the company
to take a central place in a changed business environment.

Business at a glance:

« Revenue: $15 billion®

« Market cap: $36 billion*

« Employees: 42,000

« Headquarters: Houston, Texas
+ Industry: Waste management
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Transformation summary:

Facing declining market share and margins in the increasingly
competitive computer hardware marketplace, this iconic
company’s bold transformation from hardware manufacturer
to software and services innovator in the 1990s is now legend.
But the story doesn’t end there: In recent years, the company
has been undertaking another pivot, this time toward advanced
cloud and artificial intelligence services. However, IBM’s path

to success has been a roller coaster ride, marked by strategic
mistakes that nearly bankrupted the company.

Key insights:

+ Asingle strategic miscalculation can have enormous
impacts. IBM’s misjudgment of the highest-value elements
of the budding personal computer market was a huge
missed opportunity that has impacted its trajectory ever
since.

« A company can be too good at executing on its short-term
priorities, if it does so at the expense of investment in its
future.

Business at a glance:

« Revenue: $79 billion*?

+ Market cap: $146 billion**

« Employees: 367,000

« Headquarters: Armonk, New York
+ Industry: Information technology
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GE

Transformation summary:

GE is a cautionary tale of an organization that grew dramatically
by acquiring companies that were misaligned with its core
industrial business or had technologies that were in decline. At
the same time, GE has invested in organic growth and R&D in
clean technologies, which have remained a bright spot within
its businesses. In particular, its Ecomagination initiative has
created solutions for the challenges represented by increasing
demand for sustainable technologies and energy, leveraging
$20 billion in clean tech investments into more than $270
billion in revenue and savings. The results from GE’s different
approaches to growth provide useful insights into how

one company has struggled to navigate a rapidly changing
marketplace.

Key insights:

« Companies are not monolithic; GE simultaneously
developed a forward-thinking, successful initiative in
“Ecomagination,” while also pursuing major acquisitions
and financial moves that put the company at great risk.

« Transformation doesn’t have to be an abrupt pivot; it can
consist of a dialing up or down of existing services over a
long period of time.

Business at a glance:

« Revenue: $122 billion*®

« Market cap: $114 billion*®

+ Employees: 313,000"

« Headquarters: Boston, Massachusetts
« Industry: Diversified machinery
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INTERFACE

Transformation summary:

Among companies that have redesigned their products and
processes to reduce harm, the Interface carpet company stands
apart for having been one of the first and most ambitious.

In 1994, founder and CEO Ray C. Anderson realized it would
benefit his company’s profits, the health of their employees
and customers, and the environment if the company
transitioned from petroleum-based materials to recycled,
non-toxic materials and renewable energy sources. Within

a year of implementing the new approach, the company’s
sales increased $200 million while material costs dropped by
20 percent. The company continues to work toward a goal of
eliminating any negative impacts on the environment by 2020.

Key insights:

« Aradical idea will inevitably be criticized and
misunderstood, but that doesn’t mean it’s not right.
Interface’s sustainability mission was far ahead of its time,
but quickly proved to be a success for the company.

« Leadership from the top is essential; the company’s founder
and CEO decided to make a pivot and drove the company
on a massive transformation.

Business at a glance:

+ Revenue: $1 billion*®

« Market cap: $1.5 billion**

« Employees: 3,000%°

» Headquarters: Atlanta, Georgia
« Industry: Flooring
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FORD

Transformation summary:

The Ford Motor Company’s business as an automaker is built on

a concept developed many decades ago. While electric vehicles
(EVs) currently hold only a tiny sliver of the auto market in most
countries, recent years have shown clear signs that the internal
combustion engine could become a relic of the past. Volvo
committed to solely producing EVs and hybrids by 2019, and
Toyota made a similar pledge for 2025. GM pledged to launch

20 EV models in the next six years. As individual ownership of
vehicles declines, Ford is also increasingly exploring alternative
business models that reposition it as a provider of “mobility
solutions,” rather than relying solely on traditional sales. Taken
together, these steps suggest that Ford and other automakers now
recognize that the factors at work in their industry require them to
“creatively destroy” their core offering before market forces or new
players do it for them.

Key insights:

« Customers don’t always ask for changes in the products
they use, but will accept them if they provide value. Ford’s
customers didn’t ask for the various tweaks that Ford
made to the F-150 truck to improve fuel efficiency, but they
accepted them over time.

+ When the technology shifts, it can force a business model
shift. As the technology associated with electric vehicles and
autonomous driving has developed, Ford recognized that
its survival depends on getting on board, even though its
current products are profitable.

Business at a glance:

+ Revenue: $157 billion?

« Market cap: $46 billion?

« Employees: 202,000%

« Headquarters: Dearborn, Michigan
« Industry: Auto manufacturing

BUSINESS TRANSFORMATION



Six Key
Takeaways

®

EVEN GIANTS CAN FALL.
AND WHEN THEY DO,
THEY FALL FAST.

History is full of giants who fell, and their decline is often
faster than might have been expected. Successful companies
understand this reality and shift their footing to prevent the
fall. Perhaps the most well-known example of rapid corporate
collapse is Kodak. By the mid-1970s, Kodak controlled 85
percent of camera sales and 90 percent of film sales in the
United States.”* By the 1990s, Kodak had invented many new
technologies (including, ironically, the digital camera, which
it refused to market until it was too late), its revenues were
solid, and it was even part of the cultural lexicon (“Kodak
moments”).? However, it chose to not follow the path of

its competitor, Fuji, which ventured into adjacent markets,
such as copiers and office automation, now earning annual
revenues above $20 billion.?® It also did not anticipate the
future value of online photo-sharing platforms like Instagram,
now valued at $35 billion.?” From Kodak’s high pointin 1999,
with $16 billion in revenues,?® the company’s moment faded
quickly. It is now only a shadow of its former self, with $1.5
billion in revenues in 2017.%

IBM is another example of how quickly a company can fall.
From the 1960s through 1980s, its name was synonymous
with success. It dominated the mainframe computer market,
its researchers were winning Nobel prizes, and it was known
to be one of the best corporate employers. However, in the
span of a decade, it went from being the most profitable
company in the world to holding two other titles: the largest-

ever corporate loss in a single year, and the largest workforce
layoff. It took years of strategic decisions and hard work to get
back on its feet.

Other companies foresaw theirimpending fall before it hap-
pened and were thus able to adjust in advance. DSM began as
a coal-mining company in 1902, then pivoted to production
of various types of chemicals, and then again to advanced
materials and life sciences. If DSM had tried to remain a coal
company, it almost certainly wouldn’t exist today.

2)

SATISFY CURRENT CUSTOMERS,
BUT PLAN FOR FUTURE
CUSTOMERS.

Companies can become too good at executing on priorities

and excelling at short-term wins. During its recovery in the
1990s, IBM fit this mold; it successfully cut costs and continued
to move product, but it did so at the expense of investment

in exploratory innovation related to the growing personal
computer market. Thus, it had to fight for relevance over its next
decade of operations.

