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Do you really
know what your
customers value in
your network!?

The
Competitive
Dynamics of

Network-Base
Businesses

by Kevin P. Coyne and Renée Dye

ANY OF THE WORLD’S BUSINESSES move people, goods, or
information from various points to various other points. Such
network-based businesses take many forms: telecommunications
carriers, transportation companies, financial institutions, even health main-
tenance organizations—but they have much in common. Many have been
deregulated in the last two decades and since then have fared relatively poorly.
The long-term returns in most areas of transportation have been weak, for
example; branch banking has suffered from chronic overcapacity; and tele-

phony is struggling with intense price competition around the globe.
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THE COMPETITIVE DYNAMICS OF NETWORK-BASED BUSINESSES

Of course, the transition from regulation to com-
petition is always difficult. But even apart from that
issue, the economics of networks are nettlesome. A
substantial portion of the value these businesses
generate arises from the “transport effect” — the val-
ue inherent in connecting an entry
point.in the network to a desired exit
point. In other words, customers val-
ue the links in the network. But un-
derstanding how much customers
value these links has always been a
slippery issue.

Before improvements in informa-
tion technology made it possible to
track individual usage patterns, managers had to
assume that customers’ use was uniformly distrib-
uted across the network and that customers valued
all the links more or less equally. Intuitively, of
course, managers knew this assumption was often
incorrect. But without real data, their efforts to for-
mulate strategy and allocate resources were based
on educated guesses.

Today, however, with new processing power and
robust mapping software, managers can determine
how customers actually use networks and can de-
velop new insights into how customers value each
of a network’s links. We used these tools to aggre-
gate and analyze actual customer-usage patterns in
a number of network-based businesses —banks,
telephone companies, airlines, and railroads. We
discovered that, in some cases, customers did in-
deed value all links equally. But that was only one
of three common patterns. In other cases, cus-
tomers valued only one part of the network. And in
still other cases, they valued only certain links
within the overall network. Each of these three pat-
terns requires a different strategy to direct man-
agers in making the decisions fundamental to run-
ning any network-based business: whether to open
or to close outlets, whether or not to connect their
network to others, and how to organize the busi-
ness units to reflect the network’s structure.

The Economics of Networks

Airlines carry people from one city to another. Bank
branches and automated teller machines transport
funds so customers can make transactions at any
point in the network. HMOs carry patients’ health
records and their right to use health care facilities
to any clinic in the network. Even brokerage firms
and other companies that make markets qualify as
network-based businesses because they transmit
information about many potential sellers to many
potential buyers. The key distinction is that these
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networks transport people, goods, or information
for customers, not just for their own distribution
purposes. As long as the transport effect constitutes
a substantial portion of the value to customers—
even if it is not the sole or primary source of value -

In some cases, customers value all
network links equally. But that's

only one of three patterns.

it meets our criteria. (See the exhibit “The Spec-
trum of Network-Based Businesses.”)

Although the transport effect accounts for a great
deal of the value in a network, much of its cost
tends to be concentrated in the individual outlets.
This asymmetry can obscure the relationship be-
tween value and cost, making it hard to determine
what constitutes a natural business unit. Is it the
individual outlet? The entire network? Something
in between? On one hand, it is common, for exam-
ple, for bank executives to consider whether to
open or close a branch without taking into account
its relationship to other branches in the network
even though they know that most customers use
more than one branch. On the other hand, an execu-
tive at a company that transports packages recently
insisted that “the entire United States is a single
business unit for me.” As he spoke, specialty carri-
ers were picking apart his supposed single business
unit by targeting attractive regions.

What makes understanding the strategic rela-
tionship between cost and value in network-based
businesses even more difficult is that competitors
can, and often do, share a common infrastructure.
For example, providers of local telephone service
are required to supply access lines to competitors.
And competing banks are interconnected through
ATM networks.

