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My Story ... Sehool

15 years strategy professional ..

» Qil, petrochemicals [boring+dangerous], so ...
» Beer and food [YUM!]

Kim Warren: London Business School
) www.strateqydynamics.com
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A professional approach to Strategy Sehool”

Work out what people
want [or might want]
... and give It to them !




London

Professional approach to strategy in restaurants s

Consumer groups

Younger couples  Single-sex Families Older people
groups

Intimate
occasion @ ‘

Can'’t bother
0 0
Celebration

Weekly sales profile
Product range
Service style
Ambience

Needs

Kim Warren: London Business School
_ www.strategydynamics.com
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The result of professional strategy In restaurants [&#w

Early 1990s ...
30% of all U.K. adults = regular users
>300 branches

Europe’s most profitable such company

Kim Warren: London Business School
www.strateqydynamics.com
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Why did it work ?? We worked out how to ... Sehool

WIin customers ...
keep customers ...

develop customers [get them to
visit more and spend more!]




London

Early 90s [after | left!] .. an alternative approach? [

Think up a catchy slogan
... and hope It works !




London

Think up a catchy slogan ... and hope it works ! s

Younger Single-sex Families Older
les groups people

Intimate
occasion

Can’t
bother to
cook

Celebration

“The Best in British Cuisine”

sales collapse ...
restaurants close ...

profits fall ...

% Kim Warren: London Business School
H\_} www.strategydynamics.com
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Whitbread PLC - a sad tale ... St

» 1995 .. a €2bn/year, highly profitable
company, dominating many consumer
services markets

» 2005 .. lost lead in every market, under
threat of Private Equity take-over

N Kim Warren: London Business School
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Strategy — not a complicated idea ... Sehool

What to do ...

When ...

How muchtodoit...

... to Improve future performance
... by how much.

Kim Warren: London Business School
b www.strategydynamics.com
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Strategy Dynamics ... Sehoo

... applying key concepts from System Dynamics
to Strategy challenges ...

—~————

Opportunity for a fact-based, integrated, rigorous approach
to developing and steering strategy.

Kim Warren: London Business School
B www.strategydynamics.com
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The Dynamics of Strategy - Key Questions Sehool
> Why is our performance following its Profit
current path? Smiyear A

» Where is it going if we carry on as we Why?
are? P

» How can we design a robust strategy to . . L ;

radically improve this performance into B 02 e DR OB
the future?

Toélay

Most strategy tools do not address this question:
 they are based on explaining ‘profitability’ ...
* ... butinvestors value earnings growth

Kim Warren: London Business School
) www.strateqydynamics.com




Competitive environment vs. internal view of Strategy

London
Business

School

Resource-based start-point
for forecasting earnings

Customers \
. Revenue
Capacity
=
Staff
Costs

Kim Warren: London Business School
www.strateqydynamics.com

Standard start-point for
forecasting earnings

Market
forecast

Market
k share

Sales
Forecast
prices

gains
Forecast cost

k'/ savings

Costs

Profit
"$m/year

A small example ...



London

Case example — asset management [i.e. mutual funds] QeSS

What this company does ... Investors $000

Investments > >> >
$hillions

»  Mapping the starting situation ... the strategic architecture

»  Working out a solution
»  Modelling a potential new business

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com
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The challenge facing the asset management firm Schoor

How to recover profitability after a big
negative performance on our key product?

» WHY are we in our present situation?
OPERATING
PROFIT >
$000/month
+ - 2000
.............. s » HOW to improve performance into the

.............. ..1000 future?

WHERE are we heading?