Ford provides an alternative example: The company decided
to make changes to a core product, the F-150 pickup truck,
without a strong demand for change from its current customers.
The F-150 has been the bestselling truck in the United States
for 40 years straight. For F-150 owners, gas mileage is low on
their priority list; in fact, a survey showed that there were 27
other factors that ranked higher in importance than gas mileage.
Nonetheless, Ford made a series of adjustments to the truck—
switching from a steel to aluminum body, offering a V6 model,
and developing a hybrid version—to improve the fuel efficiency.
It did this because it predicts that fuel efficiency will be an
increasingly important issue in the future, and it was able to
make the changes without sacrificing the qualities that current
customers value.

In the early 2000s, Waste Management saw that some of its
customers were starting to set zero-waste goals. Even though their
landfilling and waste-hauling services were unlikely to be affected
in the near term, the company made the decision to change its
strategy. Waste Management collaborated with its customers on

Companies can become foo good at achieving
short-term wins, if it comes at the expense of

investment in new areas.
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It is far easier to change strategy ahead of a
market shift than to rapidly evolve in the face of

a Crisis.

waste-reduction efforts, began investing in new R&D waste-reduc-
tion technologies, and built a new business unit to help customers
reduce waste through a variety of services.

3)

COMMUNICATION IS ESSENTIAL
DURING TRANSFORMATION.

Any large company that attempts to transform its business
will inevitably face criticism and misunderstanding from
both internal and external stakeholders. They can look
to examples of other large companies to see how they
communicated with employees, investors, and others during
their transformations.

In executing multiple pivots from coal mining to chemicals
to life sciences, DSM had to perfect its change-management
processes. One aspect of this was to communicate with
employees when their jobs were not part of the company’s long-
term plans. DSM accomplished this by being inclusive during
strategic-planning exercises and communicating openly about
the direction in which the company was heading.

When Interface proposed that it make a drastic turn
toward sustainability, many employees did not understand or
appreciate the reasons for doing so. The company’s change-
management program began at the top of the corporate
hierarchy and worked its way down to all employees. The
company held educational events and conducted team-building
exercises to encourage new and creative thinking by employees.
To expand employees’ views, Interface brought in “the most
outrageous speaker we could find.”*°

Similarly, when GE announced Ecomagination, investors, cus-
tomers, and others were not convinced of its value. GE addressed
criticisms by being clear about what its transformation would
entail (for example, working with third-party groups to develop
a consistent product-evaluation methodology) and executing an
enormous marketing push to explain and promote the initiative.
It used television commercials, advertisements, reports, social
media, and even a magazine for the children of employees. Thus,
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it was able to effectively spread the message that Ecomagination
was worthwhile and that GE was fully committed to the initiative.

@)

GRADUAL CHANGES CAN ADD UP
TO MAJOR TRANSFORMATIONS.

Most successful transformations of large companies have taken
place not over a period of months or years, but a decade or
more. While every transformation is difficult, the slow-and-
steady approach, if feasible, is much easier than having to
rapidly evolve in the face of a crisis.

In DSM’s case, the company’s various business focus areas
overlapped by long periods. It began its move into the chemicals
arenain 1919 and steadily diversified its operations over more
than four decades while it still mined coal. By the time the Dutch
government announced the permanent closure of all mines in
1965, the company had options for how it could proceed during
its next phase. Likewise, its transition to advanced materials and
life sciences took place over several more decades.

GE took a similar approach, though over a shorter period
(about a decade), with Ecomagination. During this era, the
company increasingly dialed up its R&D and commercialization
of environmentally friendly products, creating a gradual
transition that added up to major changes.

Waste Management also took a gradual approach. When its
customers started setting zero-waste goals, the company began
its transformation by conducting ad hoc pilot experiments.

It then moved to longer-term partnerships with customers

and then built up its sustainability consulting practice. From
2003 to 2016, this practice expanded from 10 to more than

400 employees.®* Additionally, the company increasingly
invested in smaller start-ups that conducted research and
development on renewable energy and recycling technologies.
Waste Management is now in a position to scale up its green
technologies and services even more over the coming years.

That said, the gradual-change path is not an option in all
cases. Some situations warrant immediate action.

BUSINESS TRANSFORMATION
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INVESTMENT IN NEW VENTURES
IS KEY, EVEN WHEN IT
THREATENS THE CORE BUSINESS.

Transformations often require extremely bold decision making,
as the new focus areas put pressure on the company’s core
business.

For example, Waste Management developed its sustainability-
services division to help companies produce less waste, even
though its core business at the time was hauling and landfilling
waste. Waste Management saw that companies were going in
the direction of reducing waste with or without its help. By being
part of the process, the company was able to gain revenue from
that shift and support its recycling business lines.

IBM also bet against its core products—computer hardware,
software, and data center services—when it made its bold in-
vestment in cloud technology.® But it saw the direction in which
the market was moving and wanted to ride the wave rather than
being buried by it.

Likewise, Ford invested in the development of mobility
services, such as ride sharing, which might ultimately lead to
fewer vehicles being needed. But again, the company saw that
the market was going to change with or without its participation,
and it determined it would go along for the ride.

©)

SUCCESS IS NOT GUARANTEED.

Business transformation is not without risk, and some of the
companies performed better than others.

In strictly financial terms, “success” is measured by the
creation of shareholder value. By this measure, since the start of
2000, three of the six companies—DSM, Waste Management, and
Interface—delivered long-term stock performance considerably
higher than comparable indexes. Two others, IBM and Ford, have
performed better than their benchmark indexes (the S&P 500
IT Index and Automobile Manufacturers Index, respectively) but
below the S&P 500 as a whole. The final company, GE, delivered
long-term stock performance that was well below its benchmark
index and the S&P 500. The best performer, DSM, gained more
than 800 percent in shareholder value over the period evaluated;
perhaps its long history of strategic transformation aided its
success in the modern era.

That said, there is a difference between shareholders and
stakeholders. Beyond the maximization of shareholder value,
many firms broaden their focus to include the interest of
various stakeholders: customers, employees, communities,
suppliers, creditors, and others who have a direct link to
the firm. In the case of the tobacco industry, this leads us
to, among others, the smoker and the tobacco farmer. Any
measures of the success of the tobacco industry’s potential
transformation must include the impacts on these groups.

must include

impacts on, among others,

smokers and tobacco farmers.
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Case
Studies




®osm

A Coal Miner
Pivots T'wice

A Coal Miner Becomes
a Sustainability Leader

Dutch State Mines was founded as a state-owned coal-mining
company in the Netherlands in 1902. For more than half a
century, the coal it pulled from the ground in the southeastern
region of the country powered the growth of Dutch industry.
However, by the 1960s, coal mining was no longer the jackpot it
once had been for the country. Natural gas from the North Sea
represented a serious economic threat to the industry, so much
so that, in 1965, the Dutch government ordered the mines to
close. For many companies, this would certainly have led to a
total collapse. Over the past half century, we have seen many of
the world’s coal mining regions suffer similar shocks,* leading
to bankruptcy for many coal companies.

For Dutch State Mines, on the contrary, the closure of the
mines accelerated the company’s evolution. The company not
only still exists, but DSM, as it is known now, is a thriving and
diversified company with some $10 billion in annual revenues,*
whose products are used in everything from golf balls to
gummy bears.** The company’s forward-thinking solutions
to challenges such as climate change and global hunger led
Fortune magazine to place DSM in second place on its list of
companies changing the world. The case of DSM suggests
an obvious question: How does a company operating in one
of the dirtiest industries evolve to become a global leader in
sustainable commerce?

