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PRAISE FOR PRICING ON PURPOSE

“Once again Ron Baker has delivered logical and well supported arguments to build a compelling case for the benefits of a strategic and value-focused approach to pricing products and services. At NewLevel Group, we practice what Ron Baker preaches, and our firm as well as our clients are better off because of it.”

—John Heymann, CEO, NewLevel Group, Napa, California,  www.newlevelgroup.com

 

“Pricing on Purpose is an essential--not to mention great--read for anyone who wants to take their business to the next level. To enjoy what you do, be valued by your customers, and be rewarded for it. What a concept!”

—Jayme Schneider, Chief Value Officer, Easdown & Partners, Wagga Wagga, Australia

 

“In this extremely well researched and entertaining book, Ron Baker provides a compelling argument to abandon the traditional cost-plus pricing method for a formula that better fits the 21st Century business.

He combines his 20+ years of pricing research with proven economic theo- ries, and sprinkles it with historical references and fun anecdotes. Pricing on Purpose teaches how to create value for the customer and how to price to cap- ture that value. I recommend this guide to all business leaders who dare to think outside the box.”

—Niquette Kelcher, Editor, SmartPros Ltd., www.smartpros.com

 

“Despite finding it hard to agree with Ron Baker on some points I have to say I am a huge fan of his work. In Pricing on Purpose he has, once again, given us a fascinating book that is extraordinarily well researched and cogently argued. It’s too bad that more people aren’t following Ron Baker’s lead in seriously chal- lenging some of the cherished and entrenched beliefs that define contemporary business models and drive decision-making—especially in service firms. No matter what business you’re in, pricing decisions are unquestionably amongst the most important you’ll make in driving its success. With that in mind, thisentertaining and provocative book is essential reading.”

—Ric Payne, Chairman, Principa, www.principa.net 

“Pricing on Purpose is a practical ‘hands-on’ discussion about pricing in the marketplace and what the ‘value proposition’ means to the customer. Ron Baker has very skillfully woven theory and practical examples throughout this “must read” book and examines the art of pricing as one of the core competencies required for business as they grapple with an ever changing marketplace. Ron focuses on business looking out rather than looking in, of asking the right questions of the customer by putting price where it belongs--at the forefront of business development and success. It is a fascinating book full of challenging examples of modern price theory and practice.”

—Peter Byers, Chartered Accountant, Byers & Co Ltd, New Zealand

 

“What a great read for business owners everywhere. Ron Baker is truly a pricing expert. He first breaks the traditional mold of pricing and flows right into how to do it better. Business executives with an open mind will absorb every word and will find new ways to create more value for their businesses. The concept of putting someone in charge of the value of your business is revolutionary.”

—Mark J. Koziel, Director of Media Planning, Joe Slade White & Company, Inc., East Aurora, New York

 

“This is a must-read book. It is extremely well reasoned and has a solid business approach to leading organizations and changing their culture from cost-plus pricing, which is totally inefficient compared to the new business model of value pricing offered. If the reader just read the quotes and examples they would remind the reader of the basic and successful business models. But much more, the book is a true insight into what will make businesses great and profitable. The key point? Value is in the eye of the beholder and not in the eye of the seller. Efforts and costs do not equal value. Ron Baker has nailed it. If leaders pay attention and change their business model and culture, they will survive and prosper. If they do not, they will die.”

—William Cobb, Cobb Consulting, Houston, Texas

 

“Ron Baker has written one of the best primers on pricing I have ever read. By exploring and clearly explaining the economic theory behind pricing, combined with leading-edge pricing strategies from businesses in a wide-range of industries,  Pricing on Purpose is an entertaining, informative, and refreshing look at one of the most important functions in any business: creating and capturing value. It is rich with real life examples of where strategic pricing led to a quantum leap in perceived value and profitability.”

—Sheila Kessler, Ph.D., President, Competitive Edge and author,  Measuring and Managing Customer Satisfaction, www.CompetitiveEdge.com

“Like a master cartographer, Ron Baker charts a new course for today’s businesses to explore their pricing strategies and uncover the true value of their products and services.

Pricing on Purpose provides a compelling call to action to all of us in customer service businesses to re-examine our pricing practices and demand that the focus be on output and results, not internal costs and the mere doing of things. As a representative of the advertising agency business, I am appreciative of the brilliant insights this book provides and look forward to sharing it all with colleagues and clients as we attempt to break out of the antiquated cost-plus pricing model that has so dominated our industry for much too long.”

—Steven Koskela, CPA, Chief Financial Officer, Ground Zero Advertising, Inc., Los Angeles, CA

 

“You don’t need to be a cost accountant to appreciate Ron Baker’s newest book,  Pricing on Purpose. All leaders who feel shackled to commodity and cost-plus pricing will profit both personally and professionally from Baker’s sage advice.”

—Matthew W. Homann, President and Chief Thinking Officer, LexThink, Inc., www.nonbillablehour.com

 

“Ron Baker’s pricing theories have resonated with me since I first read and heard him in 2000. His messages--true wisdom--expand and improve, literally, by the day. Resistance to value pricing usually begins with “well, how do I…?” and, in Pricing on Purpose, Ron gives excellent direction through the implementation process as well as the rationale behind it. I heartily applaud Ron’s artful dissemination of value pricing messages--he’s a worthy teacher.”

—Michelle Golden, President & CEO, Golden Marketing Inc., St. Louis, Missouri, www.goldenmarketinginc.com

 

“Pricing is such a core function of any business yet it is overlooked at our peril. We set up structures that allow us to operate inside of our competencies and we seek to control our business so fully that we restrict its capacity to thrive. Pricing is a key competency not understood by so many of us in business. It requires the focus of the mind of the pricer to be outside of the organization and actively seeking to understand the behavior of the customer. The power of this action should not be ignored simply because it cannot be controlled. In Pricing  on Purpose, Ron Baker has given us an almanac for better understanding and capturing the value we create. It is an invaluable and entertaining read, and a sig nificant contribution for organizations interested in better understanding the eco nomics of creating and capturing value.”

—Brendon Harrex, Chief Value Officer, Ward Wilson Business Advisors, Gore, New Zealand
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To my Mother, Florence Baker, for her enduring love and inspiration.




The composition of this book has been for the author a long struggle  of escape, and so must the reading of it be for most readers if the  author’s assault upon them is to be successful--a struggle of escape from  habitual modes of thought and expression. The ideas which are here  expressed so laboriously are extremely simple and should be obvious.  The difficulty lies, not in the new ideas, but in escaping from the  old ones, which ramify, for those brought up as most of us  have been, into every corner of our minds.

—John Maynard Keynes, General Theory of Employment, Interest, and Money, 1937

 

 

Perhaps the sentiments contained in the following pages are not yet  sufficiently fashionable to procure them general favour; a long habit of  not thinking a thing wrong, gives it a superficial appearance of being  right, and raises at first a formidable outcry in defence of custom.  But tumult soon subsides. Time makes more converts than reason.

—Thomas Paine, Common Sense, February 14, 1776




FOREWORD

When Ron Baker attended our Strategy and Tactics of Pricing class at the University of Chicago five years ago, it was an opportunity to finally put a face to an author, consultant, and practitioner in the art and science of pricing for professional services. With his new book, Pricing on Purpose, Ron has expanded his focus to include pricing of both business and consumer products and services. This is clearly his best book.

His quotes and stories show both the depth and breadth of his research for this effort. He seamlessly blends the works of others to create a well-written piece on the history of price, including some of the initial theories on how they evolved and how today’s pricing manager should apply those works. He has approached pricing as an accountant, an economist, but most of all as a practitioner. It is about time that the field of pricing has moved beyond the mechanical field of finance to the realm of the marketer in a customer-focused world.

Too many times, authors present models that are allegedly all encompassing in their ability to solve a wide range of business problems. Ron hasn’t done that. He admits that he doesn’t have all the answers to today’s business problems. As such, the book presents the many conflicts in the wide range of theories in pricing. Fortunately, that struggle is in itself a useful exercise since it is only through our study of history that we develop an understanding of the true complexity in any area of thought.

Ron has woven a delicate fabric of old and new perspective that adds much depth to the current writings in pricing. And, he has done that with a well-turned and informational phrase, drawing on many personal anecdotes to illustrate his points. His extensive research on current businesses lends further depth and credibility to his work.

His discussion of price-led costing turns the traditional focus on cost-led pricing completely around by showing that the latter is internally focused and lacks any real-world, customer-driven orientation. This is a perspective that leading product strategy specialists have been trying to get in place for several years. In pricing, it is quite revolutionary, yet critically important if the traditional approaches of costing are going to be relegated to their proper places in the history of management theory

Pricing on Purpose is one of the first books to move beyond the rhetoric of value, providing concrete examples of value in both a consumer and business context. Further, it provides the logic for the needed shift from cost-based pricing to value-based pricing. In doing so, Ron focuses in great depth on the customer experience in defining the nature and the value of the relationship.

The book contains a number of discussions around classic theories in pricing such as yield management, cost-based pricing, customer segmentation, and anti-trust legislation just to mention a few. Further, Ron has tested a number of “classic assumptions” and, drawing from his wide experience in a number of fields, has presented problems with many of those models and a far richer and more productive way to approach them. His premise that “bad customers often drive out good ones (Baker’s Law)” is a classic that totally changes the way managers think about customer churn. This is a constant theme throughout the book, to offer alternative perspective to current “rules of thumb” and provide a richer understanding of the true issues in pricing.

The chapter on antitrust law presents a complicated range of works and opinions in a simple yet complete manner. It is quite useful to practitioners who are often limited in their ability to adopt more current approaches to price discrimination (a good thing!) by in-house law practices that fail to reflect current antitrust thinking. This chapter provides us with a rich discussion of the evolution and history of antitrust laws as well as many stories and applications in today’s world.

The final discussion around the Chief Value Officer (CVO) provides a look at how leading-edge professional services organizations are “throwing cost-plus pricing on the trash heap” and moving toward a better understanding of what their customers really value and putting someone in charge of that so it is integrated effectively into the pricing, marketing, and sales practices of the firm. He provides a manifesto for the evolution of the pricing  committee to the “pricing cartel” in the firm, with extensive lists of objectives and primary activities for success. Finally, Ron has recognized the criticality of the right personal attitude for managers to be successful in the topsy-turvy world of pricing.

As a fellow pigmy who has “stood on the shoulders of giants,” I recommend this book as a fine example of how an author can extend the field of both strategic and tactical pricing. Enjoy!

 

Reed Holden 
Holden Advisors, www.holdenadvisors.com  
Concord, MA 
He is the author of The Strategy and Tactics of Pricing,  
Third Edition.




PREFACE

Two roads diverged in a yellow wood,  
And sorry I could not travel both  
And be one traveler, long I stood  
And looked down one as far as I could  
To where it bent in the undergrowth;

 

Then took the other, as just as fair,  
And having perhaps the better claim,  
Because it was grassy and wanted wear;  
Though as for that the passing there  
Had worn them really about the same,

 

And both that morning equally lay  
In leaves no step had trodden back.  
Oh, I kept the first for another day!  
Yet knowing how way leads on to way,  
I doubted if I should ever come back.

 

I shall be telling this with a sigh  
Somewhere ages and ages hence:  
Two roads diverged in a wood, and I—  
I took the one less traveled by,  
And that has made all the difference.

—Robert Frost, “The Road Not Taken,” 1916



With the passage of time comes reflection and hindsight. As a young college freshman, I was faced with two very divergent roads, one leading to the study of economics and the other accounting, with the goal of eventually becoming a Certified Public Accountant. The road not traveled represents the  opportunity cost of the choices we make. I chose the CPA road, which led me down a very popular and secure path to a decent career rich with opportunities and a respectable standard of living.

Not only would these two roads lead to entirely different career paths, but they impose radically dissimilar visions of the way the world works on the traveler. Historian Will Durant once wrote, “Education is a progressive discovery of our own ignorance,” a statement I have learned to be profound upon reflecting on these two different paths. The well-traveled road offers only sights already seen; rarely does it lead us to new discoveries.

