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Foreward
John Ashcroft

Welcome to this Apple case study.

| have always been something of a computer geek. My first computer
was a Commodore Pet in 1978. It had 8k of RAM and a cassette
player for storage. Programmed effectively, a two dimensional pencil
sketch of a rocket would take off and zoom off screen. Beyond that
and a few simple games, | don’t recall it did much at all.

My first experience of Apple was the Apple Il in the early 1980’s. The
combination of Apple and a Visicalc spreadsheet, greatly enhanced
financial and business plan modelling. Business models were more
easily produced and what-if simulations were available at the click of
a button. It was a great step up from the pencil and calculator.

Seven years ago, | abandoned Microsoft and converted entirely to
Apple. Apple Macs, MacBooks, MacBook Air, iPods, iTouch, the
iPhone and the iPad, | had to try them all and never looked back

This is the case study of Apple in the digital age. The great era of the iPod, the discovery of the digital
hub and Apple’s move into the mainstream consumer market with the iPod, the iPhone and the iPad. It
has many great examples for enthusiasts of marketing, leadership, organization, financial analysis and
strategic management.

The story begins almost ten years ago. In 2001, Apple sales fell by a third and the company reported an
operating loss of $350 million some 6% of sales. The company was thought by many to be in trouble. In
the same year the the iPod was launched, the concept of the digital hub emerged, sales have increased
from $5bn to $65bn in 2010 and profits have soared to $18 billion. In 2011 sales revenues will exceed
$110 billion. I hope you enjoy the case study.

John Ashcroft

Dr John Ashcroft PhD, Bsc(Econ) CBIM FRSA, is Chief Executive or pro.manchester, a director of
Marketing Manchester and a visiting professor at Manchester Metropolitan University Business School,
specialising in Economics and Corporate Strategy. Educated at the London School of Economics,
London Business School with a PhD in macro economics from Manchester Metropolitan University.
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1 Company Background
Apple Inc. and its wholly-owned subsidiaries design, manufacture, and market personal computers,

portable digital music players, and mobile communication devices and sell a variety of related software,
services, peripherals, and networking solutions.

2 Distribution and Market Segments

The Company sells its products worldwide through its online
stores, its retail stores, its direct sales force, and third-party
wholesalers, resellers, and value-added resellers. The
Company sells to consumer, small and mid-sized business,
education, enterprise, government, and creative customers.

3 Business Strategy

The Company is committed to bringing the best personal
computing, portable digital music and mobile communication
experience to consumers, students, educators, businesses,
and government agencies through its innovative hardware,
software, peripherals, services, and internet offerings. The
Company’s business strategy leverages its unique ability
to design and develop its own operating system, hardware,
application software, and services to provide its customers
new products and solutions with superior ease-of-use,
seamless integration, and innovative industrial design. The Company believes continual investment in
research and development is critical to the development and enhancement of innovative products and
technologies.

4 The Digital Hub

In addition to evolving its personal computers and related solutions, the Company continues to capitalize
on the convergence of the personal computer, digital consumer electronics and mobile communications
markets by creating and refining innovations, such as the iPad, the iPod, iPhone, iTunes Store, and
Apple TV®. The Company desires to support a community for the development of third-party products
that complement the Company’s offerings through its developer programs. The Company offers various
third-party software applications and hardware accessories for Mac® computers, iPods and iPhones
through its retail and online stores, as well as software applications for the iPhone platform through its
iTunes® App Store. The Company’s strategy also includes expanding its distribution network to effectively
reach more of its targeted customers and provide them with a high-quality sales and post-sales support
experience.

5 Market Segmentation

Atthe turn of the millenium, Apple identified four key market segments within the customer profile, Business,
Creative professionals, Education, and “high-end” consumers. Apple core product strengths were in the
areas of CAD, Computer Aided Design and DTP, Desk top Publishing. Apple and Quark Express were the
core products for a high number of publishing solutions including newspapers and magazines. In the year
2000, some 75% of sales were to the niche business and professional markets. By 2010, the situation had
reversed with approximately 70% of sales in consumer markets.
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6 Apple in 2001

2001 was a critical year for Apple Inc. The US economy was in recession with growth slowing, sales had
fallen from $ 8 billion in 2000 to $5.7 billion. Operating income had turned from a profit of $522 million to a
loss of $344 million. Sales in the USA and Europe had fallen by 30%, in Japan they had fallen by almost
50%. Gross margins were under pressure collapsing from 27% to 23%.