From Coal to Chemicals

The most notable aspect of DSM’s evolution has been
consistent investment in the development of new technologies
and a continual search for higher-value markets. In this

way, the company has prepared for changes in its operating
environment before crises become too large to handle. DSM
began this way of operating early in its history. In 1919, due

to the low quality of Dutch coal, the company opened a plant
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to convert the coal into a higher-value product: coke, an
industrial fuel.* In the 1920s, technological progress enabled
coal gas, a byproduct from the coking process, to be used to
develop hydrogen, an input into chemical fertilizers; thus, in
1930, the company opened a fertilizer plant.**® Over the next
decades, DSM steadily invested in its capacity to produce base
chemicals. Thus, when the government issued its fateful order
in the 1960s, DSM had a plan for survival.*

In the few years between the order for the mines to close, in
1965, and the shuttering of the last mine, in 1973, DSM invested
heavily to scale up its capacity in chemicals production. It was
not an easy adjustment; coal mining had accounted for half
its revenue and two-thirds of its employees.” By expanding
its production of gas-based chemicals (its core specialty) and
investing in petrochemicals,” the company was able to not
only survive, but to grow.

However, while chemicals production had saved the
company from collapse, the chemicals industry was highly
cyclical, and the companies that were vertically integrated in
oil and gas had the competitive advantage.* Thus, toward the
end of the century, it was clear to DSM that in order to thrive it
would need to transform itself yet again.

Transitioning to
a Diverse Portfolio

In 1989, DSM became a publicly listed company,* and
throughout the 1990s, DSM shifted its focus from base
chemicals to advanced materials and life sciences. Through
a series of acquisitions and divestitures, the company built a
diverse portfolio of businesses, including cellulosic ethanol,
solar energy, vitamins, and anti-reflective coatings.*

In addition to acquisitions, DSM has invested heavily in
research and development. It built one of the largest industrial
research facilities in the Netherlands.* In the 1990s and early
2000s, it took its R&D a step further by establishing a business
unit whose sole purpose is to identify ideas from its researchers
that can be developed into new ventures.* Through these
efforts, DSM has launched a number of subsidiary companies.

DSM'’s heavy focus on research had ancillary benefits for
the company too. DSM’s research organization has served as a
training ground for future managers; many of the company’s
top managers started their careers there.*

DSM also developed a culture in which it is able to rapidly
evolve its strategy. The company develops a new strategic
plan through an organized, inclusive process roughly every
18 months.*®*% As it moves into new areas, the company’s
leadership maintains an open communication style. According
to Robert Evans, a former employee of DSM interviewed for this
white paper, “If your business wasn’t part of the long-term plan,
they would tell you.”>®

BUSINESS TRANSFORMATION
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Valuing Long-term Success
Over Short-term Returns

DSM takes a long-term view of its business, even when it
means sacrificing near-term profits. For example, DSM’s Clean
Cow feed additive reduces the methane emissions of cattle
by more than 30 percent.®* They developed this technology
knowing that it would be difficult, in current conditions, to
find customers. Though this technology has the potential to
be extraordinarily impactful, individual farmers have little
incentive to reduce emissions. However, the company is
patient; if governments begin to place taxes on greenhouse-
gas emissions, or if customers become more aware of the
environmental footprint of their food, Clean Cow could be
positioned as a major money-maker for DSM.?

Another example of the company’s future-oriented mindset
is seen in its venture to improve nutrition in Rwanda. Despite
having no experience in Africa, DSM decided to create a
public-private partnership with the World Food Programme,
the Dutch development bank, the government of Rwanda,
and others to produce fortified foods for pregnant women and
young children.>*>* The consortium oversaw the financing
and construction of a modern food production facility, which
began operations in late 2016.%° The company that was formed
from this partnership, Africa Improved Foods, is profitably run
entirely by local employees. This venture helps address a major
humanitarian issue, while also benefiting DSM. As Hugh Welsh,
President of DSM North America, explains, “We are not going to
get the same return on capital in a landlocked country such as
Rwanda as we would in Denver, but we are learning how to do
business on a continent that is going to be critically important
in the coming years.”®

DSM’s strategy is driven by both the search for higher-margin
markets and the attempt to solve societal challenges, such
as hunger, poverty, and climate change. In fact, the company
views these two drivers as connected: By addressing key
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global challenges, companies position themselves in large
markets with long-term growth potential.*” According to Welsh,
“We start with our competencies, and we look at the world’s
biggest problems, then we lean hard into them. ... Thisisn’t

a nice-to-have, it’s a need-to-have. This is future-proofing our
organization. We’re always trying to figure out the markets

to bein in the future. You have to take chances, or you're left
behind.”*

The Benefits of Addressing
Societal Needs

As DSM transitioned to its focus on sustainability and societal
challenges, not everyone in the company was sold on the new
approach. Some investors called for the company to reduce its
spending on humanitarian initiatives, such as its longstanding
partnership with the World Food Programme.* Others have
even called for the company to break itself into pieces.*®
Within the company, not everyone was convinced either.
“The old guard liked the commodity businesses and were not
interested in learning new business models,” says Evans.5
To overcome this cultural barrier, in 2010, DSM changed its
compensation policy such that half of short- and long-term
compensation for all of its 300-some executives is tied to its
sustainability goals. Says Welsh, “Suddenly, they were fighting
with one another to get the next sustainability-related project
at their plant.”®

The mindset of seeking to address societal challenges has
spread through the company. Even in business lines that could
be considered mundane, such as plastics and resins, employees
are finding ways to apply their knowledge to sustainability
challenges. For example, the company has used such materials
to reduce the weight of vehicles to improve fuel efficiency and
has introduced a fully recyclable type of carpet.®¢*

This culture is also beneficial when acquiring companies.
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Says Evans, “The employees of acquired companies were happy

to see that they were part of a company that had a clearly
articulated vision of where they wanted to go and how they
could contribute to society.”

DSM’s unique approach to business led Fortune magazine to
name it as one of the top companies changing the world. And
DSM leads its industry in the Dow Jones Sustainability Index,

a benchmark of companies performing well on sustainability
indicators. The company has also been widely discussed as a
leader across media channels and in venues such as the United
Nations.®

As of early 2018, DSM’s stock price was at an all-time high,*
and the company’s leadership is optimistic about the direction
itis heading. There will surely be bumps in the road, as there
have been throughout its century of operations. But DSM has
the advantage of an agile culture, a willingness to take early
action to solve problems, and long experience anticipating and
adapting to changing circumstances.

How does a company operating in

one of the dirtiest industries evolve to
become a global leader in sustainable

commerce?

FSFW
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WASTE MIANAGEMENT

A Trash
Hauler Gets
Ahead of
Customer
Demand

Waste Reduction Goals Threaten an Old Busi-
ness Model

In the early 2000s, Waste Management, the market leader in
waste services in North America, was earning a quarter of its
revenue from collecting trash and landfilling it for companies.®”
During this same period, a growing number of Waste Manage-
ment’s customers were changing the way they thought about
waste, and beginning to set new waste-reduction targets and
even zero-waste goals.® This evolution in the market threat-
ened Waste Management’s core business.® Leaders from the
company understood that sooner or later its own business
could end up in the landfill if they didn’t take action. Waste
Management decided that the business needed to support its
customers’ new goals, and not hinder them.”