You may be wondering how this metaphor applies to a book about pricing, yet that is the point. The accounting road took me down the cost accountant’s  view of the world, while the road not taken—that of the economist—is one of value, the ultimate determinate of price in any transaction. I used to believe that the two roads were not mutually exclusive—perhaps you could keep one foot on each path as you made your way into the business world to make executive level decisions. I was naïve. The cost accountant’s view of the world is pervasive, calcifying into the arteries of executives at all levels, affecting how they view the world and price their products.

We are ruled by our theories, whether we admit it or not, and a good theory produces what one economist has called an OIC moment (Oh, I see!). The moment of insight arrived for me when I learned the significance of the Marginalist Revolution of 1871 and the Subjective Theory of Value. Finally, I had a better understanding of how prices coordinate economic activity, and how value—subjectively determined by the customer—ultimately affects the prices we are willing to pay for the myriad goods and services offered in the world economy. Indeed, there is nothing more practical than a good theory, and the book you are about to read contains the theories proven to have explanatory and predictive power to explain much—although certainly not all—human behavior.

One of my mentors is Peter Drucker,1 who insists on asking before he publishes any book, “Why this book, now?” It is a good question to ask oneself  before setting out to write a book on pricing and value, where much has already been written. I feel the same way about the topic as T.S. Eliot felt about Shakespeare, namely, that it is hopeless to try to say anything original about it; the best you can hope for is to be wrong about it in a new way.

That said, the objective of this book is to share what one very enthusiastic student of price theory has learned after taking the arduous journey of crossing over to the beginning of the road not originally taken in his youth, and finding the way to a new understanding of the way the world works. The hardest part of learning something new is unlearning so much of what one already thinks one knows. In a very important sense, this book is my mea culpa for my prior ignorance related to my worldview.

Unfortunately, price theory is ignored by too many in business today, as if there was nothing to learn from an academic discipline that has been positing and testing theories on this topic for centuries. Yet the economics profession has the intellectual high ground when it comes to value and price, with much wisdom to offer the willing student. It is truly tragic that these economic ideas are not better explored in business schools and MBA curriculums, since a lot of confused and muddled thinking could be avoided. For the most part, the cost accountant’s view of the business world is mainstream, while the economist’s remains heretical. This needs to change, and perhaps this book can begin to start a shift—however slight—in this direction, making what is unorthodox today conventional wisdom tomorrow.

It is my fervent hope that you enjoy the road of price theory we are about to travel together, providing insights into human behavior, some of which may be new and exciting for you. Sometimes you have to go a long way out of the way to come a short way correctly. If I can shorten your path by sharing my learning, this book will have accomplished its purpose.

 

Ronald J. Baker 
Petaluma, California 
July 29, 2005
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A book is purely the product of intellectual capital, and is represented in the tangible form known as structural capital. What the reader does not see is the human and social capital without which this book would not exist. Richard Burton described in The Anatomy of Melancholy (second edition, 1624), “Pigmies placed on the shoulders of giants see more than the giants themselves.” I have stood on the shoulders of some true giants, and although it would be impossible to thank them all, the prominent ones deserve special mention.

So many of my views of the way the world works have been influenced by economists to whom I feel I owe a special debt of gratitude. Milton and Rose Friedman gave me my first introduction to serious economic ideas and I would like to thank them for making complex issues understandable to the masses. It is a very good thing the actuarial examinations are so difficult and that Milton Friedman chose his next best alternative and became an economist instead. Their son, David Friedman, an outstanding economist in his own right, taught me much through his textbooks and general economics books, not to mention through the lectures I have been privileged to attend. Like his mother and father, he provides incredible insight into human behavior.

Another economist who has taught me more than I could ever repay is Steven Landsburg, through his text and general books and his Everyday Economics articles in Slate (www.slate.com). Landsburg is an incredibly brilliant and innovative thinker; and in unison with a gifted and engaging writing style, he makes one want to study the dismal science in greater depth. I had the great good fortune of meeting him in October 2000 at Cato University in Montreal, Canada, where he added even more to my intellectual capital.

A truly special debt is owed to George Gilder, who was my first serious introduction to supply-side economics and the primary importance of the role of the entrepreneur in creating growth, dynamism, and wealth in an economy. It is nearly impossible to classify George Gilder since he writes and speaks on a wide range of topics, from sociology and poverty, to feminism and the telecosm. He is truly an eclectic thinker, and is one of the best writers of his time. He taught me the moral case for capitalism, and I believe he will go down as the Adam Smith of the twentieth and twenty-first centuries.

Michael Novak, who presently holds the George Frederick Jewett Chair in Religion, Philosophy, and Public Policy at the American Enterprise Institute, along with Gilder, makes the moral case for business and capitalism from a religious perspective; he introduced me to the encyclicals of the late Pope, which also affirms the morality of capitalism while at the same time recognizing that any system devised by humans is destined to fall short of the Kingdom of God.

Many other economists have shaped my thinking on human behavior and, especially, the theories of value and price: Martin Anderson, Dominick T. Armentano, Robert J. Barro, Bruce Bartlett, Robert Bartley, Gary S. Becker, Mark Blaug, Warren Brookes, James M. Buchanan, Ronald H. Coase, Hernando DeSoto, Nicholas Eberstadt, Robert H. Frank, James Gwartney, Friedrich A. Hayek, Henry Hazlitt, David R. Henderson, Paul Heyne, Richard S. Howey, John Kay, Arthur Laffer, Dwight R. Lee, Steven Levitt, Deirdre N. McCloskey, Ludwig von Mises, Robert Mundell, Charles Murray, James Payne, Virginia Postrel, Leonard Read, Paul Craig Roberts, Murray N. Rothbard, Paul Seabright, Julian Simon, Mark Skousen, Thomas Sowell, George J. Stigler, Richard L. Stroup, Jude Wanniski, Jonathan B. Wight, and Walter Williams, among innumerable others, all of whom have served as absent educators through their works.

Peter Drucker is one of the only true management consultants who has consistently contributed real insight and wisdom to a profession constantly  enamored with the latest fad of the month. In one way or another, everyone who writes on business issues stands on his shoulders. Not only has he originated most of the management theories other so-called gurus now take credit for—and coined terms such as knowledge worker, privatization, and others—but he did it long before many of them were born. His legacy is large, and will endure for the ages. I believe he deserves a Nobel Prize.

Thomas T. Nagle and Reed Holden are two heroic individuals. As the authors of The Strategy and Tactics of Pricing: A Guide to Profitable Decision Making (now in its third edition), they have put pricing on the map—and the organizational charts—in companies around the world. It is impossible to improve on perfection, which is why I hope they forgive me for borrowing generously from their work. I owe them full credit for the graphical depiction in Chapter 9 that proves price determines costs, and not the other way around. Also, I owe them for the five Cs of value, the ten factors of price sensitivity, the seven segmentation strategies, and many other lessons I have learned from their books, public speeches, and their course at the University of Chicago Graduate School of Business, Pricing: Strategy and Tactics, which I attended in April 2001. They both are mentors and pioneers in the pricing movement, and I only hope to have a fraction of the impact they have had on companies and industries around the world. Under no circumstances should the reader condemn the prophets for the ineptitude and errors of the disciple.

Thank you, Eric Mitchell, president of the Professional Pricing Society, for giving me the opportunities to speak at your excellent conferences and to meet other pricing leaders, and for creating a forum where people responsible for pricing can exchange intellectual capital and further pricing skills in order for it to become a core competency in more organizations.

The Talmud says, “I have learned much from my teachers, more from my colleagues, and most of all from my students.” It is my good fortune that my students are also my colleagues, and indeed they have taught me more than I could ever requite. The word colleague comes from the Latin colligare, “to bind together,” and that certainly describes the relationships I have developed throughout the years with many professionals. Thank you to the tens of thousands of professionals around the world who have listened to me rant and rave about the deleterious effects of cost-plus pricing, but more importantly, for implementing the ideas I have proffered. I have learned from your failures and even more from your successes, and there is no greater pleasure than watching your colleagues do better for their customers—and in turn, themselves—than even they thought was possible.

An enormous debt is owed to John Dunleavy, Kurtis Docken, Laura Ritter, and the rest of the team at the California CPA Education Foundation. They continuously take risks by letting us teach new and unproven courses in my home state, and have gone above and beyond expectations in support of my work.

Sheila Kessler continues to provide me with wisdom, insight, inspiration, and knowledge I could not live long enough to learn on my own. I have said it many times, and in many places: Sheila is a remarkable woman whom I deeply respect and admire for her accomplishments. I am proud to call her a colleague.

To Ron Crone, Paul Dunn, Ed Kless, Michael McCulloch, Bill Mees, Ed Miller, Shirley Nakawatase, Paul Dunn, and Ric Payne, colleagues who engage me professionally and—since your friends are an extension of yourself—whose friendships I am blessed with every day.

To my fellow VeraSage Institute founders, fellows, and associates I owe enormous gratitude for furthering the quest of burying the billable hour and timesheets in professional service firms around the world. Your vision, leadership, and commitment to bettering the professions provides me with sustenance and inspiration on a daily basis, and words cannot express what each of you means to me: Scott Abbott, Justin Barnett, Michelle Golden, Daryl Golemb, Brendon Harrex (the world’s first CVO!), Paul Kennedy, Mark Koziel, and Yan Zhu—thank you all.

Peter Byers, founder of VeraSage Institute New Zealand, is a wise man, kind soul, and dear friend. I only hope I am as open-minded and willing to constantly learn, and challenge my views of the world as you continue to do—it is truly heartening.

P.G. Wodehouse once spoke of an author who told all about how and why he wrote his book when a simple apology would have been sufficient, a sentiment I am fairly confident my British Trusted Advisor, Chartered Accountant, VeraSage Institute UK founder, quasi-Marxist—and perhaps most merciless—Creator and Web master of www.ronbakersucks.com, Paul O’Byrne, would agree with. Your Monty Python sense of humor and wit is outrageous—always going for the jugular, never the jocular—your guidance and advice invaluable, and your friendship priceless—even subjectively. Thanks for who you are, all you have done, and continue to do.

Dan Morris, founder of VeraSage Institute USA, and fellow Cognitor and educator, has been a constant source of inspiration. Conversing with Dan is like stepping into a batting cage of ideas, and the result is frequently an even  better idea—usually from him. He constantly thinks outside the box—sometimes Pandora’s. I admire his passion, skill, talent, and commitment to bettering the businesses he serves. Most of all, I am grateful for our friendship.

To my editors at John Wiley & Sons, Inc., John Deremigis and Judy Howarth, thank you for taking the ultimate risk by publishing this book, improving every page with your adept editing, and for being patient with the late manuscript by understanding the first thing every writer needs is another source of income. Thank you also to senior production editor Dexter Gasque for managing the production of the book, and to cover designer Andy Leifer.

Another forensics coach, indefatigable supporter, and companion—who also happens to be my brother—Ken Baker deserves special thanks. He always says he cannot possibly live through another one of my books, but he came through again. I am sure he is tempted to say what Groucho Marx did upon publication: “From the moment I picked this book up until the moment I put it down, I could not stop laughing. Some day I hope to read it.”

To my mother, Florence Baker, who taught me patience, understanding, and tolerance, and to whom this book is dedicated as a small token of appreciation for everything she has done for me. To my late grandmother, Angelina Maria Zimmerman, thank you, Granny, for always believing in me, being the center of the family, and always showing your pride in your grandson. I only hope I continue to earn it.

My father, Sam Baker, who taught me the spirit of service and enterprise from the inside of a barber’s chair, and was my first introduction to an entrepreneur, although I did not know it at the time. He has spent many absorbing hours with me recounting the days of the “British Invasion” of the late 1960s and the impact it had on his chosen profession, barbering. His embrace of hairstyling, chemical services, retail, continuing education, and the unisex salon, long before they became commonplace in his profession, truly inspire me to continuously challenge the conventional wisdom of the majority. His experience is a history I treasure, both for the lessons it teaches and the pride it gives me. Goethe wrote, “Was du ererbt von deinen Vätern hast, / Erwirb es, um es zu besitzen,” which translated reads, “What you have inherited from your father, you must earn in order to possess.” I hope I have earned his legacy.
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WHY IS MOVIE THEATER POPCORN SO EXPENSIVE?