Interconnection upsets the normal competitive
model in several ways. A shared infrastructure de-
creases the importance of proprietary economies of
scale, as each competitor piggybacks on the capa-
city of rival networks. Interconnection opens up the
possibility of competing at the wholesale level by
buying and selling network capacity. For example,
resellers of long-distance telephone service have
gained market share at the expense of the major

Kevin P. Coyne is a director in the Atlanta office of
McKinsey e Company. Renée Dye is a strategy analyst
in the same office.
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THE COMPETITIVE DYNAMICS OF

NETWORK-BASED BUSINESSES

carriers in the United States, while in Europe travel
agents in “bucket shops” undercut the airlines by
buying blocks of seats from whoever has the lowest
rates at any given time and then reselling them. But
interconnection also allows competitors to become
a source-of customers for one another when one
provider originates traffic and another eventually
delivers it. This proliferation of jointly provided
services, cost-sharing, and cross-subsidies makes it
hard to answer the basic questions: Are we making
or losing money in a particular portion of our net-
work? Is our competitor making or losing money in
that same portion?

The Three Usage Patterns

These complexities notwithstanding, managers
can understand a network’s underlying economics
if they track their customers’ actual usage patterns.
They first need to realize that different customers
can use the same network in a variety of ways. At
one extreme, for example, one customer will use -
and value —only one branch of a bank, even though
it is connected to a network of a thousand other

outlets. At the other extreme, another customer
who travels throughout the network will value
whatever branch is most convenient at the mo-
ment. Between these extremes, most individuals
will concentrate on a subset of outlets, such as the
bank branches that are near their homes and near
their workplaces.

Individuals may be using a network in every con-
ceivable way, but if managers look at usage in the
aggregate, they will see patterns emerge. And that’s
important because for each major usage pattern
that managers identify in their network, they need
to develop a different strategy.

Zero Concentration. When, in the aggregate, cus-
tomers use a network truly at random, the resulting
pattern is zero concentration. In this situation, a
particular customer may be using only one link, but
other customers are using the other links to roughly
the same degree. Indeed, in some networks, even if
customers don’t actually use most of the links in
the system, what they really value is the general
connectivity of the entire network. Zero concentra-
tion is easy to recognize because no concentration
emerges when link usage is mapped.

THE SPECTRUM OF NETWORK-BASED BUSINESSES

Some retail chains Branch banking
Brokerage firms

Health maintenance
organizations
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Airlines Telecommunications

Railroads Internet businesses

Package transport

Network-based businesses are those that deliver a
significant portion of their value to their customers by
transporting people, goods, or information from any
entry point on a network to any exit point. These busi-
nesses can be categorized by the degree to which their
value to customers resides in the network or in the in-
dividual outlets. This spectrum begins with the weak-
est network businesses on the far left, where most of
the value to customers arises from the outlets. Moving
to the right, an increasing proportion of value to the
customer arises from the links between the outlets.
Businesses at the far right operate almost entirely
through networks.

Some companies commonly thought of as networks
do not qualify as such under this definition. Broadcast
networks and cable television carriers, for example,
send all their information from only one entry point to
their customers at many exit points (although this
would change if cable networks became interactive).
Similarly, even though retail chains operate a network
of stores for customers to choose from, these networks
generally do not transport customers’ goods, only their
own. These chains would qualify as networks only if
many customers took advantage of their links by going
to one store to return goods bought in another store or
by using gift registries.

HARVARD BUSINESS REVIEW January-February 1998
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THE COMPETITIVE DYNAMICS OF NETWORK-BASED BUSINESSES

100%

% Share of transaction accounts

0% % Share of outlets 100%

THE S-CURVE FOR A BANKING MARKET

This graph describes a zero-concentration market, in
which all bank branches are used to roughly the same
degree. Banks D and E have succeeded in setting up
enough outlets to make the big jump in market share;
for them, adding outlets would no longer produce a
correspondingly large additional increase in market
share. Banks B and C have a number of outlets, but do
not have a wide enough presence to attract many cus-
tomers, so they lack the economies of scale that D and
E enjoy. Bank A has the fewest outlets, but it has a sur-
prisingly large market share because it attracts spe-
cialized accounts of corporations and wealthy individ-
uals that generally don’t need to bank at multiple
outlets. Bank A competes as a stand-alone business
rather than on the basis of its network.