¢ — — B

Desk top sales had been hammered, unit sales of
the PowerMac had fallen by 35% and those of the
iMac by 45%. Desk Top revenues were down by
45% overall. Portable sales volumes were static and
revenues were down by 8%. Software service and
other revenues had fallen by 13%.

Power Mac Sales were down by 35%

The company was heavily dependent on the business and creative professional market. Over 76% of
sales were from the industrial and commercial sector. Consumer exposure was limited to the student /
education market at some 15% of revenues, the high end “advanced” consumer market, the AB premium

accounted for the balance.

The profit generating Power Mac was at the wrong
end of the product life cycle curve. The iMac was
dated. It had never really looked cool. The product
range needed a revamp or better still a new product
altogether.

Should Apple develop further into the consumer
market? An electronics consumer product? The
Newton and Pippin experience in the 1980’s was
not a good omen. Apple considered video cameras,
digital cameras and music. After analysis the
company chose music. Why music because as Jobs
explained, “we all love music”.

iMac Sales were down by 35%

a
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7 Launch of the iPod

“Music on the move” had been pioneered by Sony with the Walkman
and the Discman but the digital age beckoned. Consumers had music
stored on computers. Updating the collections online was possible
but the launch of Napster in 1999 and subsequent legal challenge
confused consumers about the legality of it all. Travelling with a large
music library was only possible with a box of CD favourites.

The MP3 player offered the technical solution to digital music on the
move. Hard drive players offered greater capacity up to 100 MB but at
a price. Data transfer was slow and early products were difficult to use
and poorly designed. The chip for the players had been developed
in 1997 but take up of the product was shunned by the major
manufacturers. Early players in the market were Saehan, Pontis and
Diamond Rio. In 1999, some 23 other companies launched into the
MP3 market. With the exception of Sony, Samsung and Thompson/
RCA, all were small and medium-sized entrepreneurial firms and
industry new comers, many relying on sales through the internet.

“Apple had wanted to tap into the market for consumer
digital devices.Digital cameras and camcorders were very
competitive.They would be unlikely to crack the market”

Digital music players were large and bulky. Apple design

could improve the product offer in a fragmented market

é R
By the year 2000, the US market was valued at $80 million rising by Ranakios \
25% to $100 million in 2001. Volumes had increased from 510,000 units
to over 700,000 units. The market was fragmented with as many as 50
manufacturers largely dependent on internet sales. The largest market
shares were held by Diamond Rio and Pontis but both were financially
vulnerable. [Pontis ceased production in 2002 and Diamond Rio filed
for bankruptcy in the following year.] The large industry manufacturers
such as Sony, Samsung and Thomson RCA were not big players. No
one had found the “recipe”.
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Say Hello to iPod

