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You don’t need to be a techie to be a productive board member for a technology company.   We don’t exactly look at chip designs and debate logic layout at our meetings.   That’s not what we do.   Certainly, we have product businesses and we review our product strategy.   We review our patent progress.   And this is a savvy group of folks [Dell’s Board of Directors] who understand those kinds of things and can be involved in that.   But ours is not a business where we are tremendously invention-driven.   We have a direct business model that is more about customer relationships and the process.

-Michael Dell, CEO and founder (summer 1999)
 


Dell Computer Corporation based out of Round Rock, Texas is the world’s leading direct computer systems company.   They design, develop, manufacture, market, service and support a wide range of computer systems, including desktop computers, notebooks computers, network servers, workstations, and storage products.   Dell also markets a variety of peripherals and software for other manufacturers.   


Dell recently achieved a major step in reaching their ultimate goal of obtaining the top spot internationally among PC makers.   As of October 25, 1999 figures from Dataquest and IDC showed that Dell passed Compaq as the #1 PC retailer in the U.S., while Compaq still remained the worldwide leader.   The race progresses as Dell continues to sell more computers than the market average and Compaq’s growth rates decline from once growing at twice the rate of the market to now only growing as fast as the market as a whole.   Dell’s unprecedented growth can also be seen in the annual sales and earnings increases of more than 40% for the past four years as well as delivering annual revenue growth of 59% in 1998 and 48% in 1999, figures that have surpassed that of the industry as well as the market (see Exhibit 1).  


Their success has also built Dell's status as the only FORTUNE 500 company with annual sales and earnings increases of more than 40% for the past four years.  With the addition of Dell to the Fortune 500 list in 1992, Michael Dell became the youngest CEO ever to earn this ranking, and their ranking has risen to #78 since then.  They have also been recognized in Fortune Magazine since 1995 on the list of “Most Admired Companies”, ranking fourth in 1999.  On top of that, Business Week magazine named Dell as the "Best Performing Information Technology Company" in the world.  Dell was also the top-performing stock among the Standard & Poor's 500 and Nasdaq 100 in 1996 and 1997, and represented the top-performing U.S. stock on the Dow Jones World Stock Index. The value of Dell's stock had risen more than 69,000% over the past decade, and in 1999, The Wall Street Journal named Dell Computer No. 1 in total return to investors over the past three, five and ten years.
   


Since the company was founded in 1984 by Michael Dell, it has operated under the simple business concept: by selling personal computer systems directly to customers, Dell could most efficiently understand the computing needs of the customers, and provide the most effective solutions to meet those needs.  Dell’s "direct model" offers personal relationships with corporate and institutional customers, as well purchasing via telephone and Internet; build-to-order computer systems; telephone and on-line technical support and next-day, on-site product service.  Dell sells their products and services to government and large corporations, which make up 70% of their sales, as well as to medical and education customers, small-to-medium businesses and individuals.  
 

Company Background


Michael Dell grew up in Houston, Texas where his life as an entrepreneur began at a very young age.   At the age of thirteen, equipped with a reseller’s license and the ability to type with one finger, he conducted a nationwide mail-order stamp trading business for a net profit of $2,000.   At 16 he sold newspaper subscriptions, which enabled him to purchase his first BMW at the age of 17.   By the time he entered college in 1983, the business bug had already bitten him and he had his sights set on making the big bucks.   He entered the University of Texas at Austin as a student of biology, but quickly saw a major business opportunity that led him to start a business out of his dorm room selling RAM chips and disk drives for IBM PCs.   He had found some local computer dealers that were receiving more IBM PCs than they could handle due to IBM’s requirement for them to buy large monthly quotas, which usually exceeded the demand.    So Dell showed up at their back doors offering to buy the surplus stock at cost.   He added a few extra features to each model and resold his stock through newspapers and computer magazines at a 10%-15% discount off the retail price.   By the spring semester of his freshman year, he was selling nearly $80,000 a month, enough to convince him to drop out of college.  


Then on May 3, 1984, with $1,000 in savings, he formed Dell Computer Corporation, opened an office, and expanded his product line.   He began building and selling his own IBM duplicates under the brand name PC’s Limited.   At that time most manufacturers were selling their computers through retail outlets, but Dell’s unprecedented idea took another route: bypass the middlemen who adds little value to the products, and sell custom-built PCs directly to end users.   This allowed him to do away with the retail mark up and enabled him to sell his PCs at about 40% of IBM’s retail price.   In 1987 it added an international sales office.   In 1988, the year Dell went public; they began to sell to government agencies and added a sales force to serve larger customers.