In zero-concentration patterns, market share is
tightly related to the scale of the network. The rela-
tionship is not linear, however. At first, adding an
outlet (and its links) will only slowly increase mar-
ket share. But when the number of outlets—and,
hence, the number of links — increases beyond that
of most other competitors, share will rise sharply.
Then at some point, as the outlets and links effec-
tively cover the area, market share will begin to
level off because having additional outlets will
make little difference. When graphed, this relation-
ship forms an S-curve. (See the graph “The S-Curve
for a Banking Market. ")

Companies gain competitive advantage in this
situation because adding physical outlets and links
is expensive. Every provider can’t afford to be on
every street corner. Differences in coverage will
therefore quickly emerge, and the first player to
build a large network will usually gain a strong and
lasting lead.

The simple arithmetic of outlets and links shows
why. Consider package delivery in a region that has
four major towns. Suppose that each town ships 2
packages a day to the other three towns, for a total
of 24 packages. A company that has outlets in only
two of the towns can serve only 2 routes, say from
town A to town B and back again. But a competitor
that has an outlet in every town can cover all 12
routes —six times the number of links with only
twice the number of outlets. Its value-to-cost ratio
is therefore much higher.

An important challenge for a dominant player is
to know when to stop expanding its network. When
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the S-curve begins to flatten, each new outlet or
link adds little value. Profitability hinges on a com-
pany’s ability to know where on the S-curve it is
and to measure the impact of an additional link. For
example, if the U.S. Postal Service’s only goal were
to maximize profits, it would surely not deliver
mail to the most remote areas of the country —like
Cicely, Alaska—nor would it have so many branch-
es and drop boxes in each city. Indeed, because larg-
er players clearly have the advantage, governments
have often stepped in to regulate their behavior by
such means as ensuring that they serve the “last
outposts,” by limiting their pricing power, or by
requiring them tointerconnect with new rivals.

As managers analyze the economic trade-offs in-
volved in adding new outlets, they need to keep in
mind an intangible factor as well. When customers
place a high value on general connectivity, the per-
ception of ubiquity can matter more than the actual
number of outlets. Because the value customers
derive from perceived ubiquity does not stem from
any particular outlet, managers must be careful to
test the impact on the whole network of any deci-
sion to open or close an individual outlet.

Zone Concentration. In many networks, large
numbers of customers concentrate their usage in
some portion or portions of the network. In such
cases, it makes strategic sense to think of the net-
work as separate zones of concentrated use.

Consider the market in Atlanta for transferring
high-speed data between businesses. Companies
there cluster around four natural hubs : Downtown,
Midtown, Buckhead, and the Northern Perimeter.

HARVARD BUSINESS REVIEW January-February 1998
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Although businesses in each hub transmit data
everywhere in Atlanta, as well as to locations out-
side the city, most transmissions remain within
these four areas. Each of these hubs constitutes a
tiny fraction of Atlanta’s geography, but together
they form a zone of concentrated use. Companies
providing high-speed data-transmission services
can maximize their return on investment in
fiberoptic cable by focusing their networks on this
zone instead of providing uniform coverage
throughout the entire city.

Similarly, in retail banking, customers tend to do
business where they live, work, and shop. For each
customer, money and information flow among only
a few branches. If each customer worked and
shopped in a place different from his or her neigh-
bor, the result would be zero concentration. But, to
a surprising degree, people who live near each other
also tend to shop and work near each other=even if
their work is miles away in a downtown area.
Therefore, customers in a given area tend to con-
centrate their use of bank branches and ATMs
according to a common pattern. In the aggregate,
these patterns form distinct zones. (See the exhibit
“Zones for a Retail Bank. ")

Because some customers will always cross zone
lines, these zones rarely have clear boundaries. But
network managers can still look for areas that are
strategically separable. Put simply, if an individual
area is separate enough to survive and prosper inde-
pendent of the rest of the network, it can be treated
as a distinct zone. In retail banking, for example, we
use a general rule of thumb: draw the outlines of a

zone so that it captures 70% of all transactions gen-
erated by the customers who opened their accounts
in that zone. If managers expand the zone to cover
more of these transactions, the zone will include
outlets that are not valuable to most customers
within that zone. If they aim for fewer transactions
(thus cutting the network into more pieces), the
zone may not meet enough of the needs of the cus-
tomer base. Managers need to optimize the trade-
off between efficiency (putting outlets where cus-
tomers demand them but nowhere else) and
effectiveness (covering the full needs of most po-
tential customers within the zone).