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com '
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“What do you think you should be doing?” Soo0l

1. Increase broker commissions to get them to favour
our funds.

2. Send out marketing through industry channels.
3. Focus our sales effort on winning new brokers.

4. Introduce new products, to divert attention from
past poor performance.

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com




London

Drivers of operating profit Schoor

Assets under Fee rate
management
$millions

............. .. Total Income $000/month

03 04
2. ‘Performance [ Marketing :
depends on i ghening ) natam T
resources’ o 1 k 1. ‘It’s all about
OPERATING
$000/month

---2000 through time’

0 L | l §
ﬁ' Overhead
Staff

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com )
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Changes in Assets Under Management Sehool

Investment

performance
etc $m/month.
200 T

: Assets under
200 management
R Redemptions
: $m/month
 New : =©%>
SURSCTIDIIORS™ " asdig " ol 1400 :
$m/month N S\ e e 1100
............ : 40 A DR
R e e
: E

3. ‘Resources fill and drain’

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com '
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Brokers won and lost Business
Dormant
4. *... AND THE KEY IS brokers
CONTROLLING THE Brokers
FLOW-RATES’ P per month
ctive
brokers

Brokers won '\ s -----

per month

oy s

3. ‘Resources fill and drain’

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com '
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Reputation changes Business

School
Petrgorrparlce
+ other ractors
5. Flow-rates depend on oo, SmUmONIh. e
current resources management

Reputation

subscriptions

$m/month
1 : P e O e s Y A e | R
Reputation ! |
adgedllost ' 03 04
0
Marketing [E)?(r)r&]éarr;t
andesales—o” -
S \Brokers
Active / lost - [250
brokers permonth 2 Al 1 1100
Brokers won
permonth :'15 50
Funds .......... i

. hoo
............. 50

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com )




London
Business

The overall strategic architecture School

Reputation

% Reputation
added/lost

Marketing
and sales
spending

Funds
offered

Brokers won
per month

........... N 500

Performance
+ other factors
$m/month

Assets under Fee rate
management
$millions

Redemptions
$m/month

New
subscriptions
$m/month

Total Income $000/month

[ Marketing
[t))orrl?ant and sales
A spending ]
e e N AN
Active per month oo V| | YVYY I\ $000/month
brokers = PN S i TR I e T + 2000
50 0 i

Admin $000/month

Overhead
Staff

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com
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KEY MESSAGES FOR STRATEGY ... Sehool

IT'S ALL ABOUT PERFORMANCE OVER TIME
Performance depends on resources

Resources fill and drain [and this causes BIG trouble]
... and so KEY IS CONTROLLING THE FLOW-RATES!

Resource-building is full of interdependencies [which
creates feedback and even more trouble!]

o & W =

Kim Warren: London Business School
_ www.strategydynamics.com
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Improving future profits — a ‘Performance Panel’ [

In\?estmentA/\

erformance

éic. $mimonth Assets under
200 &5 o Ryt

Fee rate
management

Redemptions

erpt ' Total Income $000/mo nth
ubscriptions \ ....... N (|
.... 40 03 04 05 06 07 iRy :

b

Reputation

[ Marketin%

Dormant o and sales
brokers *

Marketing
and sales

: OPERATING
spend 150 INCOME
0 000/month
e A R S S e NG A A 2000

Brokers won
per month

brokers

Brokers lost Costs

Funds AT, 150 | per mon th
..... 20
100

(. 50

03 o 05 06 07

03 04 05 06 07

... then more possibilities - adding funds, increasing sales
effort, entering new markets etc.

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com '
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the actual architecture built with the team Sl

Management and Perf Fees $m p m
Investment Performance $m per month 426.00

0.00
A A Other income $000
Assets Under Management $m jBa10 o

0.00
0 00 [250.00

0.00
Total Income $m p m

0.00 461.20

Gross Redemptions $m p m

0.00

Total marketing spend $000 p m

0.00 {°7*°
Dormant or Rejector Broker. 0.00
Brokers leaving per month 100.00 0.00 OPERATING PROFIT $M per month
= 34800
Active Brokers 0.00 i A
Admin $000 p m
/ 0.00 10000 ey
0.00

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com '
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“What do you now think you should be doing?” s

In time-phased order ...

1. Get back to dormant brokers we have been neglecting.
... Which will slow the investment redemption rate

2. Focus on current fund performance - drop other fancy ideas!
3. Use marketing to rebuild reputation.

4. and when this Is done, get after new brokers.
... all of which will raise subscription rates, fee income and profits.