The company stumbled in 1990 when it reported a 64% drop in profits even though sales were growing.   This was attributed to the fact that costs were rising primarily due to and their efforts to design a PC using proprietary components and RISC (reduced instruction set computer) chips, as well as their warehouses being oversupplied.   This was a close call for Dell, and they learned a lesson about the dangers of growth at all costs.  Dell was able to turn itself around within a year by reducing their inventory levels and introducing eight new products.   Despite their direct business plan, they tested out the retail arena for a short time by letting Soft Warehouse Superstores (what is now CompUSA) and the office supply chain, Staples, sell its PCs at mail-order prices.   This only lasted for three years when Dell decided to pull its computers from retail stores and refocus on its mail-order origins.   At this time they also decided to introduce a line of servers in order to offset their troubled notebook computer line.   


Also in 1990, Dell began to expand their international scope by establishing their first international office in Limerick, Ireland.   Since then Dell has expanded and opened international subsidiaries in 33 countries around the world, and its 29,300 employees serve customers in over 170 countries and territories.   In 1995 Dell started offering notebook computers using Intel Pentium chips.   Then in 1999, the company began selling a $999 PC despite a history of shunning low-cost markets.   In that year Dell made its first acquisition by announcing that it would buy ConvergeNet Technologies, a maker of storage area network equipment based in California, in a $340 million deal.   For a more in depth view of Dell’s timeline of events, see Exhibit 2.  
  

Industry Background


The personal computer market is a huge and dynamic industry that is quite possibly the fastest paced industry in the world.   Due to the different levels of organization, it I difficult to classify the industry as a whole, however, the existence of a few small firms controlling the market puts the personal computer market in the category of competitive monopoly.   There are hundreds, if not more, firms involved in a market that extends from the electronic components used in PCs to the thousands of software titles that make otherwise useless silicon wafers execute miracles to the armies of service workers trying to maintain existing systems.   Working independently from each other, these firms provide the user with a completed product that was unthinkable 20 years ago.   With the many firms competing in the industry, there are only a few dozen that are constantly acknowledged as major players, and of those only a handful successfully influence the direction of the market.
  


The personal computer industry is basically segmented into three categories.   The first being the producers and developers of the microprocessors that serve as the single most important component of a PC.   There are only a few firms that produce these chips, but the most recognized dominator in the market is Intel Corporation.   Since the early 1980’s, Intel-powered computers have become fixtures in both networked corporations and, to a lesser extent, in homes.   In recent years, some of Intel’s once monopolized market share has gone to their two closest competitors, Advanced Micro Devices, Inc (AMD) and Cyrix Corporation.   Even though neither is big enough to dominate the market, they have enough share in the market to keep Intel from having full price control.


 The second category of the PC industry is the operating systems vendors.   The operating systems are basically the programs that run the PC hardware.   Without the operating system, PCs are just a useless bunch of silicon wafers and electronic chips.    Originally, the utilitarian operating system, DOS (Disk Operating System) was established, but was too technical and inaccessible to the general public.   Therefore, Apple Computer Incorporated introduced its user-friendly Macintosh operating system, but in an effort to keep profits to themselves, they refused to license the rights for other companies to design and manufacture Macintosh compatible hardware.   This enabled Microsoft Corporation to capitalize on the past mistakes of the DOS and Macintosh systems, introducing their Windows operating system.   By making Windows widely accessible to hardware manufacturers, Microsoft has successfully won a large majority of the market share and has become the industry standard.


The third and most visible sector of the PC industry are the marketers and vendors of the finished PC product.   The top contenders in this category are Compaq, Dell, Gateway, IBM, and Hewlett-Packard all of which are trying to get ahead off their competitors by successfully differentiating themselves.   In the beginning, personal computer dealers would sell their machines through computer hobby shops and specialty stores to customers with as much interest in computers as the dealer himself.   However, the dramatic changes set forth in the personal computer industry has led to an industry wide transformation.   


You can now find PCs in any home appliance store, electronics goods store, and specialty computer superstores like CompUSA or Computer City.   The most recent shift, of which Dell has pioneered, is the ability of consumers to purchase PCs over the telephone and Internet.   This began with the major growth in direct mail-order marketers trying to save both the manufacturer and consumer the cost of expensive store space.   Today, analysts expect this segment of the PC industry to grow 15% year on year, driven by strong demand for sub-$1,000 computers.   With the average price of PC’s dropping from $1,600 in 1997 to $950 in 1999, the home consumer market has grown tremendously, with an expected U.S. home PC penetration of 50% of households.  Direct buyers are also increasing, today accounting for over one third of the PC business, up from 15% eight years ago.  Shipments of PCs of both the business and home markets are expected to increase substantially in the next few years, especially in North America, Asia, and Western Europe (see Exhibit 3).


