
A 

  

A BLUE PRINT FOR 
BUSINESS 

PROFITABILITY AND 
VALUE GROWTH 

Santa Barbara Seminar Transcript 

Ric Payne 
ric.payne@principa.net 



1 | P a g e  
 

Palius & O’Kelley Seminar Transcript June 2016 

[12:00] Now I'm going on and on about this, because I'm pleading with you not to stand still, not 
to just wait for the world to come to you. When you've got momentum you will always be going 
forward. 

[12:15] If you don't have momentum, as I can prove, the second more of thermodynamics, you 
suffer from entropy, which is a gradual degradation as a result of the chaotic implosions of 
elements of molecules. Everything starts to go down the minute you take your foot off the pedal. 

[12:36] That's kind of story of my life. When I look back on all of those things, unfortunately, 
you gain wisdom when it's not all that useful to you in business. 

[12:48] You have a lot of energy when you're young, but not a lot of wisdom. You have a lot of 
wisdom when you're old, but not too much energy. What I would like to do is share some of the 
wisdom and merry that up with your energy. 

[13:01] This is a mind map of that story, that is not in your notes, but it will be in the final 
recording if you're interested. If you're not, the neat thing about recording is the fast/forward 
button. You can just slip straight over that. 

[13:17] That brings me to this little model here, at the thing I called the results model or the OIC 
model like as in, "Oh, I see." If you want to get results, in my opinion, it can be represented by 
this equation which you might you'll notice is a product equation. It's a page a few down, I 
moved it up this morning. 

 

[13:45] A product equation is simply that you have A x B x C x D = E. Now in this particular 
case I'm saying result is the function or whereas the consequence of opportunity be multiplied by 
observing that opportunity. Actually taking notice of something and say, "Here is an opportunity 
out there." 

[14:10] The opportunity might simply be changed, something is happening, multiplied by ideas 
you get from, I queued those ideas. I would like to think of them as innovative, inspirational, and 
something of interest to you, something that you could get passionate about. 

[14:30] Having an idea will come to nothing if you don't develop a strategy around it. The 
strategy is "What can I do to take advantage of this idea?" A strategy will come to nothing if you 
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don't execute it. I mean I don't know how many super smart people have come up with great 
strategies, but just don't do anything about it. 

[14:51] Now execution is usually going to be dependent on accountability. One of the reasons so 
many small businesses remain small is that we are, and I'm talking to the owners, our own worst 
self-disciplinarians. 

[15:08] We forgive ourselves for all of that executional oversight, "If we don't do something we 
don't reprimand," and so we might reprimand our team members, but not ourselves. You need 
some level of accountability. 

[15:23] Now I then assign these values of zero to one to represent schematically how important 
nature of these things is. I'm saying, opportunity has one, meaning the probability of opportunity 
being out there is absolutely a hundred percent, there are opportunities everywhere. 

[15:45] All of the other things, the probabilities of those being in place for you could be between 
zero and one. Now if any of them is zero you'll get no results. Is that making sense? If all of them 
are one you'll get extraordinary results. 

[16:00] If just one of them is only half-baked you're only going to get half results even if 
everything else is in place. Does that make sense? 

[16:10] We're I'm pleading with you hears this idea of look around you, look at the networks, the 
contexts you've got, look at the wide technologies moving, look at what other businesses are 
doing, and incidentally don't go and look at your own industry to get innovative ideas because 
you're all practicing the same dominant business logic which is causing all of you to earn about 
the same amount of profit. 

[16:36] You look at other businesses and say how we could adapt that for our own business. For 
example, what I use to do with all of my business clients who might be in any industry, the first 
meeting that I had with the whole team I'd said, "Let's go to McDonald's. Let's look around and 
see how they run their business. " 

"[16:57] Then let's go back to our business and say what could we learn from that?" Do we need 
to systemize? Do we need to standardize our dress? Do we need to give all that team member 
scripts? Do we need to have different cash registers or processors for monitoring information's, 
and so on? 

[17:15] I don't take them to a guy who happens to be in the landscaping business, and say let's 
see what he's doing because the chances are he's doing exactly the same you're doing. We're all 
cut from the same cloth, or you're all mentored by the same or similar people. 

[17:30] You've got to get out of your comfort zone. Now if anyone of those things is zero, 
nothing happens. If anyone of them a one everything happens. 

[17:39] Now Jeffery Blainey wrote a book called A Short History of the World, which I 
remember reading it's a 460 page book. Fortunately it was the short history of the world. 

[17:50] [laughter] 
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Ric:  [17:51] He said early on, in the history of the world, opportunities and luck have been 
relatively plentiful, but the people who take advantage of them have been rare. Now isn't that 
profoundly true? It's so true. 

[18:07] Let's move on from this. This is a blueprint for this profit improvement and value 
increment thing that I'm going to be talking about. I'm not going to be able to cover all of these 
little bullet points today, but I will hit on some things that I consider to be pretty important. 

[18:27] My goal really is just to share with you a couple of ideas about profit improvement and 
increasing the value of your business, in the hope that it will challenge some of your established 
beliefs, or it might cause you to revisit things that you already know, and as a consequence of 
that, maybe do a few different things in your business. 

[18:51] I've always believed that you should never let a good idea escape, to get away, so we've 
provided you with a thing that we call an idea-to-action plan. Honestly, ideas are cheap. 

[19:05] You can go to any number of sources and get some good ideas, but what you need to be 
doing, in my view, is to make a list of those ideas in some form or other. I use a journal, but you 
might want to...This idea-to-action plan, the idea of it, which... 

 

Ric:  [19:28] OK. One of the bonus things in there, if you would like that template, because you 
think that's something you might be able to use in your business, then you can get a word version 
of the template and you can create it. You might want to use it for team member meetings or 
meetings with clients, depending on what type of business that you're in. 

[19:48] The whole idea is that you make a note of the ideas that you get from any program or 
anything that you do in life, you prioritize those ideas from time to time, and then you assign 
some responsibility to somebody to start work on them, to be the champion of them. 

[20:05] The responsibility might be to you or it might be to somebody else. I would be, and again 
I'll use this word "plead" many times, I would plead with you to always think about delegating 
responsibility for building your business to other people, because that's how you get leverage at 
the end of the day. 
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[20:23] That's how great businesses are built and how you're able to contribute to the 
development of people, is giving them challenging work to do. That idea to action plan is there. I 
always like to start my seminars by referring to Stephen Covey's "7 Habits of Highly Effective..." 
Quick show of hands. Who's read the book? 

[20:49] I'm not going to ask you the embarrassing question, but could you tell me what the seven 
habits are, if you've read the book? Secondly, do you practice them? Even Covey himself, before 
he passed away, said it's incredibly hard to practice these seven habits, but there is no question in 
my mind that if you do, you will be more effective, even if you're working towards it. 