The zone’s outlets do not have to be geographi-
cally contiguous. One New York bank found that a
large number of its customers who lived and
banked in suburban Westchester County also used
a branch near Manhattan’s Grand Central Station
on their way to work. Before the bank understood
this zone relationship, it almost closed the Grand
Central branch. Evaluated as a stand-alone branch,
Grand Central generated high costs and low rev-
enue because the revenue from the commuters was
credited to their home branches. But once the
bank’s executives understood the zone pattern,
Grand Central emerged as one of the most impor-
tant branches in the system. The bank has now re-
defined its Westchester County zone to include an
outlying link to midtown Manhattan.

Once managers establish a zone, they need to
decide how many outlets to set up within it. They
can employ the same S-curve analysis used to deter-
mine optimum coverage in zero-concentration

ZONES FOR A RETAIL BANK

Computer programs tied to network databases can
track usage patterns in a wide variety of industries.
This computer-generated image shows the links, and
their varying intensity of use, between branches in a
large metropolitan area. Because most customers use
only the branches near where they live, work, and
shop, most links between a customer’s home branch
and another branch stay within a well-defined zone of
the bank’s overall network. Managers can think of
these zones as separate business units.

HARVARD BUSINESS REVIEW January-February 1998
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networks because customers follow a zero-concen-
tration usage pattern within a zone. However, since
zones by definition contain fewer outlets than the
entire network, differences in the quality of indi-
vidual outlets matter more. Consider, for example,
two banks that together have spread 400 branches
over aparticular state. It is unlikely that one bank’s
branches could consistently be more attractive and
better located than all of its competitors’ branches

Upstarts offering access to a
limited number of high-traffic
outlets have taken market share
away from full-network players.

because these branch systems took decades to
build. But it is possible that one bank entered a par-
ticular zone that has demand for only five branches
earlier than its rival and seized the two best loca-
tions. Because it already has an advantage in the
quality of outlets, this bank may not need as many
outlets as it would otherwise require. The optimal
number of outlets would therefore only loosely cor-
respond to that predicted by a simple S-curve.

Conveniently, zones essentially amount to natu-
ral business units. So a company whose network
consists of strategically separable zones can choose
different strategies for each. A trucking company
whose market covers four contiguous zones, for
example, might decide to exit two of the zones be-
cause of their low profit potential —either because
their customer base was unattractive or because
the company was too low on the S-curve in those
zones. It might decide then to invest heavily in the
two that promise profitable growth. The company
would lose a few of its customers in the zones
where it remained because those customers valued
access to outlets in the dropped zones. But if the
zones were properly designed, such customers
would be a small minority.

The U.S. airline industry made effective use of
zones in the 1980s, when the strongest carriers
emerged from deregulation by concentrating on
developing very high shares of traffic around partic-
ular regional hubs. Even today, highly profitable
Southwest Airlines focuses on the few zones where
it has the largest position.

Lane Concentration. In this third pattern, cus-
tomers heavily use or heavily value individual
links in a network. That’s often the case with tele-
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phone service, for example. Although business cus-
tomers need and value universal connectivity, they
make certain calls with notable frequency. For ex-
ample, one office might regularly make 50 calls a
day, 15 to one customer and the rest randomly dis-
tributed to several other customers. The company
might not notice or care about this high-usage lane
if it paid a flat monthly rate for local telephone ser-
vice and the favored customer lived within the area
covered by that rate. But it would be
a different story if the price of the
individual lane were high, which
would be the case if it were part of
the company’s long-distance service.