Evolving Toward Waste Services

To address their customers’ changing needs, Waste Man-
agement began looking at new business models, launching
several pilots with select customers. The initial efforts focused
primarily on finding new ways to monetize waste materials and
byproducts.”™ One early initiative included a partnership with
U.S. car manufacturers to capture scrap metal and other waste
and have it returned into production.” By 2015, General Motors
generated $1 billion in
by-products annually as a result of such efforts.™

Over time, Waste Management’s initiatives evolved, focusing
further up the value chain. The company began working direct-
ly with designers during the product design process to identify
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materials that could be more easily recovered.™ It wasn’t long
before Waste Management realized that, as experts in under-
standing and managing waste, its advice could be offered as a
service and new source of revenue.

In 2003, Waste Management’s Sustainability Services (WMSS)
was born.™ As a consulting arm within Waste Management,
WMSS works to help companies understand the impacts of its
products, find opportunities for material reuse, and imple-
ment programs to reduce waste.” From 2003 to 2016, WMSS
expanded from 10 to more than 400 employees.” The division
operates as a separate organization within Waste Management,
allowing the team to focus on consulting services and customer
solutions, while also leveraging the expertise and resources of
Waste Management.” By 2016, the business unit had generat-
ed more than $165 million in savings for customers.™

Challenges During the Economic Downturn

In addition to developing new services for clients, Waste
Management also began investing in new technologies to
meet customer needs, while making its own operations more
sustainable. By 2010, Waste Management owned and operated
more than 16 plants that turned waste into energy, enough to
power nearly 2 million homes.®° The company also oversaw
119 gas-to-energy initiatives that turned methane from landfills
into energy.®

Waste Management invested $600 million in new technol-
ogies in the early stages of its transformation as a means to
replace segments of the landfill business.®? The investments,
such as a process to turn waste into a substitute for coal,®®
made a lot of sense when the price of oil was high. However,
as the price dropped during the economic downturn, several
of Waste Management’s new businesses became temporarily
unprofitable.®

Continued R&D and Investment85

Despite challenges during the downturn, Waste Management
continued to double-down on its investments in leading-edge
technologies focused on renewable energy and recycling. To
support these efforts, Waste Management created a venture in-
vesting arm called the Organic Growth group. The team invests
in smaller companies that conduct research and development
on new waste technologies such as gasification, waste to
energy, solar-powered trash compaction, and more. Once the
technologies are proven to be successful, Waste Management
integrates them into its operations.

Waste Management has not disclosed its investment figures,
but it has publicly stated that it is in the “hundreds of millions”
and includes investments in more than 30 companies. The goal
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is to own a suite of technologies to extract more value from
waste by converting it into energy and other valuable
end products.

Green Services Are Now Half of the Picture

By 2017, half of Waste Management’s revenue was derived
from green services, including recycling and sustainability
advisory services. The company has also increased its
net income by more than 65 percent over the past decade
while weathering a downturn and transitioning to a more
sustainable business model.®

The success of Waste Management’s transition stems from
the willingness of its leadership to question the core business
in the face of change.®” Former CEO David Steiner and other
leaders were attuned to pressures they were seeing in the mar-
ketplace and decided to experiment, partner, and embark on
initiatives that might cannibalize other parts of their business,
rather than resist the changes coming their way.®® In doing so,
Waste Management is now helping its customers save millions
of dollars annually, is boosting net income for its shareholders,
and is increasingly seen as a leader in corporate sustainability.

A Sustainable Waste Race

Changes in customer preferences created a race among Waste
Management and its competitors to evolve. Waste Manage-
ment’s largest competitor, Republic Services Inc., is investing
in landfill renewable energy projects that can produce enough
power for approximately 14,000 homes.®* The company has
also expanded its recycling network and is working with munic-
ipalities to meet ambitious sustainability targets. For example,
Republic Services is partnering with the LA Unified School
District to help them divert 70 percent of their waste by 2020.%°
Further, Republic Services surpassed Waste Management in
several public sustainability rankings, including being the only
waste company included in the 2017 DJSI Indices.*

Waste Management also has smaller competitors. The At-
lanta-based waste start-up Rubicon Global recently joined the
“unicorn club” in 2017 with a valuation of more than $1 billion.
The company has been called the “Uber of Trash” by con-
necting independent trash haulers with businesses that need
waste services. The company is a B-Corp with a social mission
supported by ambitious sustainability goals. Rubicon Global is
already making a splash by creating strategic relationships with
retailers. In 2018, the company announced a partnership with
Wegmans Food Markets to oversee their zero-waste initiatives.”

Waste Management was early to invest in waste-reduction
technologies and services, but competition has grown as
zero-waste initiatives have increased. Waste Management will
have to continue to create new business models and invest in
research and development if they are to remain competitive.

Despite challenges during the downturn, Waste
Management continued to double down on its
investments in renewable energy and recycling.
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Grappling
with a New
Business
Landscape

The Success of a Corporate Giant

In the middle of the 20th century, no company epitomized
success as much as IBM. It hired the best and brightest, who
helped put a person on the moon.* Its researchers won Nobel
Prizes. It produced innovations that continue to power our
society and economy, including hard drives, barcodes, and the
modern ATM.*

IBM was known to be a stellar employer, and its 100,000
or so employees® were fiercely loyal to the company.
IBM was famous for never laying off employees;* when
business lines were transformed or eliminated, the
company retrained and found new places for its employees
in other divisions.”’

By the 1980s, IBM had risen to heights rarely seen in corporate
history. It was the most profitable company in the world.*

Giant Steps Led to Giant Missteps

By foreseeing the importance that computers could play

in many industries, IBM was able to pioneer and dominate
general-purpose computing.*® By 1971, IBM controlled

75 percent of the market for mainframe computers'® and
into the 1980s seemed unstoppable. Yet, soon after, it found
itself in freefall.

In 1969, the company made the critically important decision
to “unbundle” its hardware, software, and support services. By
offering these separately, IBM cleared the way for the massive
markets for software and technical services over the coming
decades.’® Its presence grew around the globe, as it developed
parallel hierarchies in many regions. Each region had its own
profit-and-loss statements, human resources teams, finance
departments, and so on.1?
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This structure served the company well during a period of
rapid growth, but by the early 1990s, Big Blue was starting
to overheat. The company’s employee count had ballooned,
especially in support functions. The workforce had grown
unwieldy and enormously expensive to maintain.!*

On top of IBM’s growing costs, it also misjudged the
value-creation opportunities of the burgeoning personal
computer market.’*

The launch of its personal computer in 1981 was a watershed
moment in the history of personal computers, as it effectively
introduced the standard for nearly all personal computers
that would follow. However, in developing its personal
computer, IBM made what turned out to be one of the largest
strategic mistakes in corporate history: In 1980, it decided to
outsource the microprocessors for its personal computers to
Intel and the operating system to a young, 32-person company
called Microsoft.