. . . [M]en are fond of paradoxes, and of appearing to understand what surpasses the comprehension of ordinary people...

—Adam Smith [1723-1790]

 

 

Why don’t we observe movie popcorn price wars, similar to what other industries engage in from time to time? When asked this question, the overwhelming majority of businesspeople will answer, because there is no competition—the movie theater has a captive audience. Other common explanations include:• Limited selling time
• High fixed cost of operating concession stand
• It is how the theater owner makes a profit
• Higher clean-up costs imposed by snack eaters
• Tastes and smells better than you can make at home
• Part of the experience of seeing a movie
• Because people will pay for it



At first glance, all of these answers appear reasonable, except to an economist. The most popular response—captive audience—leads to the question of why there are no pay toilets in the theater? You are certainly a captive audience in that regard, but perhaps theater owners understand that if they installed pay toilets they would lose at the box office what they made from the bathrooms. The high fixed costs, in terms of scarce square footage, equipment, fixtures, clean-up costs, and required employees, is certainly a  plausible reason, but does not really account for the large premium price of popcorn. To say it is where the theater owners make their profits is definitely true, but begs the question of why they do not make the profits from ticket sales and sell more popcorn at closer to cost? Eating popcorn is certainly part of the experience of going to the movies, and people will pay for it, yet this explanation is still incomplete.

Assuming theater owners want to maximize their profits, what do the theater owners know the rest of us, perhaps, do not? The consummate economist Steven Landsburg provides the answer:I believe he knows this: some moviegoers like popcorn more than others. Cheap popcorn attracts popcorn lovers and makes them willing to pay a high price at the door. But to take advantage of that willingness, the owner must raise ticket prices so high that he drives away those who come only to see the movie. If there are enough nonsnackers, the strategy of cheap popcorn can backfire.

The purpose of expensive popcorn is not to extract a lot of money from customers.  That purpose would be better served by cheap popcorn and expensive movie tickets. Instead, the purpose of expensive popcorn is to extract different  sums from different customers. Popcorn lovers, who have more fun at the movies, pay more for their additional pleasure (Landsburg, 1993: 159).





This answer is more precise, since the important point is that “some moviegoers like popcorn more than others,” and the theater owner cannot separate these customers when they are outside queuing up for the movie. A method was needed to separate the snack eaters from those who just want to watch the movie, which the concession stand provides since it allows customers to divide and self-identify themselves. This may seem a subtle point, but it is highly profitable, since segmenting different types of customers allows the theater owners to charge them varying prices depending on the value received.

Students, children, and people with large families are usually more price sensitive, and not likely candidates to spend money on snacks. The theater owner does not want to turn these customers away, and hence keeps the box office price lower by charging higher prices to snack eaters. What you are really buying when you purchase a movie ticket is an opportunity set—a chance to enjoy the movie, or to enjoy it with popcorn. Economists call this a two-part tariff, defined as a pricing strategy in which the customer must  pay a fee in exchange for the right to purchase the product. Examples abound of this strategy: country clubs charging membership fees and monthly dues; Gillette charging for the razor then the blades; amusement parks charging an entrance price followed by a price for each ride.

Some people recoil at the thought of price discrimination—charging different prices to different customers—claiming the practice is blatantly unfair and should be illegal. But what would happen if the practice were outlawed? Theater owners, airlines, restaurants, and myriad other businesses would have to increase prices for the very customers who are least able to afford a higher price—children, students, large families, senior citizens, and so on. By engaging in price discrimination, businesses are actually increasing social welfare and making more products and services available to the poorest members of society. This is not to imply that price discrimination is based on race, gender, religion, or ethnicity, but rather is based on ability and willingness to pay. As this book will prove throughout, this practice is ubiquitous in any economy, and most price theorists agree it has a salutary effect on societal welfare.

If you found this answer for why movie theater popcorn is so expensive thought provoking, welcome to price theory. The German poet Goethe thought double-entry bookkeeping “among the loveliest inventions of the human mind.” One should say the same about price theory, as it truly is “one of the great products of the human mind,” as economist Donald (now Deirdre) McCloskey explains in his textbook, The Applied Theory of Price:The theory of price is one among the larger intellectual achievements of the nineteenth century, such as the theory of heat engines, the decipherment of hieroglyphics, the professionalization of history, the invention of abstract algebras, and the theory of evolution. Price theory explains much human behavior (McCloskey, 1985: 1, 4).





Since price theory offers tremendous insight into human behavior, it is worth the time and effort to study it in greater depth. It is sometimes said that economics is nothing but refined common sense, which is certainly true. Yet many myths about this crown jewel of the social sciences persist, even among businesspeople.

This is one of the most glaring weaknesses in most business books and management ideas: They are all practice with no theory. Most do little else than propound platitudes and compose common sense into endless checklists and seven-step programs. Yet, all learning begins with theory. There is nothing  as sterile as a fact not illuminated by a theory; we may as well read the telephone book. This may explain why four out of five business books are never read to completion.

The schism between management theory and economics is profound, and one of the reasons is that the study of management theory is relatively young compared to its older sibling economics, which dates back hundreds of years. In their piercing book The Witch Doctors: What Management Gurus Are Saying and Why It Matters, John Micklethwait and Adrian Wooldridge, two staff editors for The Economist, level this charge against the immature discipline of management theory:Management theory, according to the case against it, has four defects: it is constitutionally incapable of self-criticism; its terminology usually confuses rather than educates; it rarely rises above basic common sense; and it is faddish and bedeviled by contradictions that would not be allowed in more rigorous disciplines. The implication of all four charges is that management gurus are con artists, the witch doctors of our age, playing on business people’s anxieties in order to sell snake oil. The gurus, many of whom have sprung suspiciously from the “great university of life” rather than any orthodox academic discipline, exist largely because people let them get away with it. Modern management theory is no more reliable than tribal medicine. Witch doctors, after all, often got it right—by luck, by instinct, or by trial and error (Micklethwait and Wooldridge, 1996: 12).





I have tried to avoid these four defects by having the theories presented herein drive the ideas, not the other way around.

Therefore, the book you are about to read is more theoretical than you may be used to if you are a regular reader of business books, or attend business seminars. I make no apologies for this, for as the great mathematician David Hilbert wrote, “There is nothing more useful than a good mathematical theory,” and the same is true with respect to economics and the study of human behavior. Price theory will be utilized throughout as the overarching model to gain better insight into value and price.

All theories are subject to falsification, precisely how all science progresses. This is an interesting phenomenon, because it implies that most new theories—and especially management fads of the month—have to be wrong or irrelevant, or else knowledge would proceed at lightning speed and advance by Newtonian or Einsteinian leaps every day. It does not. This makes it difficult for editors and publishers to admit most of what they publish  is trivial, or just plain incorrect. In reality, knowledge progresses slowly, in a never-ending iterative process best characterized as knowledge creep.




MY COVENANT WITH YOU 

In an attempt to contribute to your own knowledge creep, my goal is to have you think with me, not like me. You should be skeptical about the ideas presented and subject them to your own rigorous analysis and experience. Do not accept anything at face value, even from a so-called expert, for as Harry Truman said, “An expert is someone who doesn’t want to learn anything new, because then he wouldn’t be an expert.” I have been studying price theory for nearly two decades and I still consider myself a student and my knowledge incomplete with regard to this fascinating body of knowledge.

In that spirit, I have tried to follow the wisdom of an inspiring little book by John Milton Gregory, The Seven Laws of Teaching, first published in 1884, which sets forth the seven pillars necessary in order to educate effectively, and this shall act as my covenant with the reader:1. A teacher must be one who knows the lesson or truth or art to be taught.
2. A learner is one who attends with interest to the lesson.
3. The language used as a medium between the teacher and learner must be common to both.
4. The lesson to be mastered must be explicable in the terms of truth already known by the learner—the unknown must be explained by means of the known.
5. Teaching is arousing and using the pupil’s mind to grasp the desired thought or to master the desired art.
6. Learning is thinking into one’s own understanding a new idea or truth or working into habit a new art or skill.
7. The test and proof of teaching done, the finishing and fastening process, must be a reviewing, rethinking, reknowing, reproducing, and applying of the material that has been taught, the knowledge and ideas and arts that have been communicated (Gregory, 1995: 18-19).


That said, the objective is to have the theories, concepts, and ideas presented become part of your—and your business’s—intellectual capital.  Gregory tells the story of a boy, “having expressed surprise at the shape of the earth when he was shown a globe.” The boy was asked, “Did you not learn that in school?” To which the boy replied, “Yes, I learned it, but I never knew it” (ibid.: 88).

Utilizing price theory, we can gain a better understanding of why human beings behave the way the do, especially—but by no means only—in a business context. The great economist Alfred Marshall, responsible for much of modern economics, defined the discipline as “a study of man’s actions in the ordinary business of life; it inquires how he gets his income and how he uses it.” Let us continue this study by asking what is conceivably the most fundamental question any businessperson has to answer.
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WHY ARE WE IN BUSINESS?

Business must be run at a profit, else it will die. But when anyone tries to run a business solely for profit . . . then also the business must die, for it no longer has a reason for existence.

—Henry Ford [1863-1947]

 

Why are we here? I think many people assume, wrongly, that a company exists solely to make money. We have to go deeper and find the real reasons for our being. As we investigate this, we inevitably come to the conclusion that a group of people get together and exist as an institution that we call a company so that they are able to accomplish something collectively that they could not accomplish separately—they make a contribution to society, a phrase which sounds trite but is fundamental.

—David Packard [1912-1996]

 

There is only one boss: the customer. And he can fire everybody in the company, from the chairman on down, simply by spending his money somewhere else.

—Sam Walton [1918-1992]

 

There is never a good sale for Neiman-Marcus unless it’s a good buy for the customer.

—Herbert Marcus, advice to his son Stanley Marcus, circa 1926

 

 

All of these entrepreneurs built businesses that still exist by focusing on the customer, not profits. Put simply, profit is merely the oxygen for the body; it is not the point of life. Profit is nothing more than a lagging indicator of what is in the hearts or minds of your customers.

Peter Drucker, the most profound management thinker in history, has indefatigably pointed out that “there is only one valid definition of business purpose: to create a customer” (Flaherty, 1999: 131). This is known as the  marketing concept. The purpose of any organization—from a governmental agency or nonprofit foundation, to a corporation or a church—exists to create results outside of itself. The result of a school is an educated student, as is a cured patient for a hospital, or a saved soul for a church. A business exists to create wealth for its customers.

The only things that exist inside of a business are costs, activities, efforts, problems, mediocrity, friction, politics, and crises. In fact, Peter Drucker wrote, “One of the biggest mistakes I have made during my career was coining the term profit center, around 1945. I am thoroughly ashamed of it now, because inside a business there are no profit centers, just cost centers” (Drucker, 2002: 49, 84). The only profit center is a customer’s check that does not bounce. Customers are indifferent to the internal workings of your company in terms of costs, desired profit levels, and efforts. Value is only created when you have produced something the customer voluntarily, and willingly, pays for. What makes the marketing concept so breathtakingly brilliant is that the focus is always on the outside of the organization. It does not look inside and ask, “What do we want and need?” but rather it looks outside to the customer and asks, “What do you desire and value?”

In fact, what is routinely called “capitalism” is more accurately described as “consumerism,” wherein the customer is sovereign—those with the gold rule. While the marketing concept has existed for decades, it is regularly ignored because businesses routinely lose sight of the fact that the sole reason they exist is to serve customers outside of their four walls.

A company exists to serve real flesh-and-blood people, not some mass of demographics known as “the market.” As Stanley Marcus (the son of one of the founders of Neiman-Marcus) used to love to point out, no market ever purchased anything in one of his stores, but a lot of customers came in and bought things and made him a rich man. In the final analysis, a business does not exist to be efficient, control costs, perform cost accounting, or give people fancy titles and power over the lives of others. It exists to create results and wealth outside of itself. This profound lesson must not be forgotten.