When an office makes a large num-
ber of high-cost long-distance calls,
it is heavily using a specific lane in
its local telephone network. Before
the United States deregulated local
telephony, all long-distance calls
went through the customer’s basic local phone line
to the local long-distance facility, which sent the
call on to the faraway city. That carrier had to pay
the local phone companies at both the sending and
receiving ends a fee for each call (usually about
three cents a minute). For the frequent caller, that
added up to a lot of money each month. Since dereg-
ulation, long-distance providers have been free to
build their own lines (called special-access lines)
from their local facilities to big customers, to by-
pass the local phone companies’ charges. By identi-
fying such lane concentrations in local phone net-
works, these providers have been able to skim away
those fees.

Upstarts offering access to a limited number of
high-traffic outlets have taken market share away
from full-network providers in other businesses as
well. Consider Roadway Package Service (RPS),
which unlike the broader-based United Parcel Ser-
vice or Federal Express, delivers packages only
within and between large cities, refusing to pick up
or deliver in suburbs or rural areas. Or consider the
air corridor that runs from Boston through New
York City to Washington, D.C., where the market
is dominated by shuttle services that do not require
reservations or advance tickets. It’s true that broad-
network players, such as Delta, own the shuttles,
but they manage them as largely self-contained
businesses.

Not surprisingly, lane competition tends to ap-
pear whenever a concentration of individual links
is high enough to justify a dedicated system to serve
them, as with the shuttles. Lane specialists com-
pete with two main cost advantages. First, and
most important, they carry only the most profitable

HARVARD BUSINESS REVIEW January-February 1998
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THREE KINDS OF NETWORK
USAGE PATTERNS

A given network can have different usage pat-
terns depending on its customers. Managers
have usually assumed that customers used net-
works roughly evenly. That is zero concentra-
tion. But in many networks, most customers
concentrate their usage in separate zones, rarely
using links to outlets outside those zones. In
both zero-concentration and zone-concentra-
tion networks, some customers may heavily use
links between certain outlets. For each pattern,
companies need to follow a different strategy.

HARVARD BUSINESS REVIEW January—February 1998

links and outlets so they don’t need to subsidize the
less profitable ones. But, second, these new en-
trants often enjoy the potential of much lower labor
costs. Because many network industries have only
recently been opened to competition, incumbents
tend to be saddled with higher-cost labor agree-
ments carried over from their monopoly days.

For lane players to succeed, these advantages
must outweigh two disadvantages. First, lane play-
ers obviously lack the economies of scale and scope
that full-network players enjoy. One indirect result
is that attracting customers can be costly. But lane
players can control that cost by focusing on a dis-
tinct set of prospects. The ideal for a lane player
would be to have a few large customers that send a
high volume of goods or data down a single lane.
Such is the case with the “unit trains” that trans-
port coal directly from a mine to its shipping port.
Alternatively, lane players could do what RPS did:
go after multiple customers in a concentrated area
whose total volume of business would support a
single lane player and undercut the price the broad-
network player is charging on that one lane.

The second disadvantage lane players face is that
they must usually convince customers to accept
multiple vendors —one for the lane and another for
all other situations —and to manage a more compli-
cated information flow. Buying decisions are there-
fore harder for customers to make and implement.
For example, a business manager might analyze the
pricing schemes from different package-delivery
providers and decide, “I'll use UPS for all ship-
ments, except for small packages between Philadel-
phia and New York, when I'll use RPS, and for
medium-weight packages to Boston, when I'll use
Federal Express....”

Competitionin these situations usually revolves
around influencing the key trade-off from the cus-
tomers’ perspective: the savings from using a dedi-
cated lane supplier versus the inconvenience of
using multiple suppliers. Network players can
cut prices to match the lane competitors’ —but
obviously they would want to use this approach
sparingly. Alternatively, they can underscore their
value to their customers by helping those cus-
tomers optimize their own system of facilities.
Some telephone companies, for example, use their
expertise, unused capacity, and knowledge of cus-
tomers’ calling habits to help them manage a com-
plex array of communications facilities. Full-
network players can also help customers manage
the logistics of their own networks, offering guid-
ance on such cost-sensitive issues as warehousing.
A customer trying to decide whether to set up re-
gional warehouses and a central distribution center,
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for example, can benefit from UPS Worldwide
Logistics’s broad understanding of transportation
costs. A lane player is unlikely to be able to match
that level of expertise.