Say Goodbye to your hardrive s, %

. . . ™
Key success factors in the market were identified as design, size, capacity, battery life, software and At time of launch the mo§t expensive MP3 players V\_”th f { "|
download facility. The Diamond Rio PMP 300 MP3 player had a capacity of 32 MB with an additional flash memory were selling for around $249. The Rio A J
storage slot capacity. Retailing for $200 it had the capacity to play 12 songs and an approximate 10 hour 600 with 64MB of flash memory retailed at $199. Apple o
battery life. The product was not without design flaws and vulnerable to performance problems. tended to follow a premium price entry model. Initial ‘.
sales volumes and supply chain could be tested before ) —
For Apple, the KSF mantra was outlined annually in the Annual Report. The market was attractive in terms adjustment. : '
of size and growth potential. The market was fragmented, without major players, relative market and
financial strengths could be brought into play. Tony Fadell, a former employee of Phillips had ideas for a
brand new MP3 player. Smaller in size, with large capacity, hard drive based, with a down load content
access and delivery system to legally obtain music. In April 2003, the iTunes Music Store opened. Access to music and downloads became even easier. A
unique blend of hardware, software and content availability. Apple's iPod has experienced phenomenal
Apple seized the opportunity to hire Fadell. He was given a budget and a development team and a one growth since its 2001 unveiling. Like the Mac, the iPod largely created a new market rather than displacing
year to market timetable. Apple developed all three components in house, the music store, the player and an existing one. In 2002, Apple had 33% of the hard drive market. A year later, it had 64% of that market.
the software on the computer. They all worked together seamlessly. Steve Jobs had a very much hands Apple more than doubled its sales, while the rest of the market failed to grow at all.
on experience with the product design team at every stage.
Key Success Factors In 2004, Apple had 82% of the hard Apple iPod Sales 000s
drive market with sales of 2 million in | =™
In the Annual Report 10-K in 2001, the winter quarter. Other com -
Apple outlined the key factors in the computers: petitors were selling less than a half
Relative Price / Performance million units combined. Apple wasn't | ==
Product Quality eating into other players' sales, it was
Reliability greatly expanding the entire market | “**
Design Innovation for hard drive audio players. —
Software Availability
Product Features 18,800
Marketing and Distribution Capacity i
Service and Support L Fil
A o A i el e P e el R Hs pisrk
Availability of peripherals
Corporate reputation
Internet Connectivity By 2008, Apple was selling over P . :
Constant Development 50 million units a year worldwide,
Smaller devices with a dominant 75% of the US ok - T - . — W —==g
Simpler devices market. The iTunes Music Store row -— —
Less expensive devices accounts for 87 percent of all legal conl 8 5 L B 4
digital music sales in the USA. >
The success of the iPod has had "“: = —11
a significant knock on effect with Y L
the Apple core business as more yam 4 - )
The first iPod was launched with a 5 GB Toshiba hard drive, a capacity for 1000 tunes and a price tag of consumers have experience of the e ' L | AETNER. B ST
$399 in October 2001 later followed by a 10 GB version. The product was launched in Europe one month great Apple product line. By 2011, J
later, “1000 tunes in your pocket”. It was so cool. the company has sold over 300 o
million units S —— TR AR B
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8 Here Comes the Zune

Not all had been confident of the iPod success. In 2005, Bill Gates predicted that Apple's success in
entertainment electronics and in the music business would not last. Apple had opted for a closed system
using its own hardware and software. “I think you can draw parallels here with the computer: here, too,
Apple was at first in an extremely strong position with its Macintosh and graphic possibilities -- as with iPod
today -- and then let it’s position slip.” Gates said in a newspaper interview in May.

Apple had anticipated a Microsoft reaction and in 2006, five years after the appearance of the iPod,
Microsoft launched the Zune in November just in time for Christmas. The Zune had 30 GB of memory and
was priced at $299. It had a 3” screen and a built in FM radio.

The initial launch went well. Zune was off to a quick start, grabbing 9 percent of the U.S. digital music player
market in its first week of sales, taking the number two spot from SanDisk. Microsoft was adept at dealer
loading but the gains were not held. By 2008 the brand had claimed just a 4% share of the market. Gains
had been made at the expense of Creative and iRiver but the core Apple business remained undamaged.

“Its great for workouts because digital
music doesn’t skip. and my entire music
library is strapped to my body”

“T used to carry a separate case with 50
or more CDs when I traveled,” says Todd
Gray, an art professor at California State
University-Long Beach.”

10

9 Brand Development and Product Extension

Apple had always relied on a programme of constant improvement in the product offer. Smaller, simpler,
more features, less expensive, constantly challenging the parameters of the key success factors. By 2006
the iPod was into a fifth generation and the family had extended kinship with the appearance of the iPod
shuffle and the iPod Nano. In 2007, the iPod Touch appeared. The product offer was to swamp the market
map in terms of price segmentation and capacity.

The Nano was a flash based product released in January 2005 costing $99 for a 512MB version. The
solid state Nano appeared in February, available in 2GB and 4GB versions. In October 2005, the fifth
generation iPod appeared available in 30GB and 60GB with video play capacity. An 80 GB version was to
follow. The Shuffle appeared around the same time. Apple introduced two versions of the "iPod shuffle,"
priced at just $99 or $149, and respectively holding about 120 and 240 songs based on 512MB an 1 GB
of memory.