Unfortunately, in many instances, this lesson has never been learned. The conventional wisdom in business is to buy low and sell high and measure the bottom line by the historical profit-and-loss statement, which any first-year accounting student can manipulate. Our 500-year-old accounting model is  utterly inadequate at relating internal costs to external wealth created, and simply ignores the wealth-producing capacity of an organization. This is why we see market valuations many multiples of book value. Fra Luca Pacioli, who introduced the world to double-entry bookkeeping in 1494, may have been wrong—debits don’t equal credits, and the gap represents the wealth-creating potential of an enterprise. Our accounting model completely ignores human capital, by treating it as an expense, even though the Nobel Prize-winning economist Gary Becker estimates human capital is responsible for approximately three-fourths of the wealth in any country.

Rather than maximizing shareholder value, leaders should focus on the wealth-creating capacity of their organizations, which is, ultimately, the leading indicator for optimizing shareholder value. As Jack Welch pointed out, “One thing we’ve discovered with certainty is that anything we do that makes the customer more successful inevitably results in a financial return for us” (quoted in Khalsa, 1999: 25).

Another reason we lose sight of the truth that businesses exist to create wealth is that the language of business is drawn largely from war and sports analogies. In sports, a competition is usually zero-sum; meaning one competitor wins, and the other loses. This is not at all relevant in a business setting. Just because your competitors flourish does not mean you lose. There is room for both FedEx and UPS, Airbus and Boeing, Pepsi and Coke, Ford and General Motors, and while their sparring might be mistaken as some war, as John Kay points out “not in Pepsi’s wildest fantasies does it imagine that the conflict will end in the second burning of Atlanta [Coca-Cola’s head office]” (quoted in Koch, 2001: 73). When Coca-Cola changed their recipe to New Coke, company spokesman Carlton Curtis stated, “You’re talking about having some guts—and doing something that few managements would have the guts to do.” If you find it amusing that grown men talk about guts and recipes in the same sentence, then it should be obvious that business has nothing to do with war.

Business is not about annihilating your competition; it is about adding more value to your customers. War destroys, commerce builds. Both sides to a transaction must profit or it would not take place, a point made as far back as the 1700s by Adam Smith. Marketplaces are conversations, derived from the Greek marketplace, the agora. It is where buyers and sellers meet to discuss their wares, share visions of the future, where supply and demand intersect at the equilibrium point with a handshake. It is as far removed from war as capitalism is from communism, and perhaps this war analogy, too, needs to be tossed onto the ash heap of history.




YOU REAP WHAT YOU SOW—THE FOUR Ps OF MARKETING 

. . . [S]elling concerns itself with the tricks and techniques of getting people to exchange their cash for your product. It is not concerned with the values that the exchange is all about. And it does not, as marketing invariably does, view the entire business process as consisting of a tightly integrated effort to discover, create, arouse, and satisfy customer needs.

—Theodore Levitt, Marketing Myopia, 1975

 

 

Shawn Fleming was a 19-year-old college dropout who in 1999 created Napster. In the first three months of 2001, 2.5 billion files a month were being downloaded, validating the economist’s theory of demand, which states that the lower the price, the larger the quantity demanded, especially a zero price. Nevertheless, from the music industry’s perspective, when you have millions of potential customers breaking the law, you do not have a crime wave, you have a marketing problem.

The point is not to argue the highly contentious legal issues of copyright and private property law, particularly as it relates to digitally downloaded music files. The more precise point is the lack of understanding of value by the music company executives. By keeping their focus on the inside of their companies, they completely ignored the external value potential of easily obtaining music files. It took Steve Jobs of Apple Computer to capitalize on this opportunity with iTunes—which at the time of this writing has a 70 percent market share on the legal downloadable music market—in an eerily analogous manner in which he capitalized on the personal computer opportunity invented at Xerox’s Palo Alto Research Center, validating Mark Twain’s line, “History doesn’t repeat itself—but it does rhyme.” Had the music company executives been focused on the outside of their companies—studying, analyzing, and innovating what their customers found valuable—they could have invested many millions into productive research and development rather than throwing away that sum down the judicial sinkhole. Yet the Napster saga is just one in a long history of revolutions taking place outside the confines of an existing industry, in what the Austrian economist Joseph Schumpeter labeled “creative destruction.” The reason entire industries  can be brought down is because competitors offer more value to the customer than the status quo.

In their course Pricing: Strategy and Tactics at the University of Chicago Graduate School of Business, Thomas Nagle and Reed Holden taught the four Ps of marketing using the farming analogy. This is a powerful analogy because it treats the four Ps as an interdependent system whose components have to work together in order to achieve the maximum result. Take product  —your offering to the customer. Not only does this encompass the tangible product but also the service, experience, and transformational aspects of what the customer receives as well. In the farming analogy, product is the seed, crop, and planting process.

Promotion is an integral part of marketing. Whereas selling focuses on the needs of the seller, promotion concentrates on the needs—and desires—of the customer. Procter & Gamble spends around $5 billion annually on advertising, approximately the same amount as Amazon.com’s gross revenue. Promotion expenditures are becoming more sophisticated in their informational content, and how they target various segments of customers with the aid of technology. In the farming system, promotion is the equivalent of fertilizing the soil and watering the crop.

Place is not where the company headquarters is located, but rather which type of customer the company is targeting—your market niche. No company can be everything to everyone, and specialization has become more important in order to segment various customers in order to custom tailor a value proposition to suit their needs. Place in the farm analogy is the land where you plant and grow your crop.

Last, but by no means least, is price, perhaps the most complex of the four Ps. Because value is subjective—and solely determined by the customer—pricing is an art, never a science. In the past, pricing has been largely determined on a cost-plus basis, once again focusing on the internal costs and activities rather than the external value and results created. Such pricing policies are relying on a silent fifth P of marketing—prayer—by hoping internal costs plus desired profit has a direct correlation to value for the customer, an improbable reality, as we shall see.

In the farming analogy, your price is the harvest, when you reap what you sow. While there are many ways for money to flow out of a company, price is the only way you have to generate revenue by capturing the value from what you create. In the past 20 years, companies have begun to gain a deeper  understanding of this discipline, recognizing it as a separate body of knowledge and skill set. The Pricing Institute was founded in 1987, later Eric Mitchell formed the Professional Pricing Society in Atlanta, and Fordham University has created the Pricing Center, all done in an effort to disseminate intellectual capital with respect to the pricing function.

Industries—from airline, hotel, rental car, and retail businesses, to manufacturing, sports teams, and software—have invested enormous resources and intellectual capital in developing revenue management models and dynamic pricing software. For instance, a new automated pricing system at National Car Rental Systems in Bloomington, Minnesota, can make up to 40,000 price changes per day, and is credited with adding $56 million in profitability the first year it was put into service. Sabre, developed by American Airlines, has the capacity to reprice every six minutes and is credited with adding 15 percent to revenues. Alcoa Aluminum achieved a 5 percent revenue increase due to its pricing program.

Compared to the other three Ps, price transmits the most important signal to the customer—what the company believes the product is actually worth. This message, in effect, is louder than any advertising and promotion, because it creates the ultimate acoustics in the marketplace. Pricing is a strategic function, which needs to be aligned with the other three Ps in order to create a viable value proposition for the customer. Yet most company executives will spend more time and resources on the other components of marketing, neglecting the importance of the pricing function.

They do so at their peril. Two studies, one performed by McKinsey & Company and the other by A.T. Kearny, both consulting firms, demonstrated that a 1 percent improvement in the following areas resulted in net income increasing as shown in Exhibit 2.1.

EXHIBIT 2.1 Pricing Function and the Net Income Effect

Source: Marn et al, 2004: 82; Docters, et al., 2004: 6-7.



		McKinsey 	AT Kearny 
	Reducing fixed costs	2.7%	1.5%
	Increasing volume	3.7%	2.5%
	Reducing variable costs	7.3%	4.6%
	Increase price	11%	7.1%


Depending on the industry, the net income effect can be even greater. Of course, this is a double-edged sword, because a 1 percent deterioration in any of these categories will cause net income to decrease by the same amount.

It is time for the pricing function to get a promotion, and for companies to begin to Price on Purpose—that is, pricing in order to capture the value created for the customer.




YOU ARE WHAT YOU CHARGE 

Ultimately, a business is defined by that for which it collects revenue, and it collects revenue only for that which it decides to charge.

—Joseph Pine II and James H. Gilmore, The Experience Economy: Work Is Theatre and Every Business a Stage, 1999

 

 

Let us revisit the Xerox saga again with an important question: Why did Xerox fail to capitalize on the innovations its Palo Alto Research Center developed? This included the computer technology that eventually led to the Apple computer, and launched the personal computer revolution. But Xerox did not see the opportunity right in front of it. In Dealers of Lightning, Michael Hiltzik offers this hypothesis for the failure:In the copier business Xerox got paid by the page; each page got counted by a clicker. In the electronic office of the future, there was no clicker—there was no annuity. How would one get paid? The hegemony of the pennies-per-page business model was so absolute that it blinded Xerox to an Aladdin’s cave of other possibilities (quoted in Hamel, 2000: 112).





A business is what it charges for. More precisely, a business is the value it creates. Ultimately, it must offer a value proposition a customer is willing to pay for. Xerox’s pricing paradigm prevented it from seeking new and emerging opportunities in the marketplace, the same myopia that blinded the music industry to Napster. This shortsightedness is certainly not an uncommon phenomenon, because an organization’s existing pricing paradigm can blind it to seeing more effective ways of creating and capturing value.

During 1815-1835, England’s postal revenue was flat, even though the economy grew considerably during this period. The average price of mailing  a letter was 12 cents, and it was priced according to weight, enclosures, origin, and destination, with each letter requiring individual inspection. Paradoxically, payment was due at time of receipt from the addressee, not origin from the addresser, and if the letter was rejected no payment was earned.

In 1840, Rowland Hill, an unknown British schoolmaster in England, proposed a radical idea to change the way letters were priced. He suggested a price of one penny for a half-ounce letter, along with a prepayment system utilizing an adhesive postage stamp, to be paid by the addresser. This suggestion was met with virulent opposition from the postal authorities, who claimed it was “preposterous,” and a “wild and visionary scheme.” It took several years for the idea to be tested before its merits were convincing. From 1838 to 1863 the annual mail volume in England increased from 76 million to 642 million letters, and the revolutionary pricing method spread to other countries.

One could argue that a similar revolution has been occurring in the business world for the past 30 or 40 years. Some enlightened companies are finally beginning to realize how antiquated the cost-plus pricing method is, especially as the developed economies transition from an industrial to an intellectual capital economy. This transition is causing a tectonic shift in how wealth is created, how people work, who owns the means of production, and how organizations will need to be structured and led in the future in order to capture the opportunities in a knowledge economy. Let us now survey some of these profound changes as we march into economies dominated by mind, not matter.
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MIND OVER MATTER

Because economies are governed by thoughts, they reflect not the laws of matter but the laws of mind. One crucial law of mind is that belief precedes knowledge. New knowledge does not come without a leap of hypothesis, a projection by the intuitive sense. The logic of creativity is “leap before you look.” You cannot fully see anything new from an old place. . . . It is the leap, not the look, that generates the crucial information; the leap through time and space, beyond the swarm of observable fact, that opens up the vista of discovery.

—George Gilder, Wealth and Poverty, 1993

 

 

In 1974, then 19-year-old Bill Gates and 21-year-old Paul Allen founded a company called Traf-O-Data to read computer cards from machines monitoring traffic flow for local municipalities. In its first year, the company that was ultimately to become Microsoft generated $20,000 in revenues and had three employees. Presently, depending on the day, Microsoft’s market capitalization ranks higher than all but nine nations’ gross national products (Spain ranks just above it), with 57,000 employees in 100 countries and annual revenues of $36.8 billion as of June 30, 2004.

How did Microsoft, in a little more than one generation, exceed the value—in terms of market capitalization—of behemoths such as General Motors, Ford, Boeing, Sears, Lockheed, Kellogg’s, Safeway, Marriott (including Ritz-Carlton), Kodak, Caterpillar, Deere, USX, Weyerhaeuser, Union Pacific, and others—again, depending on the day of analysis—combined  ? It leveraged intellectual capital (IC), the chief source of all wealth.

