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Is Delighting the Customer Profitable?

Steve Denning – April 1, 2011

“Where does the profit motive fit in with these ideas of outside-in innovation and delighting the customer?” a respondent asked on Twitter in response to my post “The Alternative to Top-Down is Outside-In.” 

Isn’t the purpose of business to make money? Isn’t all this stuff about “outside-in innovation” and “delighting the customer” missing the obvious point that the bottom line of a firm is about making money? Won’t all these efforts to do more for customers raise costs and so undermine profitability? Isn’t there in effect a fundamental conflict between the true purpose of business, namely, making money and all this talk of outside-in innovation and delighting the customer?

Earlier in the week, I responded to the three-barreled question, “Does Outside-In Innovation Need Confident Top-Down Leadership?” with a complex three-barreled answer. 

The answer to whether delighting the customer is profitable is much simpler: yes!

Delighting the customer is hugely profitable
Delighting the customer through outside-in innovation is not just profitable. It’s hugely profitable. That’s ultimately why it has become a business imperative. It explains why its conquest of the business world is inevitable. It’s not because the customers are more contented or because the people doing the work are happier or because it extends the life expectancy of a firm, generates jobs and fuels the growth of the economy. It does all those things, but the real driver of its inevitability is that it makes more money.

Just look at the ten-year share price of exemplar firms like Apple [APPL], Amazon [AMZN] and Salesforce.com [CRM], with increases of around ten times to fifteen times. Compare that to traditional stalwarts like GE [GE], Walmart [WMT] and Intel [INTC], which struggle even to hold their share price constant. 

Or look at the studies at the team level in software development where good implementations routinely result in two- to four-times gains in productivity.

Why is delighting the customer so profitable? 
Delighting the customer, aka outside-in innovation, is more profitable than traditional management (top-down inside-out management thinking) because there are gains on both prices and costs. 

On pricing, firms that delight their customers have higher margins, because the customers just have to have the products and services that they love and they are willing to queue up for it and pay extra for it. Again, look at Apple: Philip Elmer-DeWitt reports that in the mobile phone market, Apple’s share of the worldwide cell phone market in terms of unit sales is only 4% but its share of the profits is 50%. Through innovation and customer delight, Apple taken over a market previously dominated by Nokia (NOK) and Research in Motion’s (RIMM) BlackBerry. As a result, Apple is selling iPhones as fast as it can make them and raking in huge profits in the process.

Costs also tend to come down for a number of reasons. One of the most important is that firms that delight their customers compete on time and get work done faster. 

By contrast, in traditional hierarchical bureaucracies, with multiple vertical layers of authority and many different departments and divisions, work jams are occurring all over the organization on a daily basis: typically no one recognizes them or does anything about them. Work sits waiting in queues.  Approvals hold things up. Customers try to get answers and wait for responses. Well-intended cost savings implemented in one part of the organization are slowing things down in another part of the organization, retarding the overall delivery of value to customers. Big production runs are particularly problematic, because they maximize work in process and inventory, generating direct costs of working capital and warehousing, hiding quality problems, and causing noxious secondary effects.
When work gets done faster in order to delight customers, costs tend to come down of their own accord. George Stalk noted in 1989: “Capitalizing on time [is] a critical source of competitive advantage: shortening the planning loop in the product development cycle, trimming process time in the factory, drastically reducing sales and distribution—managing time the way most companies manage costs, quality, or inventory. In fact, as a strategic weapon, time is the equivalent of money, productivity, quality, even innovation.” 

The firm that has delighted customers also has the advantage of an unpaid marketing department. Its customers are delighted to sing its praises to friends and colleagues: the firm has only to sit back and watch. And the firm doesn’t have to spend time and money dealing with disgruntled customers or counteracting negative social media blitzes. 

Why does anyone argue the opposite? 
a. There are three common arguments often deployed to make the opposite case.

b. “A direct focus on making money gets better results.”
For some people, the idea that delighting customers is more profitable than a direct attack on making money is counter-intuitive. Surely a direct focus on making money will result in better results? Why not identify the goal clearly and go for it directly?

This line of thinking ignores the principle of indirectness (or obliquity), which shows that in a complex interactive environment, a direct focus on a single goal can elicit reactions which tend to prevent the achievement of that goal.

Thus Roger Martin in his classic article, The Age of Customer Capitalism, (HBR, Jan 2010), shows how a focus on maximizing profitability tends to lead companies to do things that actually undermine long-term profitability. He writes: 

The harder a CEO is pushed to increase shareholder value, the more the CEO will be tempted to make moves that actually hurt the shareholders. Take the poster boy for shareholder value maximization, Jack Welch. He is famous for transforming GE from a firm with a market capitalization of $13 billion in 1981 into the most valuable company in the world, worth $484 billion at his retirement, in 2001. Yet, to keep increasing shareholder value, Welch had to keep pushing the company to higher and higher growth. The biggest engine of growth at his disposal was an initially insignificant unit called GE Capital, which came to account for about half of GE’s earnings by the end of his career. Yet in 2009, GE took massive write-off s related to GE Capital and saw its market capitalization fall as low as $75 billion.
A focus on making money pushes a company towards making money through “bad profits” i.e. profits that come from acting in unscrupulous ways. As Fred Reichheld writes in The Ultimate Question (2006): 

“Whenever a customer feels misled, mistreated, ignored or coerced, then profits from that customer are bad. Bad profits come from unfair or misleading pricing. Bad profits arise when companies save money by delivering a lousy customer experience. Bad profits are about extracting value from customers, not creating value. When sales reps push overpriced or inappropriate products onto trusting customers, the reps are generating bad profits. When complex pricing schemes dupe customers into paying more than necessary to meet their needs, those pricing schemes are contributing to bad profits.” 

b. “Delighting customers inevitably adds costs” 

Then there is the notion that delighting customers implies always doing more than what the firm is already doing. The reality is that delighting customers often implies doing less. The trick in delighting customers is focus: aim for the simplest possible thing that will delight buyers. Don’t load products down with features that most people won’t use and that make the product hard to operate. For instance, my DVD controller made by Sony has 54 buttons, most of which no one in our house knows how to use: it delights no one. By contrast, my iPod by Apple has just four buttons and delights everyone. 

Moreover as noted above, by focusing on time and delivering products and services sooner, the costs of operations tend to come down of their own accord. 

c. “Studies show it doesn’t work.” 

The least plausible of the arguments is that laid out in an article entitled, Stop Trying to Delight Your Customers by Matthew Dixon, Karen Freeman and Nicholas Toman (HBR, Jul-Aug 2010, pp 116-122). The authors did a study which they say shows that trying to delight your customer is counter-productive. What the study actually shows is that if you have a bunch of traditionally-managed bureaucratic command-and-control firms and “tell” the customer reps to “delight the customer,” you get rather poor results. It sheds no light at all on what happens when the whole organization devotes all its energies from the top to the bottom of the organization to delighting its clients and inspires its staff to embrace the goal and communicates with them, not by telling them what to do, but by conducting conversations and practicing deep listening. 

The article is talking about a quick fix to a traditional command-and-control culture. Obviously, that doesn’t work. The idea that a command-and-control bureaucratic culture is fundamentally incompatible with an organization dedicated to delighting its clients is never addressed. The study sheds no light on the possibility of an organization in which delighting customers is part of the DNA of the entire firm. 

To learn more 

The real reason for resisting the shift towards customer capitalism is inertia. Delighting the customer means a fundamental shift in the way we think, speak and act in the workplace. For a comprehensive treatment of the principles and practices involved in delighting customers and outside-in innovation, read my book, The Leader’s Guide to Radical Management.