é _ _ )
Design ethos - from out to in.
(. : o . :
- Mo Papeg - Engineering is reversed into design. Apple employees talk
Sotis about “deep collaboration” or cross-pollination” or “concurrent
:::‘:’“"' engineering”. Products don’t pass from team to team. They are not
Owmmens Doy discrete sequential development stages. It is simultaneous and
e R organic. Products are worked on in parallel by all departments at
3 "o once in endless rounds of inter discipline design review meetings.”
=
¥
.-_ ﬁ’
\ J
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Based on flash memory, the new player was aimed at a low-end segment of the market that had been
untapped largely by Apple to date. By the time the Zune arrived, Apple had created and captured a new
market empire, defended by a product range extended in price, range and quality. From the $99 shuffle to
the top end video iPods with 80GB and video capability priced at $399, the array was extensive.

By 2009, the product offer was comprehensive but maybe lacking internet connectivity and mobile
connection. In 2007 it was time to introduce the iPhone. Microsoft would laugh at the product but the world
was ready to make the change.

4 A
e M v
Select yout iPod shuffie
iPod Family 2009
wa
170
Seiort ponr Sud Ll Se e your Pod wwh
lt.. -
- Y,
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10 Developments in Distribution

Before dealing with the launch of the iPhone, it is worth looking at the developments in distribution. Apple
launched the first Apple stores in May 2001 and by the end of the year, the company had 25 stores.
Like most manufacturers, Apple was dependent on the big retailers like Sears and Compuserve. In the
late 1990’s, Jobs had already started to cull retailers who were not doing a good job for the brand.

The manufacturer faced the classic dilemma of controlling product, sales and presentation at point of
sale. Share of dealer mind, stock and floor space was critical. Vertical integration into retail seemed the
logical solution. Combined with the online store and the iTunes store, own-retail would offer a solution to
the dilemma.

There already had been an agreement with
CompUSA to develop the Apple shop in shop
model whereby some 15% of the store would be
devoted to Apple products and merchandise. But
the sales failed to materialise. The shop in shops
were located at the rear of the store where footfall
and sales were lowest. Share of retailer mind was
not secured.

Apple Store, I

Jobs recruited retail experience from Gap and
Target. The mock up store was created in a
warehouse in Cupertino, Apple’s home base. Jobs
wanted to create a hands on experience, with demo
machines, tutorials and sample media projects. The
stores also included a Genius Bar were where Mac
users could get their Macs repaired or deal with
queries or just hang around. The Apple stores were
a success, combined with the launch of the iPod, the stores were able to replicate the “Apple” experience,
with workshops, youth programmes, one to one training, personal shopping and the “Genius Bar”.

d Mere phonca

By the Summer of 2009, there were 211 Apple stores in the USA, 45 in California alone. Internationally
there were 48 stores, 21 stores in the UK, 10 in Canada, 7 in Japan, 5 in Australia, 3 in Switzerland, 1 in
Italy and 1 in China. By 2011 there were over three hundred retail units including 29 in the UK and four
in China.

Retail sales have risen from $19 million in 2001 to $1 billion by 2004, to just under $10 billion in 2010
and are set to double in 2011. Own retail accounted for 10% of sales in 2003 and almost 20% of total
revenues by 2010/11.

Average revenue per store increased to $29.9 million in 2008, compared to $23.1 million in 2007 according
to the 2008 Annual Report. The Company has typically located its stores at high-traffic locations in quality
shopping malls and urban shopping districts. Sales per square foot average over $3,000 based on an
8,000 square foot model.

13
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11 Strategic Alliances

The development of the iPod reveals an interesting story of market alliances in the supply chain. According
to Electronics Design Chain magazine, much of the underlying iPod design was performed by outside
companies. “The Cupertino folk haven't given up on their heritage of design excellence—they're just
bowing to some inevitable directions in consumer electronics by borrowing from established experts linked
together for what may be the first design chain for the iPod.” Apple were in a race to get to market within
the year.

| 4 : |
i) P11 ! ! b v/ L/

-
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Smart design chain strategy wins Apple
a leadership position in the MP3 race

J

Given the tough time-to-market timetable, the company relied on a platform and reference design created
by a third party, PortalPlayer, of Santa Clara, California. PortalPlayer had developed a base platform for
a variety of audio systems, including portable digital

music devices, general audio systems and streaming e N
audio receivers. It appears that Apple picked
PortalPlayer because its design expertise yielded the Apple's 5 Key Partners
highest quality of sound, according to industry sources. - Battery / Sony

“The product was elegantly designed in classic Apple * Codec / Wolfson

fashion," says David Carey, president of Portelligent.
"They did product design from the outside in." Carey
says the company had a vision of what the player
should be and what it should look like.