[21:15] When I first read this book, I read it like every other book, reading, "That's a good idea, 
that's a good idea, that's a good idea. Am I nearly finished?" Kind of thing. 

[21:26] [laughter] 

Ric:  [21:26] Then I picked it up again and I read it again, and I discovered a whole lot of 
different things from the second reading. Now, I would pick this book up at least every year and 
read it at least every other year. Every time I do, I get something out of it, usually a self-critical 
analysis of how I'm not practicing the habits, but I like to relate these seven habits to developing 
your business. 

[21:54] This is why it's such a clever piece of work and it sold 25, 30 million copies around the 
world so obviously people are value it. Maybe they're buying it for the title, which just reminds 
us all of the power of a headline. 

 

[22:11] Having said all of that, the keys to it is taking responsibility for your life and for your 
business, realizing that the environment is the same for everybody. The winners are the ones who 
react differently to everybody else in that environmental situation. They react to it, because they 
take responsibility for it. 

[22:33] We live in an amazing country with so much opportunity. You don't hear somebody in 
America say, "I can't wait to get to Rwanda and start a business." We have so much opportunity 
here, and in Australia, and in the UK, and in Canada. We're so lucky in that sense, but you have 
to take responsibility and be proactive yourself. 

[22:55] The second thing is, there's no point in taking responsibly if you don't have a picture in 
your mind of where you want to go. There's no point expecting your team members to go with 
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you if they don't know where you're going. You have to have a vision for the business and you 
have to paint that vision. I mentioned Jack Male earlier before, the sheepskin tanner. 

[23:16] We convinced him we had a vision for what this business could be and he started to see 
how that vision could fit with his business model as well, because he'd had been unsuccessfully 
supplying other retailers, in part because they're only buying two or three sheepskins at a time. 
We were buying them in hundreds and all of a sudden he began to see some opportunity. 

[23:41] There was some mutual benefit from that relationship, but it all came from us painting a 
vision of where we wanted to go. Having a vision will take you nowhere if you don't organize 
and execute around it. You've got to start with the end in mind, as Covey says. Have a clear 
picture of where you want to go. Just think of this for one moment. 

[24:04] Every single thing you see around you at the moment, everything in your life has come 
as a result of somebody having an idea at some particular point of time in the past. Whether it 
started with fire, the wheel, with language, the discovery and the invention of the zero changed 
the world, completely changed the world. 

[24:28] People were counting, they'd count one, two, three, four, but it wasn't until zero got into 
the numerical system, that mathematics became possible. All of these little things had been built 
on an idea that somebody once had. I often reflect on the genius of these early humans. 

[24:47] When you think about what they accomplished with the resources that they had 
available. They obviously had a lot more time because they didn't have iPhones and iPads, 
texting and stuff like that, so they could give more time and attention to things that mattered. 

[25:04] Having a clear vision and then getting people to buy into your vision involves the next 
series of habit, thinking win-win. In other words, with our shearing shed exercise, we didn't go to 
Jack Miles thinking, what can we do for Jack Mile? We went there thinking, what can we do for 
us? 

[25:23] As it happens, the negotiations we had were win for us, win for him, win for the 
Japanese customers, win for the half a dozen people that we employ, which is another interesting 
thing about entrepreneurship and people who are willing to get off their back and do something. 

[25:42] They create employment, they create value and that value forms part of the gross 
domestic product. That's what gives us our standard of living. Can you imagine if there were no 
entrepreneurs? If there was nobody willing to step outside of the box? In fact, most people in my 
opinion don't even know there is a box. That is the difference. That really is the thing that makes 
the difference. 

[26:09] Thinking win-win will come to nothing or will be impossible unless you first seek to 
understand before being understood. From a business perspective, that means really clearly 
identify who your customers are, what is the value proposition that you have to offer them, do 
they value it, will they pay for it, will the price they pay cover your operating costs, and so on. 
You've got to be thinking. 
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[26:36] What do people want? Seek first to understand and then be understood. It's the front 
foundation of successful sales. The sixth habit gets down to synergy. There is no way you can 
succeed in life or in business without the support of other people and, in particular, 
diversification. 

[26:55] Diversity is what creates synergy at the end of the day. You need to bring more people 
in, you need to look at what benefits can I get from these people, hence my comment about 
critical importance of delegation, of training, of sharing your vision, of engaging your team 
members, and so on. 

[27:15] There are any number of tools and resources out there that you can utilize to be able to 
do that. The key point is you got ask yourself as a business owner, am I doing it? Because if 
you're not, your business will be suffering from this second law of thermodynamics, you'll be 
suffering from entropy. I'll point to a few resources you can. 

[27:37] Finally, he talks about sharpening the sword, focusing on the four critical elements that 
make up the human condition, the body, the mind, the heart, the spirit or the purpose if you will. 
Getting fit, eating well, having good relationships, those are the sorts of things that give you a 
sense of purpose. Asking yourself, what is the higher purpose of my business? 

[28:00] Sure, it's to provide for your family. At the end of the day, we have always been hunters 
and gatherers, and business is just another way of hunting and gathering. Not probably the 
greatest analogy that you would want to use, but that's really what it is about. 

[28:17] Once you've made the money and quite frankly, when we started the shearing shed, we 
did very, very well out of it, and then it became fun. I often say it's amazing how much fun you 
have when you're making a lot of money. 

[28:30] The point of that was that if you don't have money worries, then you start looking at your 
business more as a social organ, as a thing that is employing people, is creating opportunities for 
other people that have a higher sense of purpose. If you can communicate that to your team 
members, you then start to get engagement. You then start to get loyalty from your team 
members. 

[28:56] As Simon Sineck, the guy who wrote a terrific book called "Start With Why: How Great 
Leaders Inspire Everyone to Take Action" says, once people understand you believe what they 
believe, and then they will become loyal customers to you. He refers to Apple and businesses 
like that. 

[29:14] If you look at your business and say, "How are we scoring on these seven habits?" that 
will give you some insight that would be worth the admission today, which was nothing by the 
way, so I can say that. Thanks to Palius & O’Kelley and American Riveria Bank.. 

[29:29] [laughter] 

Ric:  [29:31] We're about profitability and increasing business value. I want to talk a little bit 
about business value, I'm not going to dwell on that today, but I will fill out a couple of the slides 
I've got when I do a recording for you in private. 
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[29:48] When you think about business value, what determines the value of business? Well, on 
the one hand, it might be buyer ignorance. Occasionally, someone won't know what they're 
buying and they'll pay anything. 

[30:01] For example, one of the Australia's wealthiest families, the Packer family that were in the 
media, Kerry Packer sold his television station to a guy named Alan Bond for a billion dollars, 
which was a lot of money. This was is the 70s, the 80s I should say. A billion dollars. Two years 
later, he bought it back for $200 million and he said, "You only meet an Alan Bond once in your 
life." 