THEN you can get on to build a new business ...

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com
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Asset Management — new business opportunity [

School

> Source a new class of funds with a lower risk
profile for investors

» Deploy a few key sales people to:

1. explain why this new class of funds attractive
2. get take-up amongst brokers, so they start

promoting these funds to their investors
» As the business develops:

1. add to this range of funds, to fill further needs of
Investors

2. re-allocate sales effort from explaining the funds to
achieving broker take-up

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com




Business

London
Winning brokers to the new product range

School

Timescale = 2 financial years. Purple = year-end values

Taking new funds

... S0 that potential brokers are initially

Start taking funds p m 40
helped to understand, and then take on LC
the new funds R ol

Understanding the new funds

100
| 55
Calls per Prospect p m Lﬂ—'

R g

Sales calls on take up pm

Start understanding p

Brokers not understanding
L

0.50 :
Success rate on Understanding

200 160
Sales calls on understanding p m
00

... then reallocated to
achieving broker up-take

Eﬁort Inltla”y allocated tO Total sales calls p m ggg_ﬁ:t f?gﬂ:nl’gosnaill’?a
explaining new funds ... ‘ \_\ :

160 160

Sales staff
Sales effort allocation to Understanding

10

4
© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved. 40 '
www.strategydynamicssolutions.com

Calls per salesman per month
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Increasing the range of funds to boost sales Sehool”

Subs $000 br ok fund
R R e ubs $ Eer roker per fund pm

10_0 ' Base subs $000 per fund
‘ per brokerpm 20
7.

40

X Subscriptions $000
The total in-flow of new per broker p m

funds reflects the number of :
brokers won and the average
subscription-flow from each.

Subsriptions $000 p m
3500

Funds offered new types

0 10

e The product range Is progressively
/" Increased, to ensure maximum uptake of
; each before the next is offered.

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com '
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Income growth from the new funds Sehool

Subsriptions $000 p m

3500 2893 Add cumul Subs
¢ 3 N, S Cumulative Subs $000
The business receives initial LC

5 7 38845
commission on all new
subscriptions by investors

Initial net Commission percent
1.50 \ Total Initial'Commissions $000 p m
43 4 Trail income $000 p
16.
Cost per salesman $000 p m
0.50

Total Gross Income $000 p Trail fee percent p a
Sales force cost $000 p m

0 20 59.5 . and further commission [a ‘trail
] d fee’ ] on the total cumulative
subscriptions [these are eventually

Sales staff

v Net contribution $000 p m redeemed when investors cash-in
. 305 their investments, but this is not
Deducting sales costs from :Q significant in this time-scale]

total commissions gives the
profit contribution

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com '




Strategic architecture and simulation model for the new [
business -

Taking new funds Subs $000 per broker per fund p m
00

: Base subs $000 per fund

Start taking funds p m 20 ‘j per brokerpm 20

20 Z 7.2
Initial Brokers Understanding the new funds
A Z ‘ 0 o
100 100 o R R Subscriptions $000 Funds offered new types
55 per broker p m O_
Start understanding per montj ® :_72-6 L/_ 10
/ Calls per Prospect pm ¢

Brokers not understanding new fug 2.9 Subsriptions $000 p m

500 2893
Add cumul Subs
Sales calls on take up p m \

200 160

Sales calls on understanding p m
00

38845

0.50 ;
Success rate on Understanding

Initial net Commission percent
1.50 \ Total Initia Commissions $000 p m
43 4 Trail income $000 p m
Cost per salesman $000 p m 16 2
t Total sales calls p m 5
0 60 Sales force cost $000 p m 0.50

Total Gross Income $000 p Trail fee percentp a

Li ! CUMULATIVE OPERATING
2 INCOME $000

Net contrlbutlon $000 p m

40
Calls per salesman per month ! 39.5

Factors in RED are the key decision items.