Broad-network players can also offer bundled
pricing to fend off a lane player’s advances. Compa-
nies that provide the full range of package-shipping
services, for example, can discount prices based on
total customer shipments instead of pricing each
package separately. Customers who chose separate
lane providers would then jeopardize their overall
price discounts.

Long-distance telephony providers adopted this
same technique to frustrate competitors’ attempts
to create “least-cost-routing” businesses. In the
1980s, some vendors hoped to create such a busi-
ness by routing a customer’s long-distance calls to a
computer that would pick whichever carrier had
the lowest price to the desired destination at that
precise moment. In effect, these players hoped to
turn every long-distance telephone route into a
concentrated lane in each minute of the day. But
when the carriers switched to bundled pricing, opti-
mizing the total bill was no longer the same as
optimizing each call separately, effectively elimi-
nating any price advantage the least-cost routers
were trying to create.

Similarly, frequent-flyer programs help the
broad-network airlines discourage customers from
using lane providers. These programs in effect bun-

Broad-network players can offer
bundled pricing to fend off a lane

player’s advances.

dle each separate flight decision into a broader deci-
sion-making process. Passengers might save money
on an individual flight by using Kiwi Airlines rather
than Delta, but they jeopardize their overall bene-
fits by not concentrating their frequent-flyer miles
with one carrier.

Although broad-network providers should be
careful not to engage in a price war with lane com-
petitors, they can sometimes use targeted lane dis-
counts strategically. That’s what MCI Communi-
cations Corporation achieved when it first
introduced its “Friends and Family” promotion.
MCI subscribers could submit a list of names of the
people they called most often. If those people were
also MCI subscribers, all parties were offered a sig-
nificant discount on all calls made to one another.
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The company used the discount on individual lanes
to gain-at full price-all the other long-distance
calls of both parties.

For their part, lane competitors can work to de-
crease the complexity of their option for the cus-
tomer. For example, PBX-switching systems route
long-distance calls over a separate special-access
line, thus shielding the customer from the com-
plexity of having to decide how each call should be
routed. Lane players in the transport business can
similarly reduce complexity by establishing stand-
ing accounts instead of separately invoicing each
shipment —even for small-volume customers.

Decisions about Outlets

Decisions about whether to open or to close indi-
vidual outlets affect the whole configuration of the
network. Making decisions based on an outlet’s
stand-alone economics, as many network-based
companies do, can therefore be dangerous. To
which outlet should revenue be assigned when
what customers value is the linkage between out-
lets? As in the case of the Grand Central Station
bank branch, crediting an outlet with revenue only
from customers who originate their relationships
or transactions there might underestimate its true
economic value. Assigning costs is often no easier.
In addition to its direct costs, every outlet shares
the linkage and overhead costs of the entire net-
work. Closing a route can save far
less than managers anticipate.

Some adjustments aimed at clari-
fying outlet economics can ironi-
cally end up doing more harm than
good. Some airlines, for example,
double count the revenue along a
route by fully crediting both the orig-
inating and the terminating airports.
According to this novel accounting method, it
almost never makes sense to eliminate a route.

How can a manager accurately assess the eco-
nomics of an outlet? The first step is to define the
outlet’s function in the network. The only function
of some outlets is to service the customers (they’re
the ones at which a shipment or transmission origi-
nates or terminates); others both service customers
and attract new ones. The appropriate way to evalu-
ate them is likely to vary depending on the func-
tion. The performance of those that serve only sales
functions is best measured according to the profits
generated by the shipments it attracts after all the
network revenues and costs are considered. When
prices and asset utilization are fairly uniform across
the network, an average profit measure can be
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applied to all shipments. When network utilization
and prices vary, the profit allocated to any ship-
ment will need to be adjusted depending on the
path the shipment travels.