[30:27] [laughter] 

Ric:  [30:28] There are some ignorant buyers out there. The underlining sustainable profitability 
of the business is the critical thing. The current economic environment can affect it because of 
the availability of funds, or just how people feel about taking risks and so on or an assessment of 
the degree that's associated with the business. 

[30:52] The last two points in there come down to a thing that we call a capitalization rates or a 
price-earnings multiple. When you think about valuing a business, you need to think about these 
things, the capitalization rates or price-earnings multiple and the sustainable profitability. 

[31:11] There are various ways of valuing business. You can use the asset approach which 
essential means looking in a balance sheet adding up a current value or replacement value list of 
the assets, looking at the liabilities that are there or might take on board and stating the value as a 
different kind of shareholders' funds type of value. 

[31:29] You might look at market-based and look at what does singular businesses trade for in 
the market and just use that in multiple of earnings or multiple or revenue or something like that. 

[31:42] The third myth in which is the myth that I prefer, is to look deeply at the capitalization 
rate, the earnings multiple certainly reference comparable that look at the business as a separate 
entity and ask yourself, "Why is this business as profitable as it is? What would a buy be actually 
getting here?" 

[32:03] You'll see as I develop these ideas, what you can do about it. We can look at the equation 
something like this, sustainable profit multiplied by price earnings multiple now the price 
earnings module is simply just use this mathematical term, the reciprocal of the capitalization 
rate. 

[32:23] In other words, instead of having price/earnings, you put earning over price which tells 
you what a buyer who achieves that return on his investment would earn as a result. 

[32:38] If someone spends a million dollars and gets 333,000 back, they get a 30 percent return 
on their investment. That is the approach I like to use because rational buyers will, at the end of 
the day, get to something like that. 

[33:00] The equation, value equals earnings/capitalization rates, if I put some numbers on that, if 
you have a business that might give you 250 thousand, that's the sustainable profit and by 
sustainable I mean based on your judgment, it's likely to recur and increase at a reasonable rate. 
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[33:23] It's adjusted for unusual expenses like over or underpaid owners of the business and 
extraordinary expenses that are unlikely to re occur with this particular buyer. 

[33:37] Other things might be added in sometimes you might a little bit of profit and loss 
statement, income statement if the owners own the building they may not be charging a nominal 
value for rent and the profit could be overstated because of the return on the property investment 
that ought to be factored in to the calculation. 

[33:55] That's where your CPA can help you to figure what is the sustainable earnings 
calculation or at least I should say certified valuation analyst CPA could do that because that's 
what they do. 

[34:08] Say, you come up with these values. Say, I'm shooting for a capitalization rate or return 
on my investment of 20 percent, 250 thousand dollars of earnings gives a business a value of a 
million dollars. That's a good starting point. 

[34:28] What I'm saying here is we made to be as interested in the capitalization rates because if 
that's 10 percent of business now worth two million, almost. Or if it's 30 percent, it's worth 
$750,000 or whatever it is. 

[34:45] We've now going to think of the copyright as much as the profitability of the business 
and I would submit to you the copyright is more important because it's a multiple of earnings 
when you look at the price-earnings multiple. 

[34:59] In other words, if you can reduce the copyright from 30 percent to 20 percent, you add 
through 400 thousand dollars immediately to the value of the business and therefore to the value 
of your life, If you will. If you want to sell the business, that's what you need to be thinking 
about. 

[35:18] Calculating or estimating sustainable earnings is pretty simple. Quite frankly, it's an 
analytical exercise. Thinking about the copyright, however, it's not that simple. There are a 
number of things that you need to think about. 

[35:32] The most important of which, there is a relationship between these two things. The rate 
of growth and the value of the business will be much higher by working on the factors that lead 
to a premium or a lower capitalization rate which is just another way of saying a higher 
price-earnings multiple than it is just by working on profitability. 

[35:56] Let's just take a real quick look at the difference between profit and profitability. Let's 
suppose we have two businesses, "A" and "B". Both earning a million dollars and what we call a 
sustainable net profit of a million dollars. 

[36:09] If we know that the total assets of A and B are in this case, ten million dollars for A, and 
seven million dollars for B. If we look at the return on total assets, B is more profitable than A. 
They're getting a high return on their total assets. 

[36:28] If we add shareholders in front to the analysis, so we look at the balance sheet, and if the 
shareholders' funds for A at two million, but for B, four million, then B's profitability, return on 
shareholders' funds, A's dropped to 25 percent because they have more shareholders' fund. 
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[36:50] To put it another way, they've substituted equity for debt. They have lower assets. Which 
of those businesses is more profitable? I would suggest it's a hard decision to make because these 
two metric are producing different results. 

[37:08] Then we say, let's get fancy. Capital, equity capital also carries a cost and it's much more 
expensive than debt capital, and banks would like to hear that because with debt capital, you get 
a tax deduction for it so the net cost is the after tax cost of the debt. 

[37:26] With equity, you don't get a tax deduction for dividends or return on equity, but it is a 
high and it's much higher risk than the debt finance that you've got because you're putting 
everything on the line. 

[37:39] You need to be thinking about the way that average cost you capital. It's not that simple, 
but it's fairly, simply is a cost of equity which is more expensive that debt even before tax 
deductibility because it carries a high risk premium. Equity like stock which you buy from the 
stock market that's got a much high risk premium than if you buy bonds or some bonds. 

[38:08] You have this equation. No, I'm not going to go through all of these now, but I will 
explain a little more detail. We have here this company and it is spelled C-I-O-I-T-I-O just to try 
and pick up the people who are really concentrating. 

[38:23] With business A, we've got a 13.3 percent return on capital because that is greater than 
the weighted average cost of capital. A is contributing positively to shareholder value growth. B, 
on the other hand has only 8.5 percent return on invested capital which is 13.1 percent, it's 
actually decreasing shareholder value growth. 

[38:50] The lesson from this little thing is, there is an optimal relationship between debt and 
equity. B has too much equity in its business financial structure. What that tells me is that B 
could enhance shareholder return by borrowing more money. 

[39:11] On the other hand, if it borrows more money, it will expose itself to greater financial 
risk. We come back to this fundamental fact there is a relationship between risk and return. 

[39:23] The shareholders of B choose to have a, what they might call, a very healthy balance 
sheet. They're going to give up some shareholder value growth because they can take a couple of 
million dollars out of that business and go on make some other non-business investment. 

[39:38] Get a something like a 13.3 percent return on their equity that they've got on the business 
and get a return on the other money. 

[39:48] This is another reason why you need to be talking to your evaluation analyst or your 
CPA about your capital structure and what are your choices and what are your options. They are 
going to depend a little bit or a large extent on where you are in your life as well. 