Direct Business Model


 From the beginning, Michael Dell has envisioned a new virtual retailing model of “inventoryless retailing” in the personal computer industry, which has proven to be a winning formula
. Dell’s business strategy is based on its direct business model of delivering a superior customer experience through direct, inclusive customer relationships, cooperative research and development with technology partners, custom made computer systems built to customer specifications and service and support programs tailored to customer needs.  Dell believes that the direct model provides it with several clear competitive advantages.  First of all, the model eliminates the need to support a widespread network of wholesale and retail dealers, which allows them to avoid dealer mark-ups; avoids the higher inventory costs associated with the wholesale/retail channel and the competition for retail shelf space; and diminishes the high risk of obsolescence associated with products in a rapidly changing technological market.   Secondly, the direct model allows them to maintain, observe and update a customer database that can be used to influence future product offerings and post-sale service and support programs.  This direct approach combined with Dell’s cost-effective procurement, manufacturing and distribution processes, allows them to bring relevant technology to its customers faster and more competitively priced than many of its competitors.

Tom Merideth, Dell’s Chief Financial Officer talks about their strategy in the following manner: “Michael Porter said that strategy is not just having operational efficiency; it is having proprietary differentiation. In Dell's case, we like to say that the direct model is easy to understand but hard to replicate. Our competitors don't understand that it's not the parts that make the model successful-it's the activity. Let me explain what I mean.  One of the underpinnings of the Dell direct model is supply-chain management. You've heard the phrase "compression of time is value." Speed kills your competition. The direct model facilitates faster asset-management velocity across the board; whether it's inventory or cash diversion, the model operationalizes speed as a construct. More volume is brought to market at better price points faster. The Internet enables us-and other companies-to accelerate the pace. That's the value on the supply-chain side.  Many of our competitors in the indirect channel have focused on the velocity part of our model, but they have ignored an equally important part of the model, which is that touch is as important as velocity. The Internet allows us not only to continue our drive to maintain relationships directly with customers, but to be even more intimate. We can personalize products for them based on their individual home pages or on over 19,000 corporate Premier Pages. The Internet lets customers configure the product online, order online, check the status of their order online, and get support and upgrade service online. We even enable them to list their product at an auction and dispose of it online. That's touch. And that's the kind of customer experience that builds long-lasting relationships.”
 

The Role of Electronic Commerce

“The Internet is an interesting thing because it connects people who provide products and services more closely with their customers.”

-Michael Dell, CEO

Michael Porter in his five forces model preaches that competitive advantage is one of the golden aspirations every successful company aims to achieve.  Dell has used the Web as one of its primary advantages over their competitors.  They have used proprietary differentiation as the basis behind turning their undeveloped vision into a winning strategy.  In today’s world, the Internet is a force of continuous change and has impacted not only the way companies conduct business, but has transformed entire industries.  In many ways, the Internet has posed as a disruptive technology.  In order for companies to ensure future success, they must embrace the online technology, or they will be run over by the fast paced race that the Internet has produced.  Dell began as a direct mail-order seller of computers, but as they saw a tremendous opportunity to expand their business on the Web, they had to destroy their old business model and transform it into something new.  To see Michael Dell’s tips for being a successful e-business, see Exhibit 4. 

Dell’s CFO, Tom Merideth talks about their transformation into a Web-based company and the integration of technology to grow their company.  “We created a group that hired IT professionals from outside the company. They reported to a general manager whose responsibility was to create online sales. They were entitled-in fact, authorized-to compete head-to-head with our existing infrastructure, which made life very interesting. One of the interesting moments was when the existing sales force realized that their lives were going to change because the commission structure on a Web sale is different from commissions on a telephonic or feet-on-the-street sale. A telephone or face-to-face sale requires a working vendor. Web sales have no sales person; a Web sale is just order-taking. In Dell's case, what accounted in part for our success in e-commerce was reassuring existing sales teams that we were not going to do away with their jobs; over time, we just wouldn't add as many sales makers as we would without the Web. Initially, we still paid commissions on Web sales because we didn't want our salespeople to feel overly threatened by change. Then we showed them that the Web was an enabling technology that would transform their lives, but not to their detriment. Fundamentally, we needed the technology to succeed, in order to build the company to scale.”