Service functions require different measures. Be-
cause any given shipment travels between two out-
lets, the shipment’s profit must be
split between them. In general, it’s
best to split the profit evenly, even if
one of the outlets has higher costs.
This approach will encourage outlet
managers to increase their ship-
ments to and from low-cost outlets
while decreasing their shipments to
and from high-cost ones. That will
enhance not only their own outlet’s
profitability but the overall net-
work’s as well. Because such an approach sets up a
competitive dynamic among outlets, it also gives
outlet managers a strong incentive to keep tight
control of their costs.

In some higher-cost outlets, though, managers
will want to adjust this approach. For instance, in
many network-based businesses, New York City is
a highly valued outlet for customers. Because of
higher overhead and labor costs, the New York ser-
vice outlets’ profit levels will appear to be lower
than those of the rest of the network if managers
calculate profitability only by splitting average
shipment profits evenly among outlets. Managers
must, however, be cautious in making allowances
for higher-cost outlets. They make sense only when
the outlet’s existence translates directly into higher
prices on routes involving that particular outlet.
Otherwise, cross-subsidies can sap profitability
levels across the network.

Finally, zone players and zero-concentration
players need to remember the importance of the
perception of ubiquity. For these two strategies,
there is value in being perceived as “the carrier that
goes everywhere.” As that value is not attached to
any particular outlet, decisions about opening or
closing individual outlets are best made in light of
judgments about the cumulative effect of closing
any number of outlets on the network’s perceived
ubiquity. As this brief discussion shows, analyzing
outlet economics can be a complex challenge. But it
needs to be done well if the network is to be man-
aged successfully.

Who Should Connect to Whom

Many network-based businesses allow rivals to use
their networks. Local telephone companies give
access to long-distance and cellular providers, rail-
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roads accept cargo from one another, and airlines
interconnect through partnerships, reservation sys-
tems, and common airport terminals. Most mail
carriers and several of the largest package-shipping
companies, however, have refused to connect with
other players in their territory. Banks have inter-

The U.S. airline industry made
effective use of zones in the 1980s
when carriers concentrated on

particular regional hubs.

connected their ATM networks but not their core
branch networks.

In cases where an established network was for-
merly a monopoly, regulators have usually man-
dated interconnection. This has recently happened
in telephony in the United States, and it is about to
begin for electricity and natural gas retailers. But in
other industries, companies can choose whether
to participate in these arrangements.

In zero-concentration networks, or within a
single zone, smaller players should generally favor
banding together to compete against the dominant
provider. Consider retail banking in New York
City. In the late 1970s, Citibank - by far the biggest
presence —became the first to offer large numbers of
ATMs at its branches, providing 24-hour access to
banking services at most points in the city. Other
vanguard banks had previously installed a few
ATMs, but none was widespread. Citibank’s propri-
etary network gave it an enormous advantage. In re-
sponse, rivals with smaller ATM networks, led by
Chemical Bank, banded together over the next sev-
eral years to form the Plus network of ATMs.

Citibank initially declined to join Plus. But as
often happens in zone-network wars, the greater
combined numbers ‘of the small players over-
whelmed the large single player. Although Citi-
bank was the most convenient single bank, it could
not match the combined presence of the other
banks. That would have required placing a propri-
etary outlet almost everywhere anyone wanted to
do banking. The Plus network was the winner in
the battle for perceived ubiquity.

Interconnection of smaller players can narrow or
even eliminate the convenience gap between com-
panies that approach ubiquity in a network and
those that fall short. Given that interconnection
disproportionately benefits small networks, large
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incumbents can sometimes demand that small net-
works pay the entire price of interconnection—in-
stead of agreeing to “symmetrical pricing,” where-
by the owner of the network in which a transaction
originates pays the owner of the network in which
it terminates regardless of which network is bigger.
For example, cellular networks pay the local tele-
phone company whenever a call is placed between a
cell phone and a land line, regardless of which in-
strument placed the call. By contrast, symmetrical
pricing results in a net payment of zero if a typical

General managers assigned to a
particular type of business unit
need to have skills that fit their

specific network strategy.

customer receives as many transactions as he or she
makes. That’s often true for telephony, although
not for other networks, such as railroads.