IBM’s contracts with the firms restricted neither Intel nor
Microsoft from selling their products to competing computer
manufacturers.11%107 Before long, these two companies were
generating enormous profits by supplying the “IBM clone”
personal computer market, which soon surpassed sales of
IBM’s own machines. By 1997, both Intel and Microsoft had
overtaken IBM in market capitalization.!%

Ethan McCarty, a former IBM communications director
interviewed for this paper, summed up the collapse this way:
“IBM missed the boat on software and operating systems. And
it was too late when they figured it out.”*®

By 1992, IBM’s bloated workforce and strategic misfires led to
a net loss of $5 billion for the year, which was, at the time, the
largest loss in corporate history,'*° and the company was very
close to running out of cash.!!

The Giant Gets Back on Its Feet

With the company in crisis, IBM recognized it was time to
reboot. For the first time, the company brought in an outsider
as CEO. When Lou Gerstner joined as CEO in April 1993, he saw
a company that had lost touch with customer demands and
whose costs were spinning out of control. One of the first steps
was to break with IBM’s historical guarantee that employees
would have a job for life. In July 1993, 60,000 people were laid
off, in what is still the largest layoff in recent history in the
United States.***** |IBM moved to a shared-services model,
consolidated key activities, and standardized processes.!** This
set the company on the path to improved efficiency.

However, IBM was still held back by its tendency to fight
losing battles for some of its products. As an outsider, Gerstner
had the advantage of being free of emotional attachments
to particular businesses. This is seen in Gerstner’s handling
of IBM’s proprietary operating system, called 0S/2, which
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was competing with Microsoft Windows. Computer experts
considered 0S/2 to be technically superior to Windows,
but, given that Windows came pre-installed in new
personal computers, IBM was on the losing end of the battle.!*®
While many in IBM were unwilling to let go of their
creation, Gerstner had no qualms about powering down
the venture.®

However, even with a disciplined plan to cut costs and focus
on profitable ventures, IBM’s culture and structure were stifling
innovation. For too long, IBM had focused on short-term goals
and existing products at the expense of investment in new
areas. Good ideas for new ventures were often undervalued, as
the mechanisms for funding, cultivating, and integrating new
ventures into the company were dysfunctional.!*’

In the book Moving to the Innovation Frontier, Harvard
Business School professor William Kerr wrote, “In a very
real sense, IBM had become too good at executing, reducing
costs, and achieving short-term success. While each of these
outcomes is desirable, they placed the company in a position
where it struggled to undertake the longer-term exploratory
innovation that would be necessary for the company’s
sustained success.”1®

Repositioning for the Future

Throughout the 1990s and 2000s, IBM worked to put itself on
a more successful path. It had seen that hardware businesses
were becoming commoditized, so it decided to double-down
on software and especially on services.

“IBM made a very thoughtful decision to rapidly exit low-
margin businesses and to communicate that decision to Wall
Street and its employees,” McCarty said.'*

T he businesses IBM shed included products in which the
company had pioneered the market. It sold its hard-drive
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business to Hitachiin 2002,*° its personal computing division
to Lenovo in 2005,'2' %22 and its printing-systems division to
Ricoh in 2007, among other divestitures. It also spent $30
billion acquiring more than 200 new businesses.**

The focus on services was successful. IBM’s revenue from
services grew from $6 billion in 1991 to $33 billion in 2000, and
to $56 billion by 2010.%

However, the company has not fully outmaneuvered its
problems. IBM’s revenues declined for 22 straight quarters
from 2011 through 2017 before they saw revenue growth in the
fourth quarter of 2017;1%6 2017 saw its worst annual revenue
performance since 1997.12" The company’s legacy software and
hardware businesses are in decline, and investments in newer
areas, such as cloud services and artificial intelligence, have
not yet made up the difference.’?®

A Focus on Research and Development

Throughout IBM’s ups and downs, the company has always
placed a strong emphasis on research and development, in
contrast to the broader trend of declining corporate research.'?
IBM’s research organization is one of the world’s largest, spread
across 12 major labs on six continents.’® For 25 consecutive
years, IBM has received more patents than any other company.
In 2017, it collected more than 9,000 patents, granted to more
than 8,500 researchers across 47 countries, for inventions in
areas such as artificial intelligence, self-driving vehicles, and
blockchain.**

The nature of the company’s R&D efforts has shifted over the
years. Whereas, IBM’s research used to look more like cloistered
academic research labs, more than one-third of its researchers
now collaborate directly with clients.**> Collaborative research
has the potential to be innovative and directly useful to a
real-world problem; however, it is uncertain. According to
IBM’s research director, “There is no certainty that what you
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Even with a disciplined plan to cut costs and
focus on profitable ventures, IBM’s culture and

structure were stifling innovation.

are working on together is actually going to have a result.”**
However, IBM is betting on the value of such research, believing
that the new approach will lead to the creation of new
businesses.?**

IBM’s New Direction

While its stock performance remains unsteady, IBM’s new
direction may be starting to show positive signs for the future.
The company is now recognized as a leader in cloud services,
which include the delivery of software, storage, analytics,

and other functions over the Internet. IBM received more than
1,900 cloud-related patents in 2017, and its cloud services
are used by the 10 largest banks, 9 of the 10 largest retailers,
and 8 of the 10 largest airlines in the world.**® Writes Bob
Evans for Forbes, “Over the past couple of years, IBM has pulled
off a remarkable achievement by simultaneously getting
smaller, smarter, faster, and—most important of all—more
relevant. At the center of that transformation has been IBM’s
decisive and bold pivot to the cloud.”**

Perhaps an even more important shift at IBM is the cultural
transformation that its current CEO, Ginni Rometty, has led.
Whereas IBM historically consisted of siloed business units
jockeying for control of accounts, the company has transitioned
to a more collaborative integrated offering to customers.*
Moving forcefully to the cloud is a bold move, as it has the
potential to reduce revenue for its other business areas,
including hardware, software, and data centers.® Thus, there
is likely to be cultural resistance, both internally from managers
protecting their domains and externally from impatient
investors. Whether IBM can again adjust to a new cultural and
strategic operating model is the key question for the company’s
future success. But if there’s one thing the company has
learned over its history, it’s that survival depends on continual
evolution.
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A Tale
of Two
Approaches

A Century-Old Giant Gets into Trouble

Founded in 1892, General Electric is a technology company
that has had to consistently reinvent itself to stay competitive
in a changing marketplace. The organization has evolved
into a multinational corporation that researches, develops,
and manufactures technologies across industries, including
aviation, renewable energy, and transportation, among
others.

From 1955 to 2015, GE managed to stay in the top 10 of the
Fortune 500 list**° and is the only company that exists today
among the original members of the Dow Jones Industrial
Average. However, in recent years, GE encountered new
business challenges that have seen its stock price drop
dramatically and 16-year CEO Jeffrey Immelt step down
in controversy. Its market capitalization, once over $400
billion,*** was down to $117 billion as of April 2018.1%

GE is a cautionary tale showcasing how different
approaches toward business growth in a changing market
played out within one company. One approach was an
acquisition strategy that prioritized expansion in areas that
didn’t always align with GE’s core business. The second was
an organic growth strategy, which supported R&D and new
investments in clean technologies that responded to the

changing marketplace while utilizing GE’s industrial expertise.