As a result of their innovative transformation, Dell sells more than $30 million per day on the Internet, accounting for 30% of their overall revenue.  Dell views the Internet as the most genuine and efficient form of their direct model, providing greater convenience and efficiency to customers as well as to Dell.  Their current target is to have more than 50% of their business online, which includes moving an even greater volume of sales transactions online, bringing service and support to the Internet, and expanding an already wide range of value-added services.  Meanwhile, the Internet is becoming more integrated into daily life.  Businesses are relying on the Internet for commerce and real-time information exchange.  Also, customers are going online to shop, bank and conduct personal communication via chat rooms and E-mail.  The Internet has been thoroughly integrated as an educational tool into grade schools, high schools, colleges, and universities.  Dell’s opportunity for growth lies in their ability to provide products and services that enable Internet access and enhance the online experience.

Just-in-Time Inventory System


Dell has set up a system of virtual integration that has other computer manufacturers very envious.  From their warehousing, supply-chain integration, and build-to-order manufacturing with quick customer satisfaction, give Dell the competitive edge in what has turned into a commodity business.  By building Web-based linkages with suppliers, they are able to efficiently manage order flow, provide real time data from their manufacturing plants, and implement just-in-time delivery.  Once the customer orders the product, the Internet allows the company to use their order entry and support tools and literally hand the product to the customer right away.  As of today, Dell inventories are measured in days, but they are hoping to soon measure them in hours. Lower inventories also allow the company to offer the latest technologies by not having inventory that goes to waste with the emergence of new innovations.


Dell’s relationship with their suppliers has played a key role in their success story.  They have found a way to get most suppliers to keep components warehoused within minutes from Dell’s factories in Austin, Penang, Malaysia, and Limerick, Ireland.  This has led them to reduce their number of suppliers from 204 in 1992, to only 47 today, all of whom have been willing to cooperate with their warehousing plan.  These suppliers manage their own inventories, while they run parts to Dell as needed.  The biggest advantage for Dell is that they don’t get billed for the components until they leave the supplier’s warehouse.  Dell doesn’t take these components until an order is placed, which saves them a lot of money because the prices of PC parts can fall rapidly in just a few months.  Unlike Compaq and IMB whose computers can sit on a dealer’s shelf for several months, Dell can order the parts right before assembly and have the newly built computer to the customer within the next two days.  By using this method, Dell figures that their parts, on average, are 60 days newer than those in an IMB or Compaq machine sold to the customer at the same time.  For suppliers that Dell shares with their competitors, like STB Systems Inc., a manufacturer of video graphics cards located near Dell’s plants, Dell has the advantage of receiving rush orders in just minutes, when it takes 12 to 18 hours to reach Compaq, and up to two days to get to IBM and Gateway.  Their higher-cost items like the main circuit board, take longer to get to the Dell factory because they use regional suppliers.  Before they switched to regional suppliers for these circuit boards, it used to take 22 days by boat from their single manufacturer to Dell, which forced them to buy in bulk.  Therefore, they have switched to three regional subcontractors who are able to have the circuit boards trucked from Mexico in 15 hours.
  

Then there is the issue of monitors.  In 1997, Dell stopped having the suppliers send monitors for their computers to the Dell warehouse.  Instead they came up with a plan that saved delivery time and money.  When a machine is ready to e shipped, Dell sends an E-mail message to a shipper, such as UPS, and has them pull a computer monitor from supplier stocks and schedules it to arrive on the same day as the PC.  This saves them $30 per monitor in freight costs.  All these improvements to their operations and handling of inventory has made their operating ratios much lower than that of their competitors, the industry and the market (see Exhibit 5). 

Dell’s Future


Despite what some market analysts predict with the slowing down of the PC industry growth, Michael Dell predicts his company to have phenomenal growth in the coming years.  He feels that in the years ahead, people won’t think anything of their telephones, cars and pagers being connected to the Internet.  But the PC will play an even greater role in connecting these devices.  By these devices being connected to the Internet, more people are going to rely on their PCs, just as Web TV is doing now.  Dell believes that companies will continue to replace their PCs every three years as new technologies are introduced.  Also, as high-speed broadband Internet access grows, consumers will be more compelled to purchase their first computer.  Michael Dell states, “Broadband access will accelerate the flow of information, giving Dell more opportunities to add value, Dell says. The technology can be a tool that lets Dell become a broker of marketplace information, able to streamline communication between customers and suppliers”.
  Dell also sees a golden opportunity of offering broadband-enhanced multimedia to adjust Dell’s online propose.  

Michael Dell is currently pushing his “e-service” idea to the next level: computers that can automatically diagnose its problems and notify a service rep over the Web.  Dell’s current network server is moving fast into the $10 billion server business, but will need to push harder in the upcoming years to keep gaining ground on Compaq, who is wrapping more network products and advanced support services around its machines to give their buyers a secure feeling.  But you can rest assure that Dell is not going anywhere but up in the coming years, and they will continue to be the company to watch.