[40:07] If you are hitting 65 or 70 and you're thinking of getting out of the business you probably 
don't want to expose yourself to a lot of risk. If you're 35 and you're making a bucket load of 
money and everything's go and taking care of itself. Maybe then, you need to go out and make a 
few other investments. 
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[40:25] In fact, what I'm arguing here is that something that made a pointed out of me. That is for 
most people who are in business with themselves the business is potentially their most important 
and significant asset. 

[40:39] It's the asset that exposes them to perhaps the greatest degree of risk and yet they spend a 
lot more time worrying about the 20 grand they've got invested in their 401(k) plan and have 
their play in the stock market than the million bucks they might have invested in their business 
which in my experience will produce way more value than you will ever get in the market. 

[41:03] In the stock market it's generally accepted if you got a 15 percent in the market, you're 
doing great, unless you're Warren Buffett. People get that kind of return in their business. I had a 
client, for example, who is a plumber. He inherited some money from the estate. He came to me 
in my capacity as a financial planner with his wife and said, "Where do you think I should invest 
it?" I said, "In your plumbing business." 

[41:26] Ten years later, he sold it for six and a half million dollars which was way more than he 
would have ever got if he put that money on the market. In fact he'd probably lucky if he got 
anything from the market. 

[41:39] [laughter] 

Ric:  [41:40] Because he is a plumber. He's not Warren Buffett. You don't see Warren Buffett 
trying to enforce it, and you don't see plumbers making astute investment decisions for the most 
part. 

[41:53] How do you settle all of that? There are two sources of risk. Financial risk and business 
risk. Financial risk has got to do with the structure of your balance sheet. When your business is 
growing and developing, you are exposed to more financial risk. If for no other reason, it cost 
money to grow your business, all other things being equal, it cost you money to grow your 
business. 

[42:15] It's inevitable. You will be strained from a cash flow point of view. You'll be constrained 
once the business starts to mature and starve and flattens out. That's when you really don't need 
any money because it's feeding up a whole bunch of cash and so on, but the challenge is gone. 
Entropy is coming to play and everything sort of stabilized up. 

[42:36] Business risk is to do with the essential nature of your business. It's a strategic kind of 
concept. What happening up there in the marketplace which you have control in the way you 
respond, but you don't necessarily have got control to direct. Whereas you do have some control 
over the financial risk that you expose yourself to, but the choices that you make. 

[42:59] One of the giveaways is a little spreadsheet that I've put together called a business risk 
analysis that you can very quickly in a minute or less make a quick judgment about what risk 
your business has in relation to some of these non-financial type issues. 

[43:18] Things like, how is the business been profitable, things like audited financial statements 
prepared regularly and these kinds of things. You can make a judgment about that, and it would 
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be interesting for you to look back on that and say, "Oh my goodness, these are areas that 
perhaps I should work on." 

[43:38] I'm not suggesting for a minute this is an exhaustive list, what I am suggesting is that it's 
instructive on things that you might want to explore. That little tool is going to be available to 
you if you want it. 

[43:54] What can you do then to impact the capitalization rate and at the same time, impact the 
sustainable profitability of your business? I put together a whole bunch of high level thoughts on 
some things that you can do. 

[44:12] Firstly, if you have proprietary content, than that will serve as a barrier to entry. People 
can't get access to your business if you own the technology. Often people think, "Well, I can't 
patent the landscaping business," or "I cannot patent the kitchen fabrication business," or 
something. 

[44:34] What you can patent is the way you do those things by means of a standard operating 
procedures manual or a business systemization tool that will enable you to predictably produce 
the output that you know the market will take from you at a lower cost than your competitors. 
That will give you competitive advantage. 

[45:00] That will improve the sustainable profitability of your business. And, guess what? People 
are going to buying from you. It's not the kitchen fabrication business. It's going to be, this is 
how we do it here in the manual. Because if they follow that manual, it's like a franchise manual, 
if they follow that manual, they could expect to get the same results. Does that make sense to 
you? 

[45:24] You can create your own proprietary content which will give you a decided competitive 
advantage on a premium business value. You build brand equity in that process. You can look at 
growing a business relative to other business in the community. 

[45:41] If your community for example, and the data is rarely available, is growing at three or 
four percent a year, let say. Your business is growing at ten percent a year. You must be 
grabbing greater market share. This stands to reason, other things being equal at least according 
to that metric. 

[45:58] That's one way in which you can get some advantage of scale and often advantages of 
scope because there is no doubt that bigger businesses are in a better competitive position than 
smaller ones, but they are not in a better condition than smaller nimble businesses. They are the 
ones that ultimately come and eat your breakfast. You got to be aware of that. 

[46:24] You know, one of the most easiest things in business to copy is the other guy's pricing. 
One of the most difficult things to copy is how he manages to get so much productivity out of his 
team members. How he gets so much loyalty out of his team members. How he gets loyalty out 
of his customers. How does he do that? 

[46:44] That's difficult to copy. Pricing is easy and yet everybody seems to be running around 
looking at ways in which they can offer their product a little more tacky and a little cheaper than 
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the guy down the road. Then we'll talk about customer service strategy using customer advisory 
board. I've mentioned this before in the context of understanding what it is your customers want. 

[47:10] You should be meeting with your customers both your good on your bad on a regular 
basis and saying, "What do you like about our business? What don't you like about our 
business?" "If you were running this business, what would you do differently?" These are the 
sorts of questions you should be asking. 

[47:29] From a consulting point of view, one of the most valuable things that I did when I was in 
practice is to go to the team members and say, "If you we're running this business, what would 
you do?" That's where the ideas are going to come because all the ideas the owners have, have 
already been implemented. 

[47:47] You want to go to the people that are closest to the customers. You don't have to get a 
consultant to come and do that. You can just get a friend to come and talk to your team members 
and say, "What would you do to improve the business?" 

[48:06] Market growth, I've mentioned before price completion, ease of market entry, all of these 
things are important. Let's take a look at this price competition for a moment. The barriers to 
entry are significant. One of the reasons so many small businesses do struggle is the barrier to 
entry of so many industries that are dominated by small business are very low. Does that make 
sense? 

[48:31] It doesn't cost that much for a competitor to come in. If it doesn't cost much for someone 
to come in, they will keep a pressure on prices because most time people come into the market, 
they come in with a price and promise offer. We can do it cheaper, we can do it better, we can do 
it faster, or whatever. That is a serious problem. You got to counter that. 

[48:57] For example, one of my clients, and I mentioned kitchen manufacturing for every ten 
request for quotes that he was doing, request for pricing information, he was maybe winning two 
or three. He did a terrific job, but no better than any of the other kitchen cabinet manufacturers 
according to his own words. We said, "A lot of his time is wasted doing this quotes that he knew 
he was going to lose." 