Yet our understanding of the role IC plays in generating wealth is not well understood, or accurately measured for that matter. Generally accepted accounting principles (GAAP) do a horrendous job of valuing IC, because most of the cost of creating IC is treated as a period expense for GAAP. This  explains how Microsoft’s GAAP assets, as reported on its balance sheet, account for less than 10 percent of its market capitalization. I am not making an argument here for better measurements, a subject we will return to in the next book in the Intellectual Capitalism Series. The fact of the matter is—and this causes major cognitive dissonance among businesspeople—the most important things in life cannot be measured. We do not necessarily need better measurements, we need better understanding.

Today, intellectual capital is sometimes thought of as nothing more than another “buzzword.” However, IC is not about the “new economy.” IC has always been the chief driver of wealth, as economists have argued since the term human capital was first mentioned in 1961. Wealth does not reside in tangible assets, or money; it resides in the IC that exists in the human spirit, and since this is so hard to measure (how does one measure the ambition of Steve Jobs to “change the world”), we tend to ignore it until it becomes so obvious—as in the case of Microsoft—that we have to recognize our old theories of wealth creation are no longer relevant.

Ideas have consequences, but ideas are everywhere. It is knowledge that is rare, and it is those with the right knowledge that are able to generate enormous wealth by taking the risks necessary to capitalize on it, from Bill Gates and Paul Allen, to Andrew Carnegie, Thomas Edison, and Walt Disney. Even Adam Smith’s famous pin factory contained the idea of division of labor, an enormous wealth-generating idea, followed by ideas such as scientific management and the assembly line, the latter certainly capitalized on by Henry Ford.




THE PHYSICAL FALLACY 

For centuries, economists have been explaining the “physical fallacy”—that is, the belief that wealth resides in tangible things, such as gold, land, raw materials, and so forth—and it seems as if we still do not understand this basic economic concept. We seem to think that matter is more important than  minds, while in fact it is the exact opposite. Taiwan, Hong Kong, and Singapore have no “natural resources” and yet they all have a higher standard of living than Russia and Indonesia, both rich in natural resources.

From a corporate perspective, a revealing episode in the early career of Walt Disney illustrates the physical fallacy on a human scale: Back in the 1920s, when Disney first emerged as a cartoonist, his early successes led him to found a studio and to employ other artists to draw the thousands of pictures required for animated cartoon movies. Disney Studios was particularly successful with an early cartoon character called Oswald Rabbit, whose copyright was held by a movie distributor rather than by Disney. This distributor decided to eliminate the need to pay Disney by hiring away his cartoonists and both producing and marketing the product. From the standpoint of the physical fallacy, Disney was superfluous. He neither drew the cartoons nor transported the films to theaters nor showed them to the public. The distributor, with the Disney staff and the copyright on Disney’s character, expected to profit from his coup—but without Disney’s ideas the previously valuable character suddenly became worthless as a moneymaker at the box office. What had really been sold all along were Disney’s ideas and fantasies. The physical things—the drawings, the film, and the theaters—were merely vehicles. It was only a matter of time before another set of vehicles could be arranged and the ideas incorporated in a new character—Mickey Mouse—which Disney copyrighted in his own name.

Many of the products which create a modern standard of living are only the physical incorporations of ideas—not only the ideas of Edison or Ford but the ideas of innumerable anonymous people who figure out the design of supermarkets, the location of gasoline stations, and the million mundane things on which our material well-being depends. It is those ideas that are crucial, not the physical act of carrying them out. Societies, which have more people carrying out physical acts and fewer people supplying ideas, do not have higher standards of living. Quite the contrary. Yet the physical fallacy continues on, undaunted by this or any other evidence (Sowell, 1980: 71-72).





The physical fallacy explains why Andrew Carnegie once stated in total confidence, “You can take away our factories, take away our trade, our avenues of transportation and our money—leave us nothing but our organization—and in four years we would reestablish ourselves” (quoted in Branden, 1998: 35). It is no different in a modern-day company. Its wealth-creating capacity resides in its IC, not its tangible assets. The company that created the yellow first-down line for NFL television broadcasts earns $2 million per year for the idea. This concept may just have come to someone while showering, demonstrating how the wealth-creating results produced by IC have little relationship with inputs, or costs. This is a totally different environment from the Industrial Age, where there was more of a relationship between physical goods and wealth. In fact, 1997 marked the first year that  corporate investment in intangibles such as branding, training, and research and development (R&D) surpassed investment in the tangible assets of property, plant, and equipment.

Today, Microsoft has more wealth-generating capacity than many of the blue chip industrial organizations once thought so inevitable in their domination. By studying the success of IC companies, we can glean many lessons. I have learned many things from Peter Drucker, but perhaps nothing as profound and enduring as what he wrote in his autobiography Adventures of a Bystander:I never heard well enough to be a musician. But I suddenly perceived that I myself would always learn by looking for performance. I suddenly realized that the right method, at least for me, was to look for the thing that worked and for the people who perform. I realized that I, at least, do not learn from mistakes. I have to learn from successes. It took me many years to realize that I had stumbled upon a method. Perhaps I did not fully understand this until, years later, I read—I believe in one of Martin Buber’s early books—the saying of the wise rabbi of the first century: “The good Lord has so created Man that everyone can make every conceivable mistake on his own. Don’t ever try to learn from other people’s mistakes. Learn what other people do right” (Drucker, 1994: 75).





If I wanted to learn the successful traits of a marriage I would not bother talking with Elizabeth Taylor, and if I wanted to become a professional golfer, I would hang around the PGA tour, not the municipal golf course hackers on the weekend.

Adam Smith brought this profound insight into his seminal book An Inquiry into the Nature and Causes of the Wealth of Nations (1776). He wanted to explain why some countries were wealthy, not why most countries were poor (notice the title wasn’t An Inquiry into the Nature and Causes of the Poverty of Nations). Poverty needs no explanation, nor do we learn much from studying it, since it is the natural condition of man since he emerged from the cave. What would we do once we discovered the root causes of poverty? Create more of it? What needs to be explained is wealth, not poverty. What separates a good social scientist from a mediocre one is this understanding. Charles Murray in his 1984 book Losing Ground (explaining how the welfare state has failed) pointed this out with respect to why teenagers have babies (a condition, like it or not, most certain to end in both mother and child living in poverty). He pointed out that studying teenagers who have  babies would not provide the insights needed to understand the phenomenon since you will hear reasons such as “babies are cute,” “sex is fun,” and “I wanted someone who would love me unconditionally.” Rather, you would be better off to study why the majority of teenagers do not have babies (parental opprobrium, social castigation, interferes with college education, etc.). These reasons provide the missing elements into ameliorating the problem. P.J. O’Rourke, the former foreign correspondent for Rolling Stone magazine and currently the Mencken Research Fellow at the Cato Institute, sums it up more humorously in the beginning of his book, Eat the Rich:I had one fundamental question about economics: Why do some places prosper and thrive while others just suck? It’s not a matter of brains. No part of the earth (with the possible exception of Brentwood) is dumber than Beverly Hills, and the residents are wading in gravy. In Russia, meanwhile, where chess is a spectator sport, they’re boiling stones for soup (O’Rourke, 1998: 1).





I will follow this approach, studying successful practices from organizations that are effective at what they do, and the scope will be as far as it is wide. Wisdom is timeless, and many of the lessons shared herein are from what I have termed “Entrepreneur Heaven,” those creative and imaginative risk-takers who launched enterprises many of us still patronize to this day, who had the vision and fortitude to test their ideas in the free market, and solely be judged—and either rewarded or rebuked—by their customers. While this characteristic cannot be captured in a mathematical equation, it is certainly the cause of the majority of economic growth and dynamism.




THE THREE TYPES OF INTELLECTUAL CAPITAL 

The wealth-creating ability of intangible assets over physical assets is indisputable as we move from capital-based enterprises to knowledge-based enterprises. An excellent example of this is American Airlines’ Sabre reservation and information system.

On October 11, 1996, AMR Corporation, the parent company of American Airlines, sold (an equity carve out) 18 percent of its Sabre subsidiary in an initial public offering that valued Sabre at $3.3 billion. On the previous day, AMR had a total market value (including Sabre) of about $6.5 billion. Thus, a reservation system generating income from travel agents and other users of its services constituted half of the market value of AMR, equaling the value  of the world’s second largest airline, owning 650 airplanes (in 1996) and other physical and financial assets, including valuable landing rights. A $40 million R&D investment in Sabre during the 1960s and 1970s mushroomed into a market value of $3.3 billion in the mid-1990s. By October 30, 1999, Sabre’s share in the total market value of AMR increased to 60 percent, demonstrating the value creation potential (scalability) of intangibles relative to that of intangibles (Lev, 2001: 24).

While the airplanes American Airlines’ owns show up on its balance sheet, Sabre was nowhere to be found. A teacher once asked Yogi Berra, “Don’t you know anything?” and he said, “I don’t even suspect anything.” GAAP’s deficiencies in measuring intellectual capital notwithstanding, for our purposes we are going to separate a company’s IC into three categories, as originally proposed by Karl-Erik Sveiby—a leading thinker in knowledge theory—in 1989:1. Human capital
2. Structural capital
3. Social capital (customers, suppliers, networks, referral sources, alumni, joint venture, alliances, etc.)


We will explore each of these in greater detail in the third book of the  Intellectual Capitalism Series. Meanwhile, the crucial point to understand at this juncture is that it is the interplay among the three types of IC above that generates wealth-creating opportunities for your company. Human capital, for example, can grow in two ways: when the business utilizes more of what each person knows, and when people know more things that are useful to the firm and/or its customers. And since knowledge is a “nonrival” good—meaning we can both possess it at the same time—knowledge shared is knowledge that is effectively doubled throughout the organization. That is why former Hewlett-Packard CEO Lew Platt said, “If HP knew what HP knows, we would be three times as profitable.”

Since knowledge can be found almost anywhere, and it does not have to be newly created, it is critical that we incorporate social capital into our company’s IC, because defining our knowledge solely by our human and structural capital is too inward looking. The boundaries of a business do not just keep knowledge in; they keep it out as well. Expanding our definition of IC to the social environment within which a company operates gives us many more opportunities to leverage our knowledge. This is why British  Petroleum gives a “Thief of the Year” award to the person who has “stolen” the best ideas and Texas Instruments has a “Not Invented Here, but I Did It Anyway” award for ideas taken inside or outside the company. Knowledge companies constantly celebrate learning, not just the application of knowledge to the services it offers its customers. Knowledge companies have to do much more than merely extracting eight hours of work from their human capital; they have to leverage their minds as well. This requires a different level of thinking, and a totally different set of metrics to measure the effectiveness of organizational learning.

Most knowledge is created and owned by people, and thus resides in the human capital of any organization. Converting human capital into structural capital is one of the major roles of a chief knowledge officer (CKO). John Peetz, former CKO for Ernst & Young, summed up his knowledge mission this way: “For us knowledge management is critical. It’s one of our four core processes—sell work, do work, manage people, and manage knowledge.” As Thomas Stewart further explained, “In his self-written job description, Peetz outlined three responsibilities for a CKO: evangelizing about the value of sharing knowledge; running and backing projects that find, publish, and distribute knowledge around the firm; and managing a staff of about 200 people, mostly in the firm’s Center for Business Knowledge in Cleveland, and a firmwide infrastructure of Web sites” (Stewart, 2001: 82).

I have serious reservations about “managing people,” especially since we are talking about knowledge workers, whom I firmly believe cannot be “managed” in the traditional sense. Nonetheless, the essential role of a CKO is to capture the knowledge that exists within the minds of the people who work in the firm. As Ikujiro Nonaka and Hirotaka Takeuchi point out in their book The Knowledge-Creating Company: How Japanese Companies Create the Dynamics of Innovation, “The individual is the ‘creator’ of knowledge and the organization is the ‘amplifier’ of knowledge” (Nonaka and Takeuchi, 1995: 240).