Acquisition Growth

To maintain its position at the top of the Fortune 500, GE had
to generate the equivalent of another Fortune 500 company
in revenue every year to meet its baseline growth targets.**
Throughout the 1980s and 1990s, under CEO Jack Welch, GE
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dramatically grew by acquiring companies in areas unrelated
to its core industrial business, earning more and more
revenue from financial services.** These acquisitions served
GE’s growth targets, yet some would argue they came back to
haunt them.

By the 2000s, then under CEO Jeffrey Immelt, GE’s financial
services arm, GE Capital, had grown into a too-big-to-fail bank
within an industrial company.** When the financial crisis hit,
GE was forced to seek emergency assistance from outside
investors.’ GE ended up selling the majority of its financial
services businesses at a low market value in hindsight, while
also maintaining many of the liabilities from the crisis.**

Another problematic acquisition that contributed to GE’s
recent troubles came from the 2015 purchase of Alstom, a
producer of coal- and gas-powered turbines.** The $9.5
billion deal was GE’s largest-ever industrial purchase'* and
took place just as the market for turbines was contracting, due
in part to the rise of renewable energy alternatives.’*® By 2018,
revenue from turbines sank by 29 percent and orders for gas
turbines dropped by 40 percent.'!

Organic Growth Through R&D and Investment

One of the bright spots within GE’s business has come from
a companywide initiative to expand R&D and investment in
clean technologies. Since the early 2000s, GE was hearing
concerns over the issue of climate change, including through a
shareholder resolution in 2002 that encouraged the company
to disclose its greenhouse gas emissions.* Signs were
emerging that, in the years ahead, regulators and customers
would be looking for more sustainable energy sources and
manufactured products.’>* In 2005, the Kyoto Protocol, an
international treaty to reduce greenhouse gas emissions,
took effect.” Places like Europe and Japan were committing
to tougher environmental policies than the United States.
The possibility of future U.S. regulations was real and GE
saw mounting pressure in China and India to clean up their
polluted cities and waterways. With half of its revenues
coming from international customers, GE did not want to
get into the business of designing multiple gas turbines (and
other products) for three different markets.'>

GE already had a small set of energy-efficient and
renewables-related technologies that they recognized
could be grown to tap this budding market.’*® In 2005, GE
announced its new business strategy, “Ecomagination,”
which outlined goals to increase the commercialization
of environmentally friendly technologies, including wind
power, solar energy, fuel cells, lighting, and more.*” The plan
included a five-year commitment to double GE’s annual R&D
investment in environmentally friendly technologies to $1.5
billion, as well as a goal to double GE’s annual revenues from
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clean tech products and services to $20 billion.*® Within five
years, GE not only met these goals but committed to another
$15 billion R&D investment in clean tech products.’
By 2010, GE realized it would need to expand research beyond
its own organization. The solution was the Ecomagination
Challenge, an initiative to develop and invest in promising
start-up companies focused on solutions related to clean
energy, water reuse, efficient lighting, and more. GE
committed $100 million to the initiative and partnered
with venture capital firms to bring outside expertise to the
evaluation process.

The company was surprised by the early successes of
the Challenge. GE and its partners selected 40 finalists and
picked 23 winners who collectively received $140 million in
investments. GE hosted an additional nine Challenges since
then, each time expanding the portfolio of entrepreneurial
businesses in areas such as digitally connected power grids,**
home energy management,*** and improving the efficiency of
Canada’s tar sands.'®

By 2017, GE had parlayed its initial $20 billion investment
in Ecomagination into $270 billion in revenue and developed
74 qualified products representing 30 percent of their total
sales.’®41% The initiative garnered positive feedback from
the business, non-profit, and media communities and has
been embraced by the start-up community through the
Ecomagination Challenges.**
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Imagining GE’s Road Ahead

GE will need to make some difficult decisions in the years
ahead as it looks to simplify business, sell unprofitable
segments, and refocus on core businesses including energy
and healthcare. The company now has a new CEO, who is
focused on addressing GE’s legacy problems and changing
the company culture.’*’ It remains to be seen whether
Ecomagination will serve as a bright spot that helps pull the
120-year-old giant out of its current crisis.

One of the bright spots
within the business
has come from a
companywide initiative
to expand R&D and
investment in clean
technologies.
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Interface’

A Visionary
Leader Aims
for a Radical
Change

The CEO Who Saw Carpet Differently

In the early 1990s, modular carpet manufacturers, like other
industries at the time, found more customers were asking
about corporate environmental practices. In 1994, Ray
Anderson, the founder and CEO of Interface, a large U.S.-based
carpet company, began researching environmental strategies
to respond to one such request. Reading Paul Hawken’s book
The Ecology of Commerce led Anderson to an epiphany.¢
He couldn’t deny the fact that Interface’s business model
was based on “digging up the Earth and turning petroleum
and other materials into polluting products that ended up
in landfills.”*** Anderson decided he needed to move the
company toward a more restorative business model.
Anderson quickly assembled an external team of leading
thinkers in the emerging corporate sustainability space and
engaged his internal management team to set a new vision
for the company’s operation.’® Over an 18-month period,
the teams worked with Anderson to articulate the challenges
before them and propose solutions.*™ The result was Mission
Zero, a detailed plan for Interface to cause zero environmental
harm by the year 2020.? The plan outlined seven fronts on
which Interface would act, including the elimination of waste
and toxic substances, the use of renewable energy, and closed
loop design and manufacturing.

Managing Pushback to a Dramatic Shift in
Business Strategy

The sustainable vision Anderson outlined is now quite
common in the carpet industry; however, in the mid-1990s, it
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was radical. Wall Street analysts were concerned about

what they saw as a “tree-hugger” business strategy,

and several of Anderson’s internal managers were skeptical.}™
CEO Dan Hendrix recalls the day after Anderson brought

the company’s sustainability message to Wall Street
investors: “Our analyst called to say that one of our biggest
investors was dumping the stock because Ray had clearly
gone ‘round the bend.”*™ Anderson later used this as an
opportunity to clarify that his role as CEO required him to look
“round the bend” in order to know what was coming.'”

At the time, there were very few corporate sustainability
frameworks and green technologies to hold up as successful
examples.r” There was also a general sense that there

was not enough of a catalyst internally or externally to justify
such a major shift in the business model.*”

Challenges Along the Road to Zero

As Interface’s sustainable innovations provided new
opportunities, they also created new challenges. One of
Interface’s biggest disappointments was a program called
“Evergreen Lease.” The program had the ambitious goal of
changing the ownership structure of the carpet industry.
Instead of selling carpets to customers, Interface created a
model where the company retained ownership of the carpet
and leased it to customers as a service. The program would
have helped Interface to close the loop on its own recycling
operations. However, it did not catch on with customers,
who found it difficult to pay for carpet using their operating
budgets.'™ Interface also experienced other external
challenges, including market volatility. When oil prices were
high, recycled nylon became cheaper, supporting their new
business model. However, when oil prices dropped, recycled
nylon was more expensive.!™

Cost Cutting and New Product Design Lead
to Business Success

Confident in both the sustainability and financial benefits of
his vision, Anderson persevered, ultimately proving the merits
of the strategy on both fronts. Within a year of implementing
the new approach, the company’s sales increased $200
million, while material costs dropped by 20 percent. From
1996 to 2010, Mission Zero helped Interface produce more
than $400 million in cost savings**® and increased their global
market share and competitive advantage through sustainable
product innovations.'®! And, as the company demonstrated
the growth opportunities that could be unleashed by
sustainable management, it served as inspiration for an entire
movement in business, becoming a revered brand and leading
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voice in its industry and beyond, as its concepts became
increasingly adopted by other companies.

