
 

What is really eating Apple – and why Steve
Jobs would not be doing a lot better
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Apple has started the new year by disappointing investors with its first
profit warning in 17 years. The company said that poor sales of its latest
range of iPhones has helped to weaken its first financial quarter
(September to December 2018). Apple now expects revenues of US$84
billion (£66 billion) with a gross profit margin of 38%, having initially
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expected between US$89 billion and US$93 billion. In the same quarter
last year, Apple brought in US$88.3 billion on a gross margin of 42%.

This revision caused the company's stock to drop 10% to its lowest level
in 21 months. It is time to find culprits, and I will not be surprised to see
headlines like, "Tim Cook is not up to the Job(s)" or: "Seven years after
Jobs' death, Apple is starting to rot." We mustn't believe them, however.

The reason why is explained in The Halo Effect, which was published by
my colleague Phil Rosenzweig in 2007 – in my opinion one of the most
important books in the history of management. Phil argues that
perceptions of performance contaminate the assessments that we make
about managers and leaders. He uses several examples, from Lego to
Cisco to ABB, to show that a leader's skills do not affect a company's
performance in a significant way.

When a company performs well, we tend to evaluate its leader in way
that is too positive. This induces us to attribute stellar performance to
certain leadership skills. So, in the case of Steve Jobs, many will eulogise
his visionary perfectionism, and the great risks he took in reinventing
consumer electronics categories. Yet the evidence doesn't back this up.

The dirty truth

The one academic paper that has done a decent (econometric) job of
identifying and quantifying the effect of individual leadership in
corporate performance is this one from 2003. The two professors,
Marianne Bertrand and Antoinette Schoar, from University of Chicago
and MIT respectively, calculated that individual chief executives only
contribute to between 2% and 4% of a company's total performance.

In other words, if Apple's profit margin is 38%, Tim Cook would be able
to add or detract 1.5% at most. The same is true in reverse of Steve Jobs'
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achievements during his two periods at the helm (1976-85 and
1997-2011). We can't attribute Apple's once skyrocketing stock to his
tenure because we don't know what the alternative best-case scenario
would have been.

In my view, Apple's problems are primarily caused by external events.
Cook explains in his recent letter that, with the exception of the services
business – which includes the App Store and iTunes and accounted for
14% of revenues in financial 2018 – all the other Apple businesses will
be "constrained". This means Macs, iPads, iWatches but most
importantly iPhones, which accounted for 62.7% of total Apple revenues
in 2018, compared to 63.4% in 2016.

What is causing this constraint? The increasing competition from
Chinese manufacturers such as Huawei and Xiaomi – but also from
Google, LG and Samsung – has eroded the once dominant position of
Apple in the smartphone market. Competition has been particularly
damaging in emerging markets, which Cook is blaming on a strong
dollar and weaker macroeconomic conditions – as opposed to any faulty
Apple strategy in this part of the world.

With respect to markets where the iPhone has enjoyed a more dominant
position – especially the US – Apple recognises that customers don't
replace their devices as often as they used to. A recent report by
BayStreet Research estimated that, while the average user upgraded her
iPhone every 24 months as recently as 2015, by the last quarter of 2018
this holding period had jumped to 36 months.

This is due to fewer carrier subsidies, according to Apple – but also, in
my opinion, to the fact that the new devices do not have much more to
offer. I use an iPhone 7, which I bought in 2016, and I am honestly not
inclined to spend US$1,000 for I-am-not-sure-which new features on a
newer version. I already get much more from my current device than I
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need.

Apple's problem

It worries me that Apple is a single-product company. Among its other
revenues, iPad sales are one-tenth of iPhone sales eight years after
tablets were launched. By comparison, Samsung mobile phone sales only
represent 36.6% of its total revenues. Wearables by Apple are not taking
off either – and the company is not monetising its platform business by
selling customer data to the same extent as digital rivals such as Google,
Amazon and Facebook.

As I argued in an article in The Conversation a few weeks ago, the
decline in Apple stock in recent months, down 37% since August 2018,
reflects a change in market perception about the company's ability to
grow. Apple is no longer seen as a growth stock, but rather a dividend-
paying, profitable company whose value is less based on a bright future
than what is currently being delivered to its shareholders. The new
financials confirm this view.

Apple share price, 2010-19

As Phil Rosenzweig explains in his book, Apple's story is not a new one.
Today we blame the current Apple management's over-dependence on a
single product for the problems with investors. Cook and his team will
respond by diversifying through acquisitions, or betting more heavily on
new territories, or even staying put with its current product offerings.

Whether this works or fails, the management's style of leadership will
probably be disproportionately praised or criticised. It is always easy for
analysts to be wise in hindsight. But the reality is that even the world's
biggest businesses are more vulnerable to external forces than we like to
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think. However the leadership reacts and whoever is at the helm, the
effect is actually quite limited.

This article is republished from The Conversation under a Creative
Commons license. Read the original article.
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