- DAC / Wolfson
- Disk Drive / Toshiba

- Firewire / Texas

Thedevice usesadedicated MP3decoderandcontroller Instruments
chip from PortalPlayer, a Wolfson Microelectronics Ltd.
stereo digital-to-analog converter, a flash memory chip
from Sharp Electronics Corp., a Texas Instruments 1394
firewire interface controller, and a power management
and battery charging IC from Linear Technologies Inc. . ) )
By using strategic alliances, the iPod came to market The iPod relied on a reference design

faster than would otherwise have been the case. by PortglPIayer_. O_ther key members of
the design chain included Wolfson

Microelectronics, Tl and Toshiba.

- Power Management /
Linear Technology

Source: Electronics Design Chain
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12 The launch of the iPhone

The first iPhone was launched in 2007 but almost
before you could fill the address book, the iPhone
3G was on the way. Launched in 2008, the improved ’

Appie Campuns
I Infinie Loxp

3G performance followed the Apple Kaizen mantra.
“Constant improvement - one infinite loop”, the HQ
address in Cupertino. In 2009, the company launched
the iPhone 3GS complete with video camera. More
features, much faster and with the new iPhone 3.0
software.

The iPhone 2G only supported WiFi, GSM, and Bluetooth. Slow speeds meant surfing the internet was
quite limited. The iPhone 3G introduced third generation speeds to the original flagship model, and it
also supported WiFi, GSM, and Bluetooth. This makes for a better experience surfing, watching Youtube
videos, and downloading data onto the phone from the Internet.

“Comparing two great phones is always hard, but Apple made a great move by creating the 3G iPhone.
The iPhone 2G is impressive, but with the features the 3G provides and the transition with new phones all
moving to 3G, it’s a definite requirement if Apple wants to maintain its new status as the #1 selling phone
in the US.”

% iPhone 3GIs!

Thee Fastest, most powerful
iPhone yet.

In many ways, the 3GS is a mirror image of the iPhone 3G; externally there's no difference. It's inside
where all the changes have happened, with Apple issuing a beefed-up CPU, new internal compass,
larger capacities for storage, and improved optics for its camera. More to the point, the release of the 3GS
coincides with the launch of iPhone OS 3.0, a major jump from previous versions of the system software
featuring highly sought after features like cut, copy, and paste, stereo Bluetooth, MMS, tethering, video
recording, landscape keyboard options for more applications, and an iPhone version of Spotlight.

15
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In 2007, iPhone sales were $123 million. In the first full year of sales 2008, revenues were $1.8 billion, by
2010 revenues increased to $25 billion. The iPhone had captured some 25% of the US smart phone market.
Challenging the RIM Blackberry and pushing Nokia in to a furious programme of product development.

In 2010, Apple introduced the iPhone 4, longer battery life, extended talk time, better camera with 5
megapixels. The launch was not without some criticism with technical problems relating to reception
performance and location of the aerial. The product set backs did nothing to offset the enthousiasm of
loyal supporters. The company has sold over 100 million phones since launch. The iPhone 4 designer has
left the company.

By 2010, sales of the iPad, iPhone, iPod and related music sales total $45 billion out of some $65 billion.
Approximately 70% of revenues are from products which did not exist on the Apple playlist at the turn of
the decade.

Key Success Factors

Resafive Pricey
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13 What next for Apple - the Apple Games Console?

By 2009, Some analysts and pundits argued the next product for Apple should be the Games console
but the Nintendo Wii, MS Xbox 360 and Sony PS3 dominated the market. Lifetime console shipment
numbers for the U.S. were 20.7 million for the Wii, 15.5 million for the Xbox 360 and 7.9 million for the
PS3. Respective market shares were 47.0%, 35% and 18%. The relative market share stats were 1.0 -
0.75 and 0.38.

It is a big market, by 2012, the market is forecast to increase to be worth $25 billion from sales of 100
million units but with three large players the games console market is not such an attractive proposition.