As of 2018, the company is on track to meet its 2020 goals
to reduce its greenhouse gas emissions by 95 percent, send
no waste to landfills, source 95 percent of materials from
recycled or bio-based sources, reduce its energy use by half,
power 87 percent of its operations with renewable energy, and
reduce water use by 90 percent.#

This dramatically successful corporate transition was built
on a commitment to evolve the company without losing
Interface’s business-first attitude. Every investment was
required to meet traditional business criteria in addition
to minimizing environmental impacts.’® To address the
concerns of stockholders, Anderson focused the company’s
initial efforts on eliminating waste and other initiatives
that saved money right away.'®* Instead of creating add-on
programs that might increase costs, Interface focused on core
business innovations that reduced costs, while improving its
environmental performance.®

In addition to cost-cutting initiatives, Interface focused on
product innovations that added value for customers while
also reducing negative environmental impacts. Inspired by
asymmetry found in nature, Interface developed a carpet
model called Entropy, which could be installed in any
direction, minimizing waste and installation costs.'*¢ Entropy
has since become one of Interface’s best-selling products of all
time.*®" To increase the recyclability of its carpets and reduce
toxic chemicals, Interface created TecTiles, a technology that
eliminated the need for glue by connecting the tiles to one
another instead of adhering them to the floor.*®

Behind all of these initiatives was an early commitment
to R&D in manufacturing processes and product innovation.
To support this, Anderson reinforced a culture of discovery,
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where all employees were tasked with engaging with
uncertainty, actively learning, and recognizing and implanting
new solutions.’®

Facilitating Change Through External
Partnerships

As Interface’s expertise grew, it began searching for new ways
to create value through external partnerships. In 2012, it
launched Net-Works, an initiative that supported Interface’s
goal to source 100 percent recycled material for its carpet tile
while also tackling the environmental problem of discarded
fishing nets in poor coastal communities.**® The program
provides an income to coastal communities in the Philippines
and Cameroon in exchange for collecting and selling
recovered fishing nets for recycling and reuse by Interface.'*
To make the initiative possible, Interface partnered with the
Zoological Society of London, which connected them to local
non-profit partners and community banks.*

As of 2018, the initiative has removed 142 metric tons of
fishing nets from oceans and created supplemental incomes
for more than 1,500 families.'*® Further, the project has
inspired new products at Interface, including Net Effect, an
ocean-themed carpet collection that makes the credible claim
of making both the oceans and offices more beautiful.***

The Future of Interface

One of the biggest challenges that Interface has weathered
was the loss of their dynamic founder, Ray Anderson, who
died in 2011.1 From 2011 to 2014, earnings stayed flat,
and the organization had trouble finding its voice without
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Anderson. “We had kind of stopped demonstrating this
virtuous business value, which is creating value for our
shareowners as well as our other key stakeholders, including
the environment,” said Jay Gould, Interface’s president and
COO0.1¢ At the same time, Interface’s biggest competitors
had begun catching up, developing sustainability-inspired
products and eliminating waste, toxic materials, and carbon
from their own businesses.’" Interface was no longer seen as
the maverick leader it once was.

Interface knew it needed to return to the type of radical
thinking that Anderson had spearheaded in the 1990s. In 2016,
the company brought back their original team of experts,
referred to as the “Eco Dream Team,” and began developing
a new strategy. Titled “Climate Take Back,” the plan proposes
going beyond simply neutralizing harm to the environment to
proactively make a positive impact.'®

A key focus of the strategy includes reversing climate
change through the sequestration of carbon.*® Climate Take
Back encourages managers to view carbon as a resource and
to begin creating new business models to drive change.”® The
planis stillin its early stages, and it is unclear if it will have
the same transformational effect as Mission Zero two decades
earlier. What has become clear is the lesson of Mission Zero’s
success in the first place: following a “radical” idea wherever
it may lead, especially to places that competitors haven’t yet
imagined.

In the mid-1990s, Wall Street
analysts were concerned about
what they saw as a “tree-
hugger” business strategy.
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Racing to
Remain
Relevant

During a Time

of Change

Riding the Success of
the Internal Combustion Engine

Humans have invented many ways to move themselves

from place to place—railroad, airplane, and sailboat, among
them—but none has so dominated our culture, economy, and
landscape over the past century as the automobile powered
by the internal combustion engine. There are now more than
1 billion motor vehicles globally, the vast majority of them
powered by gasoline or diesel.

The Ford Motor Company helped create this reality and
has ridden this growth for more than 100 years. As one of the
pioneers of the industry, Henry Ford’s introduction of the
assembly line and innovative labor practices revolutionized
the auto industry, and manufacturing more broadly. The Ford
Model T, introduced in 1908, became one of the best-selling
and most famous vehicles of all time.?*? Ford is still one of the
top five global vehicle manufacturers.?®

However, recent trends are fueling the idea that Ford and
its competitors’ current model—that of human-driven,

personally owned vehicles powered by internal combustion
engines—has run its course. The first of these trends is

the rise of the sharing economy; in the transportation sector,
this is manifested by companies such as Uber and Lyft,
which offer mobility to consumers without the need to

own a car. The second trend is autonomous driving, which
is currently in the development and testing stages by

auto manufacturers (e.g., General Motors, Daimler) and
tech companies (e.g., Apple, Uber). The final trend is the
electrification and hybridization of vehicles, which reduce
the reliance on gas-powered engines.

Judging by recent actions of many of the major
automakers, the industry is fully aware that these trends
are likely to stall its primary business modelin a
matter of years, not decades. Ford and its competitors
are racing to capitalize on these changes before they
go the way of the horse and buggy.

Making Changes Customers Haven’t Asked For

Even when future trends are visible, it is no easy task to
change one’s core product or business model. Aside

from the costs of research and development and the difficulty
in changing internal culture, there is the challenge of

getting consumers to buy into the new model. Ford

has had a front-seat view of this challenge in modifying its
F-series pickup truck.

The F-series, best known for the F-150 pickup, has been
the bestselling truck in the United States for 40 years straight.
In 35 of those, it was the bestselling vehicle of any kind in
the United States.?* Customers buy these trucks for many
reasons, but gas mileage is not one of them. In fact, a survey
of F-150 owners’ priorities clocked fuel economy at 28th on
the list.?

However, the company recognized that it wouldn’t be
sustainable over the long term to continue producing
fuel-inefficient vehicles. In fact, Ford was among those
collaborating to design the more-stringent U.S. fuel efficiency
standards in 2012. Thus, Ford worked to improve the fuel
efficiency of the F-150. In 2011, it introduced a turbo-charged
V6 model, which produces more power than the V8.2% This
was a bold move, considering the long-held association
between the number of cylinders and the capability of the

A business model based on human-driven,
personally owned vehicles powered by internal
combustion engines may have run its course.
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BUSINESS TRANSFORMATION



200

CHART 7
Ford’s Total ,
Shareholder 150
Return, e = FOrd e = S&P 500 Automobile Manufacturer’s Index === =S&P 500
2000-2017 < 100
£
b=}
® 50
o
s
2 oo
-50
-100 T T T T T T T T
1999 2001 2003 2005 2007 2009 2011 2013 2015 2017
Year End

vehicle. It took some time for customers to be convinced, but
now the V6 engines represent two-thirds of F-150 sales.?”"