[49:30] We thought, "What if we could reduce the number of quotes he does?" We did 
something that was counter-intuitive. When somebody called in to get a price on the kitchen, if it 
was a builder, he spoke to the builder about what they're doing. Normally, he had a good 
relationship with builders. The builder was looking for the lowest price. 

[49:50] What we discovered when we talked to the builder, he wasn't the lowest price, he was 
looking for a justification that he could take back to his customer to explain why the price might 
be a little higher than expected. We negotiated with the builder on that level, but we then 
encouraged the builder's customer to come to or make contact with the store. 

[50:12] His opening script was, "You need to know before we get started we're about 20 percent 
more expensive than our competitors." Right? This is really counter-intuitive stuff. He then said, 
"Would you be interested in me showing you why?" Not telling you why, showing you why. 
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[50:33] All of a sudden he didn't have to do ten quotes. He only had to do four and he got two. 
He increased his conversion rate from 10-20 percent to 50 percent like that, which freed up time 
which enabled him to do up more valuable things. 

[50:50] When the customer came in, he introduced them to his colleague, coordination and 
design consultant, who also served as his secretary, and as it happens, his wife, he then talk the 
person into the factory and said, "This is our roll forming machine it's on that we do all the bench 
tops and so we roll form them." 

[51:10] This is the truth"Most of our competitors send it off to Brisbane. Sometimes it doesn't 
come back exactly how you want it." And so, and then he moves on and he says, "We use a 
modular design, all of them modular design." It's just preempting the value properties. Then he 
guaranteed the kitchen for life. Even if you burnt the bench top, he would replace the bench top. 
Absolutely, no questions asked. 

[51:41] He said one of the interesting things about people is that when they've bought a new 
house and installed a new kitchen they're not scared about burning bench tops. If they do happen 
to burn it some years later they feel so embarrassed they don't call the guarantee anyway. If they 
did, he would replace it. 

[52:00] I'm going to give you a resource that plays on this, what lesson he learn was you only get 
an opportunity to provide excellent service when the shit hits the fan. Does that translate? 

[52:14] [laughter] 

Ric:  [52:15] It's not when everything is going well that you get good service because you expect 
that. That is critically important, customer negotiating power. 

[52:26] If you're dealing with a small number of customers and they take a large percentage of 
your product, they have much more power than you do and that can drive your margins down. If 
you've got dominant buyers and dominant suppliers, you are in a terrible industry. 

[52:46] You need to think about getting out of that industry or, and this is going to be 
counter-intuitive, realizing it's terrible for all of them. How can I get better at managing my piece 
of the business relative to these other guys and invariably that comes back to customer service, 
team member loyalty, your pricing strategies, all of those kind of things. 

[53:13] That's why in some horrible industries there are some exceptional players and they're not 
playing the game on price unless they've figured out a way on how to produce stuff a lot cheaper 
than everybody else and produce the same value for the customer. That's something that you 
need to be thinking about. 

[53:34] Then we go through these things. I'm not going to go through them now or I won't finish 
the whole presentation, but you have them in your notes. Industry concentration, backward 
integration or the threat thereof, in other words, if a buyer can get into producing your stuff 
which is one of the things that made Ford so profitable in the early years. 

[53:56] He got into rubber plantations, rubber production, steel manufacturing, and so on 
because he wanted to control the price of his products simply because Ford's fundamental 



14 | P a g e  
 

business strategy was, "We want to build vehicles for a price so that ordinary workers could 
afford them. 

"[54:16] For ordinary workers to afford my car, I need to pay them five bucks an hour. Oh, and 
incidentally," he was thinking, "all of my competitors can't afford five bucks an hour," and the 
rest, as they say, is history. 

[54:29] That's what built Ford. That and a whole bunch of other things. Setting up a dealer 
network, for example. How brilliant was that? He didn't have any capital at all, really, when he 
started, so he set up a dealer network and the deal was they had to buy the vehicles before he 
made them. They capitalized the business. How smart is that? Unbelievable. 

[54:53] That guy was a genius in so many ways. It wasn't just the production system, which he's 
quoted as being the genius for. That was part of the deal, but it was all these other parts of the 
thing. Then we look at the financial strength. Things like tighter financial management, having 
regard for your receivables, your payables, your cash flow monitoring, your turn rates, your 
margins. 

[55:18] All of these things are critically important. You're looking at receivables turnover. Then 
we're talked about management dips. Implement management training. There are so many 
training resources out there on the market which are free now that there is no excuse for any 
business of any size to not be training or giving its team members an opportunity to develop as 
managers and leaders. 

[55:45] The facilities condition, the attention to detail. One of my clients used to talk about 
store-blindness. He said, "You walk into your own business and you don't see all the problems 
with it. You walk into a competitor's business, and you can make a list of a hundred things that 
he needs to do, or she needs to do, to fix." 

[56:05] We all suffer from store-blindness. If a customer comes into your facility and it's a mess, 
subconsciously that customer thinks its relationship is going to be a mess. I remember reading 
some stuff years ago about just how clean Japanese manufacturing plants were. You could eat a 
meal off the floor. Everything was in order. 

[56:32] The reason it was like that was the reason they're able to get these huge cost reductions 
in their products to produce premium quality products at extraordinarily low costs. It was 
sometime before the American market manufacturing picked up on this idea of, "Quality is 
cheap." When I say quality leads to lower costs, it doesn't cost to build quality and it starts with 
your facilities. 

[57:01] Family involvement. There're issues of succession planning and intervention. If you're in 
business and you're thinking to yourself, "I'm creating this business for my kids," stop and think, 
A do they really want to be in this business? And B do they have what it takes to make this 
business work? 

[57:20] If it doesn't, you will be serving them much better to hand them a legacy of cash than a 
legacy of business problems. Oftentimes, you need somebody outside to give you that counsel. 
Financial controls. 



15 | P a g e  
 

[57:36] Tighter internal controls. Small businesses in particular have pretty loose internal 
controls in part because often times the book keeper also handles the cash, the receivables, the 
creditors, the whole box and dice. 

[57:50] If you're lucky enough, as most businesses do have good, honest bookkeepers, that 
proposes no problems, but if you don't, as some businesses don't, and they say, accumulatively, 
the fraud that takes place in a small business outweighs the fraud in large businesses by an order 
of magnitude because it doesn't get reported. 

[58:10] In part because no one finds out about it, or because the bookkeeper knows that there are 
some skeletons in the closet and it's probably better for everybody to keep quiet and to part ways. 
You need to think about that. The way to thinking about it is to be all over the financials on a 
pretty regular basis. 

[58:29] Help keep a form of reports that are telling you what your receivables turn is, your 
margins, all of the fundamental financials will give you a significant amount of internal control 
because it deters somebody who might be thinking about just taking $100 for the kids' lunch 
tomorrow from not even contemplating it because they know that you're going to be over it. 