This is no easy task since we must draw a distinction between explicit and  tacit knowledge. Explicit knowledge can be documented and kept somewhere, in a manual, filing cabinet, web site, intranet, and so on. This type of knowledge usually comprises a company’s structural capital. Tacit knowledge is a different animal. Tacit in Latin means “to be silent or secret.” This is why it is so hard to explain how to ride a bike, swim, describe Marilyn Monroe’s face, or play golf like Tiger Woods. You could read all of the explicit knowledge—in books by Tiger, for instance—on how to play better  golf, but until you actually did it, your understanding would be severely limited. Explicit and tacit knowledge complement each other, because in Latin  explicit means “to unfold”—to be open, to arrange, to explain. Germans say  Fingerspitzengefuhl, “a feeling in the fingertips,” which is similar to tacit knowledge (Stewart, 2001: 123). Another useful way to think about the difference is that information can be digitized while knowledge is intrinsic to humans. It is usually a totally different experience to read an author’s book than it is to have a chance to talk to him about it. The latter will give you a much richer, contextual feel for the explicit knowledge documented in the book, and in some cases may even be more valuable. Or consider the difference between reading a customer report and talking with the customer in person.

How often do companies take the time to mentor their colleagues on the importance of learning and sharing knowledge? “He’s learning me all his experience,” as Yogi Berra said about Bill Dickey. No doubt this gets done in most organizations, but it is on an ad hoc and as-needed basis, rather than a systemized, measured part of the performance criteria of team members. There is simply no mechanism in most companies to reward continuous learning, the sharing of tacit knowledge with peers, or externalizing tacit knowledge to explicit knowledge by writing an after action review—a report borrowed from the U.S. Army, which will be discussed in the next book in the Intellectual Capitalism Series and in Chapter 21—on various corporate functions. Because most companies are so caught up in efficiency and productivity quotas and working on their income statements, they are not building their invisible balance sheet—of which the primary asset is the knowledge that exists in the firm. Yet capturing this type of knowledge would be incredibly valuable to the company in terms of leveraging and ability to delegate, and as a way to increase the structural capital just in case certain human capital investors decide not to return to work.




NEGATIVE INTELLECTUAL CAPITAL 

Before we leave this important topic of IC, it is necessary to explain something that may, at first impression, not seem obvious. When IC is discussed, it is normally done in a very positive context, because most of the examples used are from successes in leveraging IC, such as Microsoft or the Sabre reservation system. Naturally, not all R&D projects or new products are successful,  and in fact, the failure rate is astonishingly high. Most new drugs fail, as do most consumer products and books published. Investments in intangibles contain much higher levels of risk and more uncertainty than in tangible assets. If my software product fails, those costs are usually gone for good, unless I can somehow leverage the knowledge I gained into another attempt (this is the second form of potential gain from a venture in addition to profits, the epistemological profit—meaning an advancement of knowledge). On the other hand, if I purchase an office building or a mall, and it fails, I can at least recover a portion of my investment.

But that is not the main point to make here and now. What is important here is there is such a thing as negative human capital, negative structural capital, and negative social capital. Certainly this sounds counterintuitive, but it is nonetheless true. Not everything we know is beneficial. Think of the IC a thief possesses; it is knowledge in the sense he knows how to perform his craft just as much as United Airlines knows how to fly planes and transport people around the world. But that does not make the knowledge valuable, and with respect to thieves, the social loss they impose is a societal negative.

Think of countries that dogmatically adhere to the principles of socialism or Marxism, even though both of these theories of social organization have been repudiated by empirical evidence. There has been enormous negative social capital built up over the past five decades in Castro’s Cuba, just as there was in the former Soviet Union. As the latter struggles to make its transition to a free market economy, these negative legacies are being felt (lack of secure private property rights, no effective system of jurisprudence to adjudicate disputes, no efficient banking and credit system, and other institutions necessary for economic growth). When President Ronald Reagan was asked what he thought of the Berlin Wall during a visit to Germany, he gestured at the Wall and said succinctly, “It’s as ugly as the idea behind it” (Morris, 1999: 461).

Examples of negative intellectual capital in an organization would include a rigid adherence to old methods that are hindering your people from achieving their potential. High on this list would include cost-plus pricing, Industrial Age efficiency metrics, focusing on activities and costs rather than results and value, and other forms of negative IC that have embedded themselves into the culture. These negative ideas have been leveraged throughout each type of knowledge discussed herein—human, structural, and certainly social—and have become part of our tacit and explicit knowledge systems.  One of the duties of this book is to point out how these legacy systems are indeed negative forms of IC and need to be replaced in the knowledge company of the future.

Throughout history, the “physical fallacy” was an idea that reigned supreme, that is, the notion that wealth is embedded in physical tangible assets. Economists now have a far better understanding of how wealth is created from free minds operating in free markets. This can be seen by observing various developing economies escaping the shackles of poverty, creating wealth and a better standard of living for their populations. It is now clear that wealth resides in minds, and economists have proven this at the macro level of economic organization. What is needed now is to apply these same ideas at the micro level of the business entity by positing a new theory for the intellectual capital company of the future.
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THE OLD BUSINESS EQUATION

A theory that cannot be refuted is not scientific.

—Karl Popper [1902-1994]

 

 

Theories are powerful because they seek to do one of three things: explain, predict, or prescribe. Yet, when one reads a typical business book today, the author will usually begin by saying something to the effect that “this book is not based on some ‘ivory tower,’ theoretical model, but based on practical, real-world experience and examples.” Beware when you read such a qualifier, because as Dr. W. Edwards Demming used to say, “No theory, no learning.” In a business environment, whether we know it or not, we are guided to a large degree by theoretical constructs that have been developed in order to simplify—and thus explain, predict, or control—our various behaviors. As Immanuel Kant said, “Concepts without perceptions are empty; perceptions without concepts are blind.” Theories build buildings and bridges, fly airplanes, and put men on the moon. As John E. Flaherty points out in his biography of Peter Drucker, Shaping the Managerial Mind: How the World’s Foremost Management Thinker Crafted the Essentials of Business Success: Drucker’s explanation for the astonishing output of innovation during this period [the Industrial Revolution] was based on his insight that historically the introduction of a tool preceded its theoretical verification. For example, the lever was used for centuries before Archimedes developed a scientific formula to explain its operation. Eyeglasses were in existence in medieval times, but it was not until the eighteenth century that Sir Isaac Newton and Gottfried Wilhelm Liebniz gave us the theory of optics. It took about seventy-five years before William Thomson, 1st Baron Kelvin, provided a theoretical explanation of thermodynamics for James Watt’s steam engine. And it took several decades before a theory of aerodynamics could satisfactorily explain why the Wright brothers’ flying machine actually flew (Flaherty, 1999: 230).





The purpose here is not to debate the chicken and egg question of which comes first, theory or practice. It is self-evident that both are important. Certainly there is enough experience to evaluate the predominant theory of an Industrial Age enterprise. Indeed, the purpose of this chapter is to examine the flaws in the old theory in order to construct a better theory. After all, the theory that originally explained the Wright brothers’ flying machine has been significantly enhanced by Boeing in order to keep its 777 in the air. This is how theories and knowledge progress—and they can have an enormous impact on our behavior. So even though discussing theory may be much maligned in today’s business environment, I believe all learning starts with theory, and thus we will now critically examine the predominant theory of the Industrial Age organization.




“ANALYZING” THE PREDOMINANT BUSINESS EQUATION 

In Greek language, analyze means “cut to pieces,” which we will proceed to do with this theory before positing a better theory. When you think about the traditional theory of an enterprise, you would no doubt construct a model similar to this:Revenue = Capacity × Efficiency × Cost-Plus Price





Since this model dominates the thinking of business leaders to this day, it is worth explaining the model in greater detail in order to understand both its strength and—as will be increasingly detailed—its fundamental weaknesses.

Consider a professional service firm, such as accounting, legal, architecture, engineering, consulting, or advertising; the archetypal pyramid firm model rested on the foundation of leveraging people power, in effect their “capacity.” The theory is this: Since the two main drivers of profitability are leverage (number of team members per owner and the hourly rate realization, a form of cost-plus pricing), if each partner could oversee a group of professionals, this would provide the firm with additional capacity to generate top-line revenue, and thus add to the profitability and size of the firm. If a firm wanted to add to its revenue base, it had two primary choices: It could work its people more hours, or it could hire more people. It is no secret which choice the average firm tends to choose, much to the chagrin of its already overworked team members. In most firms, the partners wait until demand is bursting at the seams before they add more professionals.

Now compare this practice with respect to capacity in other industries—this process of adding capacity after revenue is backward. If you think of any other industry or company—from Intel to General Electric, from FedEx to Microsoft—capacity is almost always added before revenue. Consider specifically FedEx: Before Fred Smith could deliver his first overnight package, he had to have trucks, drivers, airplanes, and facilities throughout the country, all at enormous fixed costs (indeed, those large fixed costs almost bankrupted FedEx in the early days). Most organizations operate with capacity to spare, which is vital in order to maintain flexibility in changing market conditions. I will discuss capacity issues in a later chapter, and offer an Adaptive Capacity Model in order to allocate an organization’s fixed capacity to maximize value.

For now, let us look at the second element in the old theory—efficiency. Efficiency is a word that can be said with perfect impunity, since no one in their right mind would dispute the goal of operating efficiently. In fact, it is well known that in free market economies, efficiency is critical since it ensures that a society’s resources are not going to waste. It is also well established that different levels of productivity largely explain differences in wages across countries. An American farmer will earn more plowing with a tractor than a Cuban farmer with an ox and hand plow; the American farmer is more productive, hence higher wages and more profits.

There is no doubt that increasing efficiency—or at least not sliding into inefficiency—is important. But the pendulum has swung too far in the direction of efficiency over everything else. It seems that innovation, dynamism, customer service, investments in human capital, and effectiveness have all been sacrificed on the altar of efficiency. It is critical to bear in mind that a business does not exist to be efficient; rather, it exists in order to create wealth for its customers.

Peter Drucker is fond of pointing out that the last buggy whip manufacturers were models of efficiency. So what? What happens if you are efficient at doing the wrong things? That cannot be labeled progress. In fact, one indicator that an industry is in the mature or decline stage of the product/service life cycle is when it is also most likely at the apogee of its theoretical level of efficiency.

The point is this: In industry after industry, the history of economic progress has not been to wring out the last 5 to 10 percent of efficiency, but rather to change the model in order to more effectively create wealth. From Walt Disney and Fred Smith, to Bill Gates and Larry Ellison—these  entrepreneurs did not get where they are by focusing on efficiency. All of these entrepreneurs created enormous wealth by delivering more effectively what customers were willing to pay for, not by focusing on efficiency.

Next is cost-plus pricing, a direct cousin of the DuPont return on investment formula. But the real ancestor of cost-plus pricing is the Labor Theory of Value, posited by economists of the eighteenth century and Karl Marx in the late nineteenth century. This theory was almost immediately shown to be false—in terms of its ability to explain, predict, or prescribe—as a method of determining value in a marketplace. Fortunately, a better theory was posited, known as the Subjective Theory of Value—that is, ultimately, the person paying for an item, not the seller’s internal overhead, desired profit, or labor hours, determines the value of anything. Value, like beauty, is in the eye of the beholder.

The offense of believing internal costs have anything to do with value is serious. A business should be judged—and price based—on the results and wealth it creates for its customers. The cost-plus pricing paradigm is not worthy of businesses operating in an intellectual capital economy, and it is time we throw it on the ash heap of history. It is an idea from the day before yesterday.

Last, consider revenue. It is one thing to get more business, it is quite another to get better business. The “bigger is better” mentality is an empty promise for most companies. Acquiring more customers is not necessarily better. Growth simply for the sake of growth is the ideology of the cancer cell, not a strategy for a viable, profitable company. It is worth looking at the historical origins of this market-share myth. In the late 1800s and early 1900s, market share theory was an excellent rationale for antitrust enforcements. For business leaders, you can certainly see it in the algebraic effect of greater revenue in the equation. Once fixed costs are covered, any marginal revenue will contribute to the bottom line. Of course, this implicitly implies that any customer is a good customer, which is certainly a debatable proposition.