Apple has a strong brand franchise, a clear route to market and thousands of applications available for
the iPhone and the iTouch. But this is not the MP3 market at the turn of the millenium. Three players with
strong RMS and RFS scores operate in a market were market shares swing with technology advances.
Similar Key Success Factor’s apply and the Kaizen ethic is apparent but the investment is huge. Ru-
mours surfaced that Apple was recruiting game execs and a raft of gaming related patents. On the other
hand Apple is adept at mis information and mis direction. The console was unlikely to be the next big
Apple move.

17



Apple Inc. The Case Study 2000 - 2009
“Apple in the digital age”

14 Where next for Apple? The Apple tablet computer.

In January 2010, Apple revealed the iPad in a further extension of the digital hub strategy. The iPad is

a computer with no physical keyboard but a touch screen device offering internet connectivity with WiFi

and on the move 3G capability. Initially launched in the USA, the iPad offers a 10 inch touch screen and

retailed for around $500 for the basic model. The iPad enables users to read newspapers, books and

magazines, play music, read e-mails, store photos and watch videos with the ability to download content
from the iTunes store.

In 2010, Apple also launched the iBook store with the
capability to down load e-books and the oppportunity to
use the iPad as an e-book reader. The lauch of the Apps
store brought some 140,000 applications and games to
the iPad owner including a Kindle App.

In terms of pricing the iPad, traditionally, Apple would
introduce a new product with a premium price tag,
developing volume, supply and segment penetration
before relaxing the price constraint. For the iPad, the strategy was geared to getting the product into as
many hands of as many people as possible, “right from the start”. Magnanimous marketing perhaps, or
with a strategic eye on the competition from the Sony e-reader and the Amazon Kindle. In the first twelve
months of sales, the iPad has sold some 25 million units and generated revenues of some $16 billion
dollars dominating the product sector with a 95% market share.

In 2011, Apple launched the iPad 2.0. thinner, faster, more capacity with a longer battery life. Two cameras,
face to face video links and video editing capability using iMovies. Two dual core video chips mean better
surfing, better watching, better gaming and “better everything”. Once again, the Apple mantra of constant
improvement challenging the performance of the Key Success factors has been exemplified.

f Pl T M \
iPod

Discfnan
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Apple is market driven

Understands market dynamics

Has strong design ethos

Has strong Kaizen instinct

Has strong leadership

Has strong direction.

Premium price entry program

Price adjustment follows

L]

iPod family - product extension

Great software and support
For the digital hub
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15 Summary and Conclusions

Since 2001, Apple revenues have increased from $5 billion to $65 billion in 2010 and will soar over $100
billion in 2011. Gross margins have increased from 23% to 40%. Operating profits have leapt from a loss
of $344 million to $18 billion in 2010, generating a Return on Sales (ROS) of 28%, and a Return on Capital
Employed (ROCE) of 39%. With Net Assets of $48 bn. the company has a market capitalisation of $325
billion and an enterprise value of $286 billion.

The company has sold over 300 million iPods, over 70% of sales are from products which didn’t exist at
the turn of the millenium. The iPhone is already a world class seller with over 100 million sold since launch.
The iPad appeared in March 2010 and has already sold 25 million units dominating the tablet sector with
an estimated 95% share of segment.

The iTunes store has sold over 12 billion songs, 450 million TV episodes, 100 million movies and 35 million
books. The store has 160 million accounts with credit card and 1-click capability. The origins of the Apple
success today can be traced to the key decisions in 2001.

In that year, Apple reviewed the options for extension of the product offer eschewing the digital and video
camera market at the time. Apple chose music, the launch of the iPod, music on the move and 1000 tunes
in your pocket. It is a classic case study in Strategic Management. The key dimensions of Relative Mar-
ket Attraction (RMA), Relative Market Strength (RMS), and Relative FInancial Strength (RFS) brought
into play, with examples of leadership, organization, marketing, pricing strategy, product development and
much more. Constant improvement is “one infinite loop” in Cupertino USA.

Having created a vision of the “digital hub”, the product offer has been extended to along a “Golden Stair-
case” to fulfill mission and strategy. The iPad and the iPhone a further extension of the digital hub strategy
introducing internet access, on line surfing and video calls along with music “on the move”.
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16.0 Financial Analysis (Excel spreadsheets.)

16.1 Profit and Loss Account.
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16.2 Balance Sheet.
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16.3 Sales and profits by Region

15.4 Apple Inc Profits by Regian $m
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16.4 Sales by Region and Product
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