Sales effort allocation to Understanding Sales staff

75

Overhead $000 pm

NOTE - the full model includes the additional cost of account

managers to Sustain the relationship Wlth brokers. © Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.

www.strategydynamicssolutions.com
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CHALLENGES FOR MANAGING STRATEGY ... School

» There Is a huge opportunity to do better
» Managing resources is genuinely difficult

» It's tough to understand what causes what!

Kim Warren: London Business School




London

KEY MESSAGES FOR STRATEGY ... Sehool

Huge opportunity !!

IT'S ALL ABOUT PERFORMANCE OVER TIME
Performance depends on resources

Resources fill and drain [and this causes BIG trouble]
... and so KEY IS CONTROLLING THE FLOW-RATES!

Resource-building is full of interdependencies [which
creates feedback and even more trouble!]

o & W D=

Kim Warren: London Business School
) www.strateqydynamics.com
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We can do better: two classes of error ... BuSiness
Pursuing aims that are Massively under-shooting the
completely unreal ... opportunity ...

|.T. technology corporation East European bank s
credit-card business/ Feasible
Revenue Profi
rofit
_=€b/year : 2 i €mlyear
[Profit currently negative] 2 vt oA L
4 ‘Vision’
42 e 150 |
’
4 ‘ ,
Tasl o’ 100 b Dosryenr
e a3
05 } "" Scek?itevable ot ta?é%?r‘faltg%/year
S Rl e o = 50
[ | [ | [ | 1 : i
03 04 050 206 Fe-07 08

Kim Warren: London Business School
) www.strateqydynamics.com
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Managing resources Is genuinely difficult ... o

IT'S ALL ABOUT PERFORMANCE OVER TIME
Performance depends on resources

Resources fill and drain [and this causes BIG trouble]
...and so KEY IS CONTROLLING THE FLOW-RATES!

Resource-building is full of interdependencies [which
creates feedback and even more trouble!]

Ol WO =

s
This Is tricky! ... but wait a moment, we already know how

to do this — it’s just what we do with cash.

Kim Warren: London Business School
) www.strateqydynamics.com
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Solution is to ‘account’ for movement of real resources. |daa

Cash

Opening | Cash at

balance start of
year

Additions | cash inflow

Losses cash
outflow

Closing balance | Cash at
year-end

It is more complex for non-cash items, because their ‘quality’ varies .

Kim Warren: London Business School
www.strategydynamics.com
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‘Accounting’ for movement of real resources. Sehool”

Total staff
Opening balance 535
hired 243
lost -290
Closing balance 488

—~————

... and we would want to report on
changes In attributes, e.g. average
experience .

Kim Warren: London Business School
www.strategydynamics.com
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Just as for cash, our management control is continuous. |

Timescale = 1 financial year. Purple = year-end values

These are the flows of resource
we expect our VP Human
Resources to have under control.

Hiring per month Staff Staff lost per month

40.00
: 32
— W7 — | y ' — ==

... because it is the area under these lines that accounts for
the change in staff numbers over the year [the 12-month
total of the net number of staff hired and lost each month]

Kim Warren: London Business School
) www.strateqydynamics.com
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A further BIG problem in Strategy Sehoor

We often don’t understand cause and effect — why?

Kim Warren: London Business School
) www.strateqydynamics.com




Stock accumulation confounds ‘causality’, as commonly

London
Business

understood School
Customers customers .
el RN 30 separate firms’
won per month =©% r I f r rl
e esults for a period
unit price 1,000
€900 ¥
O 2 ok e 2 m
e : .
million/mon 500 - m
total sales = y -. u = ..
marketing unlts/month i ."l -
bl Lol sales per customer c Em_ g
QOGr R PR e units/month sy, © L o m
/Pe Y bt Em m
Ty S8 L m |
a0} [ = o
200f =
fixed and variable |
\’ [productlon costs ] gl e 500 i i i i

LB

Kim Warren: London Business School
www.strateqydynamics.com

=€m|II|on/month

0 12 24
Months

0 100 200 300 400 500
Marketing Spend



Do ‘accumulating resources’ destroy confidence in correlation?