One widely quoted study is that by Harvard Business School professor Robert D. Buzzell, who in 1975 published an article in Harvard Business Review: “Market Share—A Key to Profitability.” This article provided empirical evidence that companies that had dominant market share had higher profitability levels. Of course, if one is not grounded in theory, then it is easier to confuse cause and effect by merely observing the manifestations of a competitive advantage. Height and weight are closely associated but you  will not grow taller by eating more. Market share is the result of a sustainable competitive advantage, not the cause.

BMW has approximately 1 percent market share, selling 213,127 vehicles in the United States in 2001, while recording a profit $1.87 billion, greater than any other car company in the world. In 1999, Ford Motor earned a record $7.2 billion, and yet its market share decreased from 25.7 to 23.8 percent. By encouraging customers to trade up to higher-margin vehicles, it sold 420,000 fewer low-margin cars, while selling 600,000 more high-margin vehicles. Other traditional marketing and sales leaders, such as Procter & Gamble, Southwest Airlines, and General Electric, began to switch their focus from top-line revenue growth and market share to increasing profitability.

Southwest Airlines is a leader in the low-fare travel niche, and it has remained focused on that niche like a laser beam. As former CEO Herb Kelleher pointed out, “Market share has nothing to do with profitability. Market share says we just want to be big; we don’t care if we make money doing it. That’s what misled much of the airline industry for fifteen years, after deregulation. In order to get an additional 5 percent of the market, some companies increased their costs by 25 percent. That’s really incongruous if profitability is your purpose” (Freiberg and Freiberg, 1996: 49).

If market share explained profitability, General Motors, United Airlines, Sears, and Philips should be the most profitable companies in their respective industries. Yet they have all turned in mediocre profitability records. Growth in profitability usually precedes market share, not vice versa. Wal-Mart, for example, was far more profitable than Sears, long before it had a sizeable market share. It seems profitability and market share grow in tandem with a viable value proposition that customers are willing to pay for. The road to hell is paved with the pursuit of volume. Do not make this mistake. More often than not, less is more.

I have exposed some of the flaws of the traditional Industrial Era business equation. Although this discussion is not meant to be comprehensive, it nevertheless sets forth a compelling case against the old theory. Is there a better theory, one that takes into account the real wealth-producing capacity and other critical success factors of the business of the future? It is a valuable accomplishment to point out defects in a theory—or falsify it entirely—but the real work begins by constructing a new theory, as this is how all knowledge advances.
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THE NEW BUSINESS EQUATION

Models and theories exist to guide managerial judgment, not replace it.

—John Kay, Foundations of Corporate Success, 1995

 

 

The old equation is no longer relevant to the driver’s of success in the business of the future. Buckminster Fuller (designer, cosmologist, philosopher, mathematician, and architect—he designed the geodesic dome) once said, “You can’t change anything by fighting or resisting it. You change something by making it obsolete through superior methods.” It is time to replace the old equation described in the previous chapter with this new model:Profitability = Intellectual Capital × Price × Effectiveness





Let us explore each component of the above equation; then we will discuss why it is a better theory for explaining the success of companies operating in today’s marketplace.

We start with profitability, rather than revenue, because we are not interested in growth merely for the sake of growth. As many companies around the world have learned—some the hard way, such as the airlines, retailers, and automobile manufacturers—market share is not the open sesame to more profitability. We are interested in finding the right customer, at the right price, consistent with our vision and mission, even if that means frequently turning away customers. I have coined a corollary to Gresham’s law (bad money drives out good) from monetary economics, affectionately known as Baker’s Law: Bad customers drive out good customers.

Adopting this belief means you need to become much more selective about who you do business with, even though that marginal business may be “profitable” by conventional accounting standards. Very often the most important costs—and benefits, for that matter—do not ever show up on a profit and loss statement. Accepting customers who are not a good fit for  your firm—either because of their personality or the nature of the work involved—has many deleterious effects, such as negatively affecting team member morale, and committing fixed capacity to customers who do not value your offerings. This is why the new equation focuses on profitability, not simply gross revenue. When it comes to customers, less is usually more.

As pointed out in Chapter 3, for our purposes in this book, intellectual capital is composed of three primary components:1. Human capital (HC). This comprises your team members and associates who work either for you or with you. As one industry leader said, this is the capital that leaves in the elevator at night. The important thing to remember about HC is it cannot be owned, only contracted, since it is completely volitional. In fact, more and more, knowledge workers own the means of your company’s production, and knowledge workers will invest their HC in those organizations that pay a decent return on investment, both economic and psychological. In the final analysis, your people are not assets (they deserve more respect than a copier machine and a computer)—they are not resources to be harvested from the land like timber when you run out. Ultimately, they are volunteers, and it is totally up to them whether or not they get back into the elevator the following morning.
2. Structural capital. This is everything that remains in your company once the HC has stepped into the elevator, such as databases, customer lists, systems, procedures, intranets, manuals, files, technology, and all of the explicit knowledge tools you utilize in order to produce results for your customers.
3. Social capital. This includes your customers, the main reason a business exists; but it also includes your suppliers, vendors, networks, referral sources, alumni, joint venture and alliance partners, and reputation. Of the three types of intellectual capital, this is perhaps the most overlooked and least leveraged, and yet it is highly valued by customers.


Wealth does not exist in tangible resources—such as timber, land, real estate, oil, and so forth—but in ideas and their creative expression. Oil was completely useless—in fact, if you were a farmer it was an absolute nuisance—until the combustion engine was invented. If it were not for the piston engine and the electricity needs of the industrialized world, the  Middle East, which has been sitting on oil for thousands of years, would be nothing more than sand dunes, rocks, and caves.

To reiterate, there are four Ps of marketing: price, product, place, and promotion. Of these, price is the most complex component of the four Ps of marketing. Price is your company’s only opportunity to capture the value you create through your value proposition. Yet pricing has been a sorely neglected topic until recently. In fact, pricing in most industries has been neglected and usually relegated to some rule of thumb, or cost-plus pricing formula. Thankfully, this is beginning to change.

For too long companies have let their price be solely or largely predicated on some arbitrary rule of thumb, competitor’s prices, or on an overhead plus desired net income calculation. These pricing mechanisms are relics of Karl Marx’s Labor Theory of Value, and are completely obsolete in an intellectual capital, innovative, and dynamic economy.

In the business of the future, effectiveness takes precedence over efficiency. A business does not exist to be efficient; it exists to create wealth for its customers. An obsessive compulsion to increase efficiency (doing things right) reduces the firm’s effectiveness at doing the right things. The pursuit of efficiency has hindered most firms’ ability to pursue opportunities, and hence the organization spends most of its time solving problems. One cannot grow a company and continuously cut costs and increase efficiency.

It is not that efficiency is bad, per se; it is that it has been pursued at the expense of nearly everything else. To add insult to injury, the efficiency measures that do exist in the modern organization tend to be lagging indicators that measure efforts and activities, not leading indicators that measure results and define success the same way the customer does. It is time for companies to develop testable hypotheses in the form of critical success factors and key performance indicators that measure the actual results of their output the same way customers do.

Effectiveness implicitly understands there is no such thing as a free statistic. Just because we can measure something accurately does not mean we should. Effectiveness understands that imprecise measurements of the right  things are infinitely more valuable than precise measurements of the wrong  things. This will no doubt shock some readers, especially those who were trained in cost accounting or possess MBAs. But controlling costs, and accounting for them, does not ensure success. Companies are not machines subject to the laws of electromechanical engineering. They are composed of human beings who do not check their emotions at the door, and they are subject  to fears, doubts, variable levels of self-esteem, uncertainty, anger, rage, and a whole range of other emotions that cannot be captured by traditional efficiency measurements. In other words, humans are messy. Focusing on effectiveness does not eliminate these issues, but it does take them into account far better than efficiency metrics, which can be desensitizing and inhumane at times.

This new equation comports with the realities of an intellectual capital economy, taking into account knowledge workers who use their hearts and minds, not their brawn and hands. This equation recognizes the importance of mind over matter, the price thereof, and the effectiveness of the workers who produce it, as well as the customers who purchase it. It may not yet be a perfect theory, but it is far superior to the alternative discussed in the prior chapter.




COGNITIVE DISSONANCE 

I am going to rely on the reader’s ability to hold two opposite thoughts in their head at the same time, while still functioning. I have a love/hate relationship with the above equation. On the one hand, it is a superior model for the business of the future because it recognizes the realities of the marketplace in which companies operate, and it focuses on leveraging the right things. It takes into account the importance of dynamism, innovation, and a whole host of other human activities that are simply not captured in the old equation.

On the other hand, because it is nothing more than an algebraic equation, it is an incredible simplification of the components that comprise the typical organization. When we look at equations we tend to think of each component comprising a separate part that can be individually manipulated and controlled, a very one-dimensional view of a business made up of human beings. What the equation does not explain is how to raise prices, or how to increase effectiveness; nor does it explain the interconnections and interdependencies of the various components. Certainly the equation can describe an abstract feature such as effectiveness, but it does not really enhance one’s understanding of how change occurs in the firm as a whole. In other words, it can explain the ends (profitability), but not the means (how does one measure effectiveness?). Any equation assumes a certain cause-and-effect relationship, and tends to lead us to believe that these patterns are sequential and linear,  and not subject to the perpetual feedback of prior causes. In the old equation, increase capacity and revenue grows; in the day-to-day realities of a company, trying to work your team members more hours is going to have a whole host of unintended consequences that will ultimately affect the goal of increasing revenue. No equation can capture the richness of these interrelated means.

Another problem with the equation is that it presents the characteristics of a firm as nothing but the sum of the parts; if you change one aspect, you invariably change another by an equal amount. But in a living, breathing, organic system such as a firm, parts and wholes are not linked so linearly. Thus, a small change in one of the parts can have a profound and dramatic influence on everything else. Think of the effects of a toxic manager who belittles and intimidates his team members. He may achieve higher efficiency in one aspect of the equation, and so totally destroy morale and motivation that the ultimate outcome will be a reduction in firm effectiveness, customer service, and profitability.

Peter Drucker has written extensively on why traditional management science fails to perform. Executives believe they can change one aspect of a company without affecting others, ignoring the reality of a firm being an  interdependent system. Drucker explains the phenomenon this way:There is one fundamental insight underlying all management science. It is that the business enterprise is a system of the highest order: a system whose parts are human beings contributing voluntarily of their knowledge, skill and dedication to a joint venture. And one thing characterizes all genuine systems, whether they be mechanical like the control of a missile, biological like a tree, or social like the business enterprise: it is interdependence. The whole of a system is not necessarily improved if one particular function or part is improved or made more efficient. In fact, the system may well be damaged thereby, or even destroyed. In some cases the best way to strengthen the system may be to weaken a part—to make it less precise or less efficient. For what matters in any system is the performance of the whole; this is the result of growth and of dynamic balance, adjustment, and integration, rather than of mere technical efficiency.

Primary emphasis on the efficiency of parts in management science is therefore bound to do damage. It is bound to optimize precision of the tool at the expense of the health and performance of the whole (Drucker, 2004: 97).





Any equation is similar to the difference between a map and a territory: one is a two-dimensional explanation and the other is full of complex and  rich interconnections that could never be captured on paper. Somebody once said that studying a living entity on paper is like performing an autopsy on dolphins versus swimming with them. Certainly both activities will give you a better understanding of dolphins, but which one will let you observe the rich and contextual feel of a living creature? Clinical pathologists implicitly understand this difference, because they instruct physicians to never treat a test result but rather to treat the patient.

The careful reader—perhaps the reader with scientific or marketing training—will note that the equation does not answer the important question of why we are in business, because it appears to put profitability above all else. This is a serious omission. The fact that a business needs to make a profit is a tautology, and is in fact quite irrelevant. Most importantly, a business must create and retain customers, and add wealth to their lives by providing them more in value than the price they are paying. The equation also does not answer the all-important question of where profits are derived, to be discussed in the next section.