Exhibit 1

Comparison Growth Rates

Growth Rates
Company
Industry1
Market2
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12-Month Revenue Growth
40.6%
28.9%
14.0%
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12-Month Net Income Growth
25.4%
--
10.7%
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12-Month EPS Growth
31.9%
--
5.5%
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12-Month Dividend Growth
--
50.0%
12.5%
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36-Month Revenue Growth
43.0%
22.3%
7.3%
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36-Month Net Income Growth
47.8%
--
6.8%
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36-Month EPS Growth
51.6%
--
(5.1%)
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36-Month Dividend Growth
--



EXHIBIT 2

Dell Computer Timeline
1984 
Michael Dell founds Dell Computer Corporation 

1985 
Company introduces the first PC of its own design: the Turbo, featuring Intel 8088 processor running at eight megahertz 

1987 
Dell is first PC company to offer next-day, on-site product service 


International expansion begins with opening of subsidiary in United Kingdom 

1988 
To better meet unique customer needs, Dell begins to organize business around distinct customer segments 


Dell conducts initial public offering of company stock, 3.5 million shares at $8.50 each 

1990 
Manufacturing center in Limerick, Ireland, opened to serve European, Middle Eastern and African markets 

1991 
Company introduces its first notebook PC                                                                                            


Dell is reportedly the first PC manufacturer to offer free installation of software applications as a standard service option

1992 
Dell included for first time among Fortune 500 roster of world's largest companies 

1993 
Dell joins ranks of the top-five PC makers worldwide 


Subsidiaries in Australia and Japan are company's first entries into Asia-Pacific region 

1994
Dell introduces the Dell Latitude, the first notebook computer to offer coast-to-coast battery life. 

1995 
Original $8.50 shares of Dell stock worth $100 on pre-split basis 

1996 
Asia-Pacific manufacturing center opened in Penang, Malaysia 


Customers begin buying Dell computers via Internet at www.dell.com 


Dell begins major push into network-server market 


Company added to Standard & Poor's 500 stock index 

1997 
Company sales via Internet reach $1 million per day 


Dell ships its 10-millionth computer system 


Per-share value of common stock reaches $1,000 on presplit basis 


Dell introduces its first workstation systems 

1998
Dell focuses on providing the best Customer Experience in the industry, launchinga worldwide internal campaign


Company expands manufacturing facilities in the Americas and Europe, and opens production and customer center in Xiamen, China 


Dell introduces PowerVault storage products 

1999
Fortune Magazine names Dell the fourth most admired U.S. company (March 1, 1999)


Sales via Internet reach $35 million per day 


Dell expands Americas operations to Nashville, Tennessee 


Dell opens manufacturing facility in Eldorado do Sul, Brazil, to serve Latin America 


Company introduces Dellnet, an Internet access service for Dell customers
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EXHIBIT 3

EXHIBIT 4

Michael Dell offers seven tips of doing business over the Web from his company’s experience:

1. Show your sales force that the Internet is a friend and not something to take jobs away. 

2. Don't just try to digitise paper: on-line configuration and diagnostic tools are better than static ones. 

3. At the same time, don't expect your customers to be trained: they will range from first timers to specialists. By the same token, ensure your site is intuitive, so that users won't require training. 

4. Develop a Web channel strategy: this is a key part of the overall business framework. 

5. Ensure that all your processes are on-line, to force everyone in the company - especially the sales force - to go on-line. 

6. Do experimental one-off page building for special-case customers when necessary, but aim to make the effort scaleable as soon as you can. 

7. I regularly look at developments outside the PC industry. I ask how easy is it to find a book in amazon.com, the on-line bookseller. If we make our site harder for our customers to deal with than Disney or Federal Express, we haven't given them service.

From: The Computer Bulletin The Bulletin Review

“Michael Dell”; March, 1999

http://www.bcs.org.uk/publicat/ebull/mar99/intervie.htm
EXHIBIT 5
















Operating and Profitability Ratios
Dell
Industry
Market

Days of Sales Outstanding
36.92
48.94
48.01

Inventory Turnover
53.7
21.5
8

Days Cost of Goods Sold in Inventory
7
17
45

Asset Turnover
3.3
2.1
0.5

Net Receivables Turnover Flow
11.2
7.8
8.2

Return on Assets 
19.0%
8.9%
2.7%

Return on Invested Capital
42.6%
17.2%
7.0%
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*  This case was prepared by K. Matthews, Babson College, as a basis for class discussion rather than to illustrate either effective or ineffective handling of administrative situations.  The case contains information current through November 17, 1999.
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