Similarly, in 2015, Ford replaced the F-150’s steel body
with an aluminum alloy. This reduced the vehicle’s weight by
700 pounds and improved fuel efficiency without sacrificing
strength.?®® Again, this was not an obvious move, as
customers hadn’t asked for this change, and it opened the
company to attack ads from competitors such as General
Motors (GM).?*®

Recently, Ford announced that it is developing a hybrid
version of the F-150. The company spent a year on an
“anthropological mission of sorts,” studying how F-150 owners
might benefit from hybridization, beyond the improved fuel
efficiency.?® They learned that truck owners want a portable
power source for power tools and electronics; thus, this
design feature will be added to the vehicle and will serve as a
key selling point for the next generation of the F-150.

Ford’s experience with the F-150 indicates that customers
don’t usually ask for innovation; it’s the job of the
company to identify changes that current customers will
accept and future customers will want. Even when a
company has a “golden goose” product, it is often necessary
to risk aggravating the goose in order to ensure a steady
supply of golden eggs in the future.

The Trend Toward Electrification

The electric vehicle market has a long history, with very few
successes. The best-known attempt to break into that
market was by GM, which spent $1 billion developing its
EV-1 line.?!* GM’s experiment ended up in a very public failure
in the late 1990s, with the automaker repossessing and
crushing the vehicles.

Founded in 2003, 100 years after Ford, Tesla was an unlikely
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entrant in the electric vehicle market. Founded by Silicon
Valley tech entrepreneurs, the company saw possibility
where GM and others had failed. The company went public
in 2010, the first auto company to do so since Ford in 1956.
Seven years later, Tesla pulled ahead of Ford in market
capitalization,?? despite only having 1 percent of Ford’s
vehicle sales.?® This gives an indication of investor confidence
in the future of electric vehicles. Regardless of whether Tesla
ultimately survives and/or thrives as an automaker, it has
clearly demonstrated the perception of the role electric cars
will play in the coming years.

Over the past few years, many of Ford’s competitors have
announced major investments and strategies to move toward
electrification of vehicles. In the case of Volvo, the company
announced that beginning in 2019, all new vehicle models
would have an electric motor, either as a hybrid or a fully
electric vehicle.?*

Despite challenges that the whole industry faces—such
as shifting priorities from the federal government among
hydrogen-, biofuel-, and electric-powered vehicles?® —the
tide seems to be turning toward electric. Thus, to remain
competitive, Ford essentially has no choice but to invest
in electric vehicles. In 2016, Ford announced that it would
invest $4.5 billion to produce 13 electrified vehicle models.?
However, they are behind in the race and will have to play
catch-up if they are to outpace the competitors to a prime
position in this market. Time will tell how big a risk this delay
is for the company.

A Competitor’s Cautionary Tale

Ford’s path to electrification was much smoother than that
of its competitor, Volkswagen. Throughout the 1990s and
2000s, Volkswagen bet big on diesel. The company, among
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Ford may be able to build its future success
in new markets upon its core competency in
research and development.

other European automakers, hoped to convince regulators

to view diesel as more environmentally beneficial than
gasoline and thus to tax it at a lower rate.?" In 2015, this
approach imploded for the company when it was revealed
that Volkswagen had programmed more than 11 million

of its vehicles to deceive emissions testers.?*® The ensuing
controversy led to massive recalls, a nearly $15 billion
settlement,*® ongoing lawsuits, and, ultimately, to the
company’s decision to move away from diesel entirely.?® In
2017, Volkswagen announced it would shift its focus to electric
vehicles, which it had almost entirely ignored previously,*
committing to produce 80 new electric car models by 2025.7%
In the process, Volkswagen lost enormous amounts of money,
tarnished its public trust, and arrived late to the electric
vehicle market.

Investing in a New Business Model

For its entire history, Ford has essentially had the same
business model: to design and manufacture vehicles. As

the technology and cultural acceptance of ride-sharing and
autonomous driving improve, over the long term, fewer
vehicles will be needed, which presents a challenge to Ford’s
current business model.

In 2016, the company established Ford Smart Mobility LLC,
a subsidiary focused on providing “mobility services” beyond
the manufacture of automobiles. This subsidiary is working
on services such as ride-sharing, non-emergency medical
transportation, data analysis for fleets, and connectivity
among vehicles.?® The company has now conducted more
than 30 experiments and pilot projects in this area.?*

One of the projects on which the company is working is a
“transportation operating system”: an open platform for auto
manufacturers, suppliers, cities, and others to manage their
interactions.?

In 2017, Ford partnered with Lyft—itself built in parton a
$500 million investment from GM—to develop self-driving
vehicles, 22" and now has the largest fleet of such vehicles
of any automaker.?® An assessment of the 19 companies
working on automated driving systems placed Ford as the
fourth-strongest player in the industry.?
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Ford’s Ongoing Journey

As a former Ford employee interviewed for this paper stated,
“Henry Ford never believed that the internal combustion
engine was the only way to propel a ‘horseless carriage.””*°
Thus, with Ford’s new endeavors, the company is traveling full
circle.

Ford’s new journey is just beginning, so it is not yet clear
whether it will be successful. It remains to be seen if the
company’s adjustments to its core products, experiments in
mobility, and investments in electric vehicles will help the
company beat its competitors. Investors are not confident; as
of March 2018, Ford’s stock price was down 7 percent over a
one-year period and 21 percent over a five-year period.

Furthermore, since early 2017, Ford has also reportedly
lobbied for a rollback of the federal fuel economy standards
that it helped shape in 2012,! placing the company in the
crosshairs of environmental groups such as Greenpeace?
and the Sierra Club.?®* Additionally, the company was also
criticized at its annual meeting in May 2018 about its decision
to phase out most of its sedan models in the United States, to
focus on sport utility vehicles and pickup trucks.**

However, Ford may be able to build its future success
in new markets upon its core competency in research and
development. Ford is 15th on the list of highest R&D spenders
across all industries, laying out $7.3 billion for R&D in 2017.2
Ford is the only U.S. automaker with a business function
devoted to licensing its intellectual property. The company’s
research often finds a home far from vehicles; for instance,
Ford and Coca-Cola collaborated to develop the first plastic
bottle made entirely from plants.?*® Furthermore, Ford has
worked to instill a culture of invention; the company will
provide anyone at the company who has an innovative idea—
from an entry-level employee to a managing director—with
support to get a patent and, in some cases, to build it into
the business.” And in 2015, Ford took this a step further by
opening its suite of patents related to electric vehicles to the
public, including its competitors, to spur outside research and
investment in the industry.>®

Ford demonstrates that companies are not monolithic,
and the process of getting ahead of market changes is always
difficult. Ford is working to adjust its products and business
model more drastically than it has ever done before. It
remains to be seen whether it is changing fast enough.
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