London
Business

School

Market'Q The Business
Customers \Sales
| ER N
Training Sales '
< jeffectiveness s
Marketing The Business

<

Training @ 3 j
v

\—W Sales

effectiveness

Kim Warren: London Business School
www.strateqydynamics.com

mstomers Sales \

Profits



What'’s the problem in getting System Dynamics
used for Strategy? — Why don’t they ‘get It’?

Managers struggle ...

can’t deduce Berformance time-path from even the
simplest feedback structure

can’t deduce the feedback structure from a
performance chart

[and feedback may not be involved at all]

‘Where are those pesky “stocks”?’

fundamental factors that should be under intense
management scrutiny — not an after-thought

What's this got to do with my problem?

performance time-path as an integral part of the
mental model’




London

Causal-loop feedback seems straightforward ... ¥

... but when left on their own, people get it wrong — why?

/TCustomers \

marketing
Spend SaleS

b

Kim Warren: London Business School
www.strateqydynamics.com

CUStoy ‘

Today



London
Business

How can this ‘R’ structure decline? School

v

k’ Customers \

arketing sales

spend
+ <t—”//
revenue

Potential
customers Customers
Marketing operates on CN
people who are not won pgr month
even in the structure —

potential customers.

[ Customer losses are driven by other ek ity e
factors — e.g. price or quality. ] i

Kim Warren: London Business School revenue
www.strateqydynamics.com




Feedback creates escalating growth, and limits to London
growth, right? — not necessarily ... School

New customers per month Customers
A

e.g. new demand for

@ SOOV iInsurance in China
[ —] .

10

' / 0'0 24

months

New customers per month Customers Customers lost per month
AR

=, T L/_lo‘/_>

ot

months

e.g. Vodafone sales in Japan

Resource-flows alone cause problems with
amwaren Loimsusesssoos. | PEFfOrMance over time, even without feedback.

) www.strateqydynamics.com




A more serious misunderstanding of causal links vs. oo
flow-rates ... School

9

Global \l/ Global

jvwrming warming
¢atmos heric \l/atmos hericj
/ng C82

greenhouse greenhouse

gas emissions gas emissions

Atmospheric
Greenhouse gas CO2
emissions P — Absorption rate

e B Sl K
[T

—

% Kim Warren: London Business School
H\_} www.strategydynamics.com




Some very common structures are puzzling in feedback

terms ...

London
Business

School

Consumers loyal

to our bran
th t d I t h : millions
e.g. the customer-development chain _
disloyal to
our brand
millions
Consumers onl 0 6 12 18 24
understandingy $: P Consumers Months
our bra_nd 1.7 . .= belc(;)rgjng
millions y
0 6 12 18 24 per month
Colnsumers 3 Consumers KO
only aware e i
of our brand ao sttoarghnyg
millions
§ 0 6 12 18 24 Permonth
naware Months
consumers 3 EASRISE S
millions S~ understanding
the brand
s 0 6 12 18 24  per month
P consumers MonHg Fraction starting
2N becoming to buy per month
[ Y aware
per month ' ! !
0 6 12 18 24 Fraction becoming Active
Months informed per month customers
Informed customers
B starting to buy per month
Fraction made Informed ()
aware pergnonth /\ Newly informed customers
customers per month
/—\A Aware but B
uninformedv\_/
Newly aware

Unaware
customers

@customers per month



London

So why don'’t they get it? SEhoor

Managers can’'t do it

can’t deduce performance time-path from even the
simplest feedback structure

can’t deduce the feedback structure from a
performance chart

[and feedback may not be involved at all]

‘Where are those pesky “stocks”?’

fundamental factors that should be under intense
management scrutiny — not an after-thought

What's this got to do with my problem?

performance time-path as an integral part of the
‘mental model’

Kim Warren: London Business School
www.strategydynamics.com
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The overall strategic architecture Schoo