One more criticism of this equation should be mentioned before we leave this analysis. The word efficiency has been deliberately replaced with effectiveness,  bowing to the observation that a business does not exist to be efficient, but rather effective. What happens if you are 100 percent efficient at doing the wrong thing? Effectiveness, on the other hand, stresses the power to produce a particular effect, in this case, something of value for customers. Yet, this word, too, is not quite precise at describing the effect a modern firm is trying to create. I much prefer the word efficacious, meaning having the power to produce a desired effect. This term is used to describe the miraculous power of many drugs since it suggests possession of a special quality or virtue that makes it possible to achieve a result. In an intellectual capital economy, where wealth is created using the power of the mind—as opposed to the body—these characteristics better explain the value created by knowledge workers.

In any event, while one could point out other weaknesses in the new equation, in a book we must break things down into separate components in order to deal with them more effectively. We cannot do everything at once. This is the advantage of a theory, because while it will never capture the true essence of a living organization, it can be studied in its quantitative and qualitative parts, and our understanding of how those parts are interdependent can be better understood as a result. A theory need not be elegant nor capture the entire essence of the phenomena it is trying to explain; all it has to do in  order to be effective is allow us to predict, explain, or prescribe the behavior we observe. It is similar to a camera, not a photograph, in that it is a tool that can be used well or badly, to capture reality, not depict it.

Another important element of theory building is to have a preference to shave with Occam’s Razor—that is, any hypotheses must not be developed beyond necessity. Unfortunately, most business books contain a paucity of theory—and when they do, the razor could not cut butter. To this end, the new equation is presented only as a model—a map—to help us capture a deeper understanding of how organizations can operate more effectively in an intellectual capital economy. No one would argue that you can get anywhere by looking at maps without venturing out to sea. But no one would suggest you would be very safe at sea without a map.




WHERE DO PROFITS COME FROM? 

A ship in harbor is safe—but that is not what ships are for.

—John A. Shedd [1859 to circa 1928]

 

 

In seminars around the world, we have presented to participants the following factors of production in any economy, and the type of income derived therefrom:Land = Rents 
Labor = Salaries and Wages 
Capital = Interest, Dividends, and Capital Gains





We then ask a deceptively simple question: Where do profits come from? The answers range from entrepreneurs and value, to revenue minus expenses and customers. Nevertheless, the real answer is that profits come from risk. The word entrepreneur comes from the French word entreprendre, meaning “to undertake” (Richard Cantillon, writing in the 1730s, was the first economist to use the term). It is the basis for the English word enterprise. But not just entrepreneurs (or female, entrepreneuses) make profits; so do established enterprises.

When a business engages in innovation, it is taking a risk. In Italian, the word risk derives from risicare, which means “to dare,” which implies a  choice, not a fate, as Peter L. Bernstein points out in his outstanding study of risk, Against the Odds. In Arabic, risk means “earning one’s daily bread.” In other words, risk is an economic positive. There are four responses when confronted with risk: avoid it; reduce it; transfer it; or accept it. In the final analysis, a business cannot eliminate risk, as that would eliminate profits. The goal is to take calculated risks and choose them wisely. The problem in many firms is that they are operating in order not to lose, rather than to win. By setting a nice comfortable floor on their earnings (via the cost-plus pricing mechanism), they have placed an artificial ceiling over their heads as well. This is self-imposed, and it comes from the attempt to avoid risk and uncertainty (which is very costly in terms of lost opportunities).

Consider labor unions, the epitome of an institution attempting to avoid risk. Talk with union members, and you quickly discover that they credit the union for their standard of living. Certainly, they are paid an above-market wage (Milton Friedman has proved this point), and receive good benefits, a healthy pension, and generous time off. But have you ever met a wealthy rank-and-file union member? The trade-off they made for their union compensation package is an artificial ceiling they can never rise above, at least not while employed in a union job, since seniority and other stultifying restrictions limit their potential. Risk avoidance is the antithesis to a successful enterprise, condemning it to mediocrity, perhaps even extinction. The goal should be to maximize wealth-creating opportunities rather than to minimize risk, as Peter Drucker pointed out:A business always saws off the limb on which it sits; it makes existing risks riskier or creates new ones. . . . Risk is of the essence, and risk making and risk taking constitute the basic function of enterprise.... This risk is something quite different from risk in the statistician’s probability; it is risk of the unique event, the irreversible qualitative breaking of the pattern (quoted in Kehrer, 1989: 53).





Drucker is explaining a basic economic theory known as Böhm-Bawerk’s Law—named after Eugen Böhm-Bawerk [1851-1926], the only economist to be pictured on an official currency, the Austrian 100 schilling note—which states, “Existing means of production can yield greater economic performance only through greater uncertainty; through taking greater risk” (ibid.: 298). Businesses have very sophisticated means of measuring the costs and benefits of risks, once they have been taken. But the risk occurs only before the event, and cannot be accurately measured until after it has  occurred. There is no theory—in economics or finance—that measures the cost of not taking a risk. Yet, it is precisely these losses that cost the business the most.

Risk and uncertainty are the twin banes of human existence. Consider what people will sacrifice to avoid them. Risk avoidance has created a $1.5 trillion worldwide insurance industry. It is why rental car companies make more from the “collision damage waiver” insurance they sell than they do renting cars. It is why buyers of appliances (e.g., microwaves, stereos, and other electronic goods) will spend large sums on extended warranties for products that could be replaced more cheaply. It’s why criminals and prosecutors plea bargain, each being uncertain as to what a jury is going to do (completely rational behavior).

Peter Drucker classified risk into three categories: the affordable, the non-affordable, and the compulsory:First, there was the risk a business could afford to take. If it succeeded at the innovation, it would not achieve major results, and if it failed, it would not do great corporate damage. Second, there was the risk a business could not afford to take. This risk usually involved an innovation that the company lacked the knowledge to implement, and usually would end up building the competition’s business. Third, there was the risk a business could not afford not to take. Failure to undertake this innovation meant there might not be a business several years hence (quoted in Flaherty, 1999: 172).





Naturally, in this book the third type of risk taking will be advocated. That is, taking those risks that will spur the firm to higher levels of effectiveness and profitability. Too often in organizations, risk taking is seen as a negative, a reckless use of resources better spent on other functions. Nothing could be further from the truth. Committing a portion of today’s resources to future expectations certainly entails risk, but since that is the source of profits—not to mention innovation, dynamism, and economic growth—it is a process inherent in the function of business entities. Economy-wide, profits may only constitute 10 percent of what the American economy produces, but in terms of creating an incentive to effectively produce the other 90 percent, they are essential. And profits are derived from risk; complacency is not an option.

This, by the way, is another defect you may care to note about the new equation, because it makes it look as if profitability appears by effectively leveraging intellectual capital at the right price, but misses the importance of  risk. We must always remember that profits, ultimately, are derived from risk taking, and no equation, no matter how complex and intricate, will ever be able to capture the essence of an entrepreneur, an effective executive, or profit-making enterprise.

This chapter has laid the groundwork for the remaining chapters, and the remaining books in the Intellectual Capitalism Series. We have covered a lot of material here, and have presented some radical—Latin for “getting back to the root”—ideas. I have argued that the old equation is not worthy of enterprises more and more composed of knowledge workers, because it leverages the wrong things and does not explain the elements of success in an intellectual capital economy. The new equation does all of these things and is a worthy model for the noble calling of enterprise. And while there are still shortcomings in the equation, it is a starting point for understanding the drivers of success for the business of the future.

Modern firms are knowledge organizations, and it is time for them to begin acting as if they understood this fact, rather than trying to constantly enhance efficiency by treating their human capital as if they had no mind of their own, redolent of the days of Frederik Taylor’s time-and-motion studies. Humans are not simply machines that exist to operate at peak efficiency, and the old equation keeps us mired in this mentality. I believe we can—indeed, must—do better than the opportunities presented by an antiquated model.

When I first publicly presented and contrasted the new equation with the old one at a seminar for a professional service firm, an attendee explained to me at the break why she thought the new equation was so superior to the old. She said, and I’m paraphrasing here, “Your equation presents so many more factors that enable a firm to achieve its objectives than the old one did. It is like being freed from a cage that has restricted our firm for decades.”

It is my fervent hope this new paradigm has a similar effect on all who study it and change their behavior as a result. The old paradigm is indeed far too restricting, and it does not represent the realities of the current marketplace in which companies find themselves. The enterprises of the future must lead the way by following a model worthy of a proud heritage of free minds operating in free markets being the catalyst for dynamism and growth.
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Salesman

Customer

Salesman

No, we'll charge you an extra use fee plus the difference on
your next lire of paint. But | believe you'e getting it now, sir

You're insane!

But we're now THIS COUNTRY'S only paint supplier! And
don't go looking for bargains! Thanks for painting with
Qantas.
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Salesman
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Customer

Salesman

Customer

Oh o, sir, you can't do that. If you buy paint and don't use
it, there are penalties and possible confiscation of the paint
you already have.

WHAT?

We can sell enough paint to do your kitchen, bathroom, hall
and north bedroom, but if you stop painting before you do
the bedroom, you will lose your remaining litres of paint.

What does it matter whether | use allthe paint? | already paid
you for it!

We make plans based upon the idea that all our paint is used,
every drop. If you don, it causes us all sorts of problems.

This s crazy!! | suppose something terrible happens if | don't
keep painting until after Saturday night!

Oh yes! Every litre you bought automatically becomes the
$200 paint.

But what are all these “Paint on sale from $10 a ltre” signs.

Well, that's for our budget paint. It only comes in half-litres.
One’$5 half-litre will do half a room. The second half-
litre to complete the room is $20. None of the cans have
labels, some are empty and there are no refunds, even on
the empty cans

To hell with this! Ill buy what | need somewhere else!

I don't think so, sir. You may be able to buy paint for your
bathroom and bedrooms, and your kitchen and dining room
from someane else, but you won't be able to paint your con-
necting hall and stairway from anyone but us. And I should
point out s, that if you paint in only one direction, it will be
$300 a litre.

1 thought your most expensive paint was $2001

That's if you paint around the room to the point at which you
started. A hallway is different.

And if 1 buy $200 paint for the hall, but only paint in one
direction, you'll confiscate the remaining paint?
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Customer

Hi. How much is your paint?
Well, si, that all depends on quite a lot of things.
Can you give me a guess? Is there an average price?

Our lowest price is $12 a litre, and we have 60 different
prices up to $200 a litre.

What's the diference in the paint?
O there isn't any difference; its all the same paint.
Well, then I like some of that $12 paint

When do you intend to use the pain?

1 want to paint tomorrow. Its my day off

Sir, the paint for tomorrow is the $200 paint.

When would I have to paint to get the $12 paint?

You would have to start very late at night in about 3 weeks.
But you will have to agree (o start painting before Friday of
that week and continue painting until at least Sunday.

You've got to be kidding!
11l check and see if we have any paint available.
You have shelves FULL of paint! I can see it!

Butit doesn't mean that we have paint available. We sell only
a certain number of litres on any given weekend. Oh, and by
the way, the price per litre just went to $16. We don't have
any more $12 paint

The price went up as we were talking?

Yes, sir. We change the prices and rules hundreds of times
day, and since you haven't actually walked out of the store
with your paint yet, we just decided to change. I suggest you
purchase your paint as s00n as possible. How many litres do
You want?

Well, maybe five litres. Make that six, so I'll have enough.
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Alcoa Case, 1945
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Celler-Kefauver Antimerger Act, 1950

Duont Cellophane Case, 1956

Made acts in restraint of trade illogal

Broke up both firms (each of which
accounted for more than 90% of their
industry) into smaller companies.

Established to investigate unfair
practices and ssue orders to
“cease and desist”

Outlawed unfair trade practices.
Resticted mergers that would sub-
stantially reduce competition

Suengihened provisions o the Clayton
A, outlawing price discrimination.

Alcoa, controlling 90% of the
aluminum market, was found (o be
in violation of the Sherman Act

The tobacco industry, a concentrated
oligopoly, was found guilty of
violation of the Sherman Act on the
basis of tacit collusion,

Placed further restrictions on mergers
that would reduce competition.

Broadencd the delfinition of market,
Ruled that a 20% market share was.
insuificient to establish market power.
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Customer
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Hi. How much is your paint?

We have normal quality paint for $18 a litre and premium
paint for $25. How many litres would you like?

Five ltres of normal paint please.

Great. That will be $90.