[58:53] You need to understand the financial quiet clearly, the balance sheets, the profit and loss 
data, income statement, and the cash flow statements. In gross margins and net operating 
margins you need to improve them where possible by rigorously looking at how those margins 
are trending. 

[59:14] There is an inexorable pressure to shrink margins. You will see it in every business that 
you care to look at. When we get to management dip, the C team, the chief operating officer, the 
chief marketing officer, the chief financial officer for a very small business, you might be 
wearing all of those hats. As long as you continue to wear all of those hats you will continue to 
be a small business. 

[59:40] Unfortunately, that's just the way it is. However, if you want to grow your business, 
you've got to make some people invest in your decisions and then you've got to develop those 
people. You may need to give them some skin in the game or some sort of bonuses that are going 
to tie them to you, that will encourage them to stay with you and so on. 

[60:02] I talk about the C team bench dip, meaning, if a serious buyer is coming to look at your 
business as an ongoing entity one of the things the buyer is going to look at is your organization 
structure. Who's there, who's staying. 

[60:16] What that buyer is also looking at is, "Who might leave or who might I want to leave and 
what is the bench dip like? Who could come in and take that person's place? If that guy got 
knocked over by a bus tomorrow, who's going to step into that role?" 

[60:31] Unfortunately, with so many small businesses, all of those people are the owner. If the 
owner gets hit by a bus tomorrow, the business, for all intents and purposes, is done and dusted. 
That will also dramatically increase the value when you systemize around an organization chart 
which gets me an organization structure. 
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[60:54] I talk about government process and I refer to, or think of, a management control plan. 
It's just about being rigorous in the way you run your business and focusing on the on rather than 
the in piece of the business, which I will talk about in a moment. Then we look at return on sales, 
assets, return on equity, which I covered before. 

[61:14] The question that I ask you to think about, are you an "in" owner or are you an "on" 
owner? I'm drawing on the writing of a guy named Michael Gerber who wrote a book called 
"The E-Myth," which I strongly suggest that you read even though it's fairly old and some of 
them analogies used some people say well you know they haven't done all that well or they've 
done things differently. 

[61:39] He talked about people in their business and on their business. My view is that the 
in-owner has created a job for him or herself, that's what an in-owner does. An on-owner focuses 
on working on the business, creates the business [inaudible] , it creates a business system and 
that is where the value lies, it's not in the job. 

[62:02] That person is going to have an investor perspective rather than a job perspective and 
that's where real value is brought to the table. That's where I use this word pleadigan, I plead 
with you to think about yourself as an on-owner not as an in-owner. 

[62:28] I'd like to draw this little graph here, each one of us have 100 percent of the time we 
choose to spend in business or sleeping or recreational whatever it is, we have 100 percent of the 
time. When we just look at the 100 percent that we want to spend in business, we could draw a 
graph like this. 

[62:45] That's this, the amount of time I spend working in the business in relation to the amount 
of time I spend working on the business. 

[62:53] Now if you've got let's say an eight hour day, but to make my math easy, you've got a ten 
hour day and you spend eight of that in your business, you can only spend two of it on your 
business and so the graph is downward sloping like that. I will submit to you that the more time 
you spend in your business the less value you bring to the table than if you spend on your 
business. 

[63:18] Let me explain the economics of that, it's intuitively right. If you are in a business where 
it does a bunch of technical work and we all have businesses that technical work, and let's 
suppose you pay somebody $50 an hour to do that technical work that's what you would pay an 
employee. 

[63:39] For every hour that you spend doing that work you're earning 50 bucks, does that make 
sense? That's what you're earning. 

[63:50] Now some people say, oh yes, but I can do it in half that time so I can make a hundred 
bucks an hour, tell that to Bill Gates, he didn't work a hundred bucks an hour he was the best 
program Microsoft ever had. Now if he just saw himself as a programmer Microsoft wouldn't 
have existed, he'd still be sitting in Albuquerque or sleeping under the title in Albuquerque 
crunching code every night. 
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[64:15] He realized that there are other people who are out there who are nearly as good as me 
and with time will get as good as me and maybe even get better than me. What I've got to focus 
my attention on is hiring those people, innovating with my product and marketing the hell out of 
it, that's what made him so wealthy. 

[64:39] The point I'm trying to make here is, no matter what type of business you're running, 
don't be seduced into believing, no matter how big the alley bucks you might think your making 
is that that's the smart strategy. The smart strategy is to invest in people, train them, systematize 
your processes, let the idiots with initiative go and really focus on building the business on the 
back of your talent pool. 

[65:09] That's the key and the way to do that is to spend much more of your time on it than in it. 
If you want to keep hands in the game, if you want to get close to customers by all means, do 
that. This is where I would like to think you're spending most of your of time. 

[65:28] Now there are four fundamental stages of a business growth. Every business, every 
product, every human has a life-cycle, the startup phase you're exuberant, you're excited, you 
may be slightly under capitalized, but your energy, your enthusiasm and so on carries the day for 
you. 

[65:47] More often than not, you are reasonably well capitalized for what you're doing at that 
phase, then the business will tend to explode, it will take off for you. Even when a small business 
starts in a fairly competitive environment, is will still see some fairly rapid growth. 

[66:08] The reason in my view for that is that any given business you care to look at has a bunch 
of customers who are dissatisfied with that business and the minute and alternative supply comes 
up they'll jump ship. I'm not saying these are necessarily good customers, I'm just saying that 
they're always looking for some other place to go. 

[66:29] Usually something is a little bit cheaper as I mentioned before, you can experience some 
pretty rapid growth, and I call this the period of hubris. You may well think I'm doing really 
well, this is the best decision I've made. 

[66:46] That's hubris period incidentally, that growth period could range from 12 months to 20 
years. Once you've gone through that initial growth, things tend to flatten out a little bit, if you're 
a 20 year veteran in that growth phase, it flattens out because your risk profile starts to change. 

[67:06] You've been in the game for a long time, the business is now spinning off some cash, 
you've got some long business investments going for you, you don't put the same amount of 
energy into, why break something that's working, why take on board more risks and so on. 

[67:21] You've hired a whole bunch of yes men and women rather than entrepreneurs like you 
were and risk takers that grew the business. The business tends to flatten out a bit because you 
take your eye off the ball and because of the second lows of dynamics. 

[67:36] At that particular point you've got three choices, you can just let the business go which 
usually means it will go down, you could bumble along which is that broken line and just you're 
going from one good year to the next and one bad year et cetera. 
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[67:52] Or you can say now is the time to rethink this business model, to regenerate, it to do 
something with it. In order to do that, I got to bring some the new blood in or I've got to change 
my whole thinking about where this business is going to go. 