Performance
+ other factors
$m/month
PO R Rl el
Olancan AA: Assets under Fee rate
A management
22001 Ly R $millions

Reputation

New
subscriptions
$m/month  F=R& /Wl

- Reputation Total Income $000/month

,,,,,,,,,,, | added/lost g
............ . 'E BV, B 20
i M’

03| 04 Dormant [ Marketing
. brokers and sales
Marketing spending ]
Silgies Brokers - diime AR v OPERATING
spending _ lost | 150 TN N PROFIT
Active per month 1100 $000/month
brokers /‘ S S M TNG S el E A 2000
Brokers won -8 0 E
per month s 1000

Elndeidian ety il N\ ' Admin $000/month
offered = == =N S . \_ WwWoWm 500

Overhead

Staff

Feedback is not the problem here.

© Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.
www.strategydynamicssolutions.com




Strategic architecture and simulation model for the new [
business -

Taking new funds Subs $000 per broker per fund p m
00
: Base subs $000 per fund
Start taking funds p m 20 per brokerpm 20
20 Z 7.2

Initial Brokers Understanding the new funds ﬂ
100 (— 9 Subscriptions $000

Success rate on Take Up per broker p m

Start understanding per montp f v r 72.6
Calls per Prospect pm L£

Brokers not understanding new fup 2.9

Funds offered new types
A—

Io_/_lo

Subsriptions $000 p m
500 2893

Add cumul Subs
Sales calls on take up p m Cumulative Subs $000

200 160

Sales calls on understanding p m
00

38845

0.50 ;
Success rate on Understanding

Initial net Commission percent

1.50 \ Total Initia Commissions $000 p m
43 4 Trail income $000 p

Cost per salesman $000 p m 16 2

5

Total sales calls p m
60

m
0.50
Total Gross Income $000 p Trail fee percentp a

Li ! CUMULATIVE OPERATING
2 INCOME $000

Sales force cost $000 p m

Sales effort allocation to Understanding Sales staff

Net contrlbutlon $000 p m

40
Calls per salesman per month ! 39.5

. and feedback Is a secondary Issue
for thIS neW bUSIneSS Opportunlty © Copyright Strategy Dynamics Solutions Ltd, 2005. All rights reserved.

www.strategydynamicssolutions.com

75

5
Overhead $000 p m




London

Don’t get me wrong ... Sehoo

‘Oh hi > guy who
doesn’t be In feedback’

-_.-IIlllllllllllllllllll..-———
ABSOLUTELY NOT, BUT ...

- there are vast numbers of problems out there, solely [or
mostly] caused by resource-flows alone

- the numbers have to be worked out
- we can’t have feedback without accumulating resources

Kim Warren: London Business School
www.strateqydynamics.com
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SYSTEM DYNAMICS' CONTRIBUTION e
1 How our world behaves is We have to do the numbers of
complicated by stuff that these processes - over time - if
accumulates we are to understand and
' manage things better.

.. AND ...

2 How our world behaves is We have to map and model this
complicated by powerful feedback to understand what is
feedback effects. going on, and to manage things

better.

Kim Warren: London Business School
www.strateqydynamics.com
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My Story ... Seho0

» 15 years strategy professional ..
> Qil, petrochemicals ...
» Beer and food

1990 ‘Been there, done that’ so ...

off to London Business School to teach Strategy

Very puzzled by what we taught, but luckily ...

John Morecroft converted me to System Dynamics [hooray!]
1996 - got PhD!

Why don't they get it? Why can't they do it?

To 2005 ..

» Teaching, writing, learning materials ...

NEXT ??

VV VYV VY

Kim Warren: London Business School
www.strategydynamics.com
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What next? School

Improvements needed In the 2nd edition of ‘Competitive
Strategy Dynamics’ !

» Stronger connections to well-known Strategy frameworks
» lllustrate widely-used case-studies

» More reference to work in system dynamics

» Open up the models

» Learning materials support

Kim Warren: London Business School
www.strategydynamics.com
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