Organizational Considerations

Recognizing the underlying usage patterns that dic-
tate network strategy is a challenging task, requir-
ing that managers closely monitor customers.
Companies can facilitate this process by aligning
their organizational structure to match the eco-
nomics of their network. That is, however, easier
said than done. In many companies, managers are
so wedded to an existing geographic arrangement
that they may devote more energy to preserving the
integrity of their own turf than to analyzing
whether their business unit should merge with an
adjoining area or be split in half. If the boundaries of
their traditional business unit are considered im-
mutable, managers won’t be able to put the requi-
site systems in place to trace customer usage pat-
terns across multiple business units.

Why do companies so frequently make this mis-
take? Often senior managers presume that general
managers can cover only a certain extent of any ge-
ographic territory or a certain number of outlets. As
aresult, they tend to divide territory evenly, regard-
less of their customers’ behavior. Or they may nev-
er have realized that a single geographic area can
encompass many zones and lanes, so they may not
assign enough managers to these high-usage areas.
Finally, management frequently remains loyal to a
retail mind-set that treats each outlet separately in
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profit-and-loss analyses. These organizational pre-
sumptions and structures tend to inhibit discovery
of the company’s natural business units.

The key is to organize around the natural busi-
ness unit and make profit-and-loss assessments
only at that level. If a company is pursuing a strategy
appropriate for zero concentration, the natural
business unit is the entire network. For those going
after concentrated usage patterns, the unit would
be either the zone or the lane. A company can target
different usage patterns within the same network,
but to do so effectively, each targeted
pattern needs to have its own busi-
ness unit, just as Delta treats its
shuttle separately or a railroad might
create a different department for its
unit trains.

A single general manager needs to
run an entire business unit, what-
ever shape it may assume. One man-
ager could run two business units —if
he or she managed them separately.
But two managers cannot effectively run one busi-
ness unit. And a crazy quilt of managers whose ter-
ritories are incongruent with business-unit bound-
aries is an absolute barrier to strategic progress.
That situation is unlikely to arise if the business
units align with the network, but it’s all too com-
mon when the units cover geographic regions not
related to the way the network is used. This guide-
line means that different managers may manage
different numbers of outlets. That’s fine.

Furthermore, general managers assigned to a par-
ticular type of business unit need to have skills that
fit their specific network strategy. General man-
agers who have moved from one type of network to
another will need time and training to develop the
appropriate managerial skills. On one hand, man-
agers of zones need to focus on matching network
resources to usage patterns and on monitoring
them closely for changes. Marketing efforts usually
take the form of large-scale broadcast initiatives.
Lane managers, on the other hand, are spared much
of the headache of network management but gener-
ally have to keep a sharp eye on their costs. They
also need to mount a much more targeted market-
ing effort to pursue aggressively the most attractive
customers. Because the loss of just a few customers
can devastate a lane competitor, these managers
need to cultivate close enough relationships with
customers to ensure satisfaction with their price
and service levels.

In a typical nonnetworked business, assets are
usually dedicated to individual business units. In
contrast, resources for network-based business are

HARVARD BUSINESS REVIEW January-February 1998




THE COMPETITIVE DYNAMICS OF NETWORK-BASED BUSINESSES

often shared across business-unit lines. For in-
stance, in railroads, the cars and locomotives can
be shifted from zone to zone. Managers of even a
largely separate lane unit, such as an airline shuttle
or a unit train, have to acknowledge the value of
sharing some resources with other parts of the busi-
ness and manage appropriately. Usually, it is best to
establish separate departments for those shared
resources and use transfer pricing to charge back
the business-unit users for services provided.
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Despite their many differences, network-based
businesses share several features and a common
underlying economic structure. Information tech-
nology is now making it easier to discover the dif-
ferent usage patterns at the base of these networks.
Those who don’t spot these patterns and under-
stand their strategic implications will find them-
selves on the losing end of the network battle. @
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