[68:09] Each one of these places represents choices that you make and what I like to call 
following [inaudible] , points of inflection that are points where critical choices have to be made. 

[68:23] If you're not making those choices then your business is inevitably just going to flatten 
out. I talk about these two brick walls and you'll see this broken line at the bottom, sadly so many 
businesses hit that first brick wall. 

[68:39] The research that's been done has shown that more often than not a new small business 
starts to somebody who got out of the same industry and following Gerber's ideas thought I 
could do this better than the boss, and as he said I end up working for an idiot themselves. 

Ric:  [69:01] What happens is they get to that point in their growth where they're making the 
same profit that they were earning before they left the last business, and that's when they stop 
growing, because that's when they say, "Phew, I've finally made it. I'm now independent, I can 
make my own choices," I should put in parenthesis bad choices, "I can make my own choices 
and call myself a small business person." 

[69:28] Their business goes into that flat pattern. These guys on the other hand that are growing, 
for one reason or another said, "That strategy is not good enough for me. I'm going to take this to 
the next level." They, in my view, represent true entrepreneurs. They're people who, "Let's see 
what we can do with our lives. Let's see where we can take this." 

[69:51] Inevitably their risk profile changes too as they get higher up that curve. The bottom line 
is they make choices, and one of the really cool things about making choices is that choices 
influence outcomes, and where you are today is the consequence of choices you've made in the 
past. 

[70:15] Where you will be tomorrow, or next year, or the year after is a consequence of the 
choices you make today, and they are your choices, they're not the market's choices. They're your 
choices, and if you are not making different choices now then you can expect to get what you 
already got, and that's the so called law of idiocy. Let's move on. 

[70:38] If you look at industry profitability, I concede haven't done this for all industries, but I've 
done this for several industry. You'll see a distribution of profitability that looks like this. 
Statisticians call it a positive leap skewed density function. 

[70:58] What it tells us is that the median profit, which is what 50 percent of the businesses in 
that industry are earning less than the average profitability, or profit in that industry. It's even 
worse. The SPI's data, that's been going back virtually forever, consistently shows that about 50 
percent of businesses only survive five years, so that's a pretty high failure rate. 

[71:35] Sadly it's because these low barriers to entry, ill-equipped to go in, undercapitalized, 
having too many businesses over capacity in the industry, and so on. What is important, in my 
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view, is that even these businesses that last 15 years, many of them, still only fit to the right hand 
side of that average. They're generally doing better than average, but they're not doing great. 

[72:04] I don't know whether you've ever heard of a guy named Jim Collins who wrote a book 
called "Good to Great" and another one called "Built to Last," but he starts Good to Great with a 
beautiful quote, "Good is the enemy of great." 

[72:17] If you' have a good business, and you're earning a reasonable return on your investment, 
that may well be enough for you just to accept the curve flattening out. If you want to be a great 
business and really build it into something then you've got to go beyond that." 

[72:33] A lot of these people in here are what I refer to as the living dead. They have a business, 
it's providing them with a reasonable return, but nowhere near as it could be if they really 
worked at it. The question of why, in my opinion it's because they have a poorly executed and 
designed business model. Justin, can I have some water, please? 

[73:00] Let's talk about strategic management for a moment. If we take that curve, the me-too 
businesses, which are the vast majority of businesses out there, are businesses that are doing 
pretty well what everybody else in that business is doing. 

[73:18] I mention that phrase dominant business logic, they're just doing what makes sense in 
this business, because that's the only thing they've taught, or the only thing that we know. 

[73:29] In order to do well, by defying the me-too model, you have to do the me-too model better 
than everybody else. You just have to be better at doing it. You have to be more predictable in 
your outcomes, and your team training and your process strategy, probably have the business 
systemized, and so on, at the upper end of it. Out here is where innovation and marketing has to 
take place. 

[74:02] Operational excellence is a necessary, but not sufficient condition for greatness. In order 
to get to that next level you really do have to be thinking outside of the box. I'd like to start with 
this kind of model here, drawing on [inaudible] I say let's start with a vision. 

[74:26] What do you want your business to look like when it's finally done? That's an interesting 
question. What do I want my business to look like when it's finally done? That might be when 
the liquidity event occurs, when someone comes in and says, "I want to buy your business." 
What would it look like? 

[74:45] Would it have a board of directors? Would it have people in [inaudible] the marketing 
director, and cheap marketing office, finance officer, operations officer, and so on, would have 
people in those boxes? They might be the same people. What would be their responsibilities, 
what would be their accountabilities, and what sort of profit would be earning in today's dollars? 

[75:07] What would the business look like? Once you ask yourself that question then the right 
questions, where am I now in relation to these things, what do I need to do to get there, and 
asking yourself what I need to do is another way of saying what do I need not to do? 

[75:27] What turned Apple around was not the iPhone, it was Jobs choice to get rid of 30 or 40 
products and produce four. Not to worry about trying to be all things to all people, to just people 
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who wanted those four products, a computer, a desktop, a notebook for business and for personal 
use, end of story. 

[75:51] Not 33 versions of the Mac which just got in the way of everything, confused the market, 
no one knew what they were buying. Profitability declined, market share declined, it was an 
absolute disaster. That was the genius of the guy, and then one thing lead to the next, but all 
business need to ask themselves what do I need to stop doing, as much as they need to ask 
themselves what do I need to do. 

[76:18] Have a vision, and then the business model and the strategy come together. The business 
model is a way of formally architecting the way you will create, deliver, and capture value. 
That's what a business model is. There's a lot of talk about it nowadays, there wasn't much talk 
about it years ago, but that's what it is. 

[76:41] Strategy is the way in which you're going to implement that business model, and they're 
inextricably intertwined. Your business plan sits at the top of those things, but it's a residual, it 
comes out of it, and yet so many businesses, people and consultants say, "Let's repair our 
business plan." Absolutely starting at the wrong end. 

[77:06] You got to start with what you want your business to look like when it's finally done. 
What's the business model going to look like, and then the plan just falls off the back of that, in 
my view, and shouldn't be more than about a page long. That's my view. 

[77:20] Let's take a look at the industry value change, an interesting way of thinking at any 
industry. An industry consists of inputs and outputs, and within that industry there are three 
essential elements. You've got the suppliers, you've got the producers and you've got the 
customers. 

[77:40] The value that's created in that industry is variously distributed amongst those groups, 
and what determines their share is determined by their competitive position. In an unattractive 
industry you'll find suppliers and/or customers taking the lion's share of the industry value. 

[78:01] If you like to think of costs at that end, and prizes at this end, that's the industry value. 
An attractive industry might be one where the suppliers and the customers do not have dominant 
market power in that industry, it's picked up by the producers. 

[78:21] Within the producers there may be some who grab a larger share of the market than 
others, like Intel versus AMD. Both good set of processors, but Intel has the lion's share of the 
market in what was an attractive industry, but has, in more recent years, become subjected to 
greater competition because of less reliance on some of that technology. 

[78:44] Now, what I'm saying here is that if you are in an unattractive industry, and let's face it, 
most small businesses, because they have such fragmented industries, for the most part would 
not qualify as being described as an attractive industry to be in. If you're in that industry what 
you've got to figure is how can I extract the larger share of that piece of the chain that's left 
available to us. 
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[79:10] In the process maybe pushing the industry share out a little bit by redefining some of the 
competitive strategies that we all put in place. What strategy is, and what strategy isn't? I just 
want to summarize it in this way. The pursuit of operational excellence is a necessary, but not 
sufficient condition. It's where everybody runs to when they think about running a better 
business. 

[79:37] How can I improve my processes? They race out, they buy the newest technology, and 
they hire the same sort of people. At the end of the day when you stop and think about it, if you 
hire the same people, use the same tools, sell in to the same market, sell it at about the same 
price, you have to end up with about the same results. Just the way the world works. 

[79:58] That is a necessary condition. You've got to do that. We're not suggesting for a moment 
that you cannot focus on operational excellence, but it will not give you sustainable competitive 
advantage. It will therefore not give you an enhanced capitalization, or price earnings multiple 
and the lower capitalization level. It will not achieve that for you. 

[80:20] Strategy really is about not incrementally improving what you do, but thinking 
strategically outside of the box. Thinking more particularly about the activities and the way you 
perform those activities, and the effect that that has on your costs, and the effect that it has on 
your customers. 

[80:42] In essence, what strategy is, and I described it here, it describes how an organization 
chooses to utilize the resources that it has at its disposal for its selective customers, not all 
customers, but selective customers, that enables it to capture a fair share of that value. Now you 
can define fair, if you're an aggressive competitor you might want to grab all of it, but that is a 
good definition of strategy. 

[81:11] In other words, and this neatly summarizes up, it's doing different activities, or the same 
activities in different ways to other people in the market. 

[81:21] When I mentioned before, one of the most important activities that you can perform are 
the way in which you attract customers, the way you treat customers, the way you deal with 
problems, the way you attract, treat, and develop your team members. 

[81:37] These are all the invisible things that your competitors can't see what you're doing, and 
that's what's going to give you competitive advantage at the end of the day. Now that then brings 
me to this business model. This is a thing called a business model canvas, and I will give you 
some references to this so you can jump on to YouTube and take a look at this in more detail, if 
you are interested. 

[81:58] Some of you might have already seen it, but in essence, it was developed as an outcome 
of a PhD thesis done by a guy named Alexander Osterwalder a Swiss PhD student. He came up 
with this nine building block model and in essence he is saying, that a business model consists of 
these nine pieces and you can start anywhere in the model, but I like to start with customers. 

[82:24] What customers do you want to target? What value proposition are you going to deliver 
to those customers? What's the product the market share? What's the job to be done? What's the 
gain to be created? What's the pain to be relieved? That thinking. 
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[82:39] What type of relationship will we have with those customers and what channels will we 
use in order to market to them and to provide the value proposition? 

[82:49] That describes what he calls, the front stage of the business that comes to rest in the 
revenue model that you have at the bottom. How are you going to price this business? There are 
many different ways in which you can price your products. 

[83:06] It's just amazing, for example if you are running a restaurant, you would probably know 
that if you have a very expensive item on your menu, it will make all of the other items look 
cheaper. 

[83:18] You will probably know if you are a student of neuroscience that if in the dessert menu, 
you put a little note next to one dessert that says, this is our most popular dessert, not only will 
you increase desert sales, you will increase the sale of that by 30 percent just like that. 

[83:37] That will produce 20 percent increase in tips to the waiter, if the waiter actually talks to 
the customer and touches them on the shoulder and says, "What a great choice." Just making 
physical contact will increase their tips. 

[83:50] This is neuroscience. You've got to bring science together with, street smart in order to 
target the most out of what's happening in the world. 

[84:01] That's the front stage of your business model, the back stage is, what resources do I need 
in order to, deliver that value proposition? What activities do I need to deliver that value 
proposition? Who do I need to partner with in order to create or supplement or complement those 
resources and the value proposition? 

[84:26] It's interesting, isn't it? That Apple designs their product in California, but manufactures 
it in China. They are not in the manufacturing business, they are in the design business, because 
they figured out a long time ago, there's no point having big manufacturing plant here, and it 
wasn't just to do with cost. 

[84:45] It is arguable, they might be able to produce them at the same cost over here, but that's 
not where they made their money. They make it in designing and innovation and in marketing. 
Those things on the left hand on the backstage of your business model end up in your cost 
structure. 

[85:01] Now when you think your business model through and it's a nontrivial exercise, that's 
why I'm going to refer you to the website and take a look at some of their training programs 
which incidentally are free, you might be interested in buying the book and thinking about it. It 
will change the way in which you think about your business. 

[85:20] That then brings me to these five forces of competition and these are the things that 
determine how much of that industry value chain you get to keep. 

[85:32] This was developed in the '60s actually by a guy named Michael Porter, professor at 
Harvard, and a few people have added anything to it since then and it's pretty well the seminal 
work on business strategy, but he says in any particular industry you care to choose, there are 
various forces at play, that can change in intensity over a period of time. 
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[85:59] The first force is the threat of entry or the reality of entry. Most businesses that are 
concerned about competitors, will keep their prices low, if for no other reason to try and dissuade 
other people from coming in. 

[86:15] If they come in because the barriers to entry are low, they will enable them to come in 
with price and promised offer, which forces the industry to lower its prices. 

[86:27] It doesn't matter what you think you will do, what's important is what's happening in the 
industry generally, and at some point of time you'll have to make the market unless you can 
come up with a better value proposition. 

[86:42] Now at the same time you've got, in some case just the pressure of substitute products. 
For example with our sheep skin business, we realized that a substitute product might have been 
some other tourist thing for these people to be taken to by buses. 

[86:58] When we realized that our customers were not the Japanese who came in with the 
handbag full of money, it was the bus drivers, it was the hotel concierge, they were the people 
whose palm we needed to grease. They were the people we had to sell to. 

[87:14] I now know that's what's called a double sided business model. They were just as 
important customers to us as the people who actually spent the money. I now know that my 
kitchen cabinet manufacturer's customer was not the builder, but was the customer of the builder. 
He had a double sided business model as well. 

[87:32] Once you start thinking about that, your whole value proposition, your whole approach 
to business starts to change. Then as I said before you, you've got this relative strength of 
suppliers and you've got relative strength of buyers. 

[87:45] I will provide you with some more detail in each of these things and you can take a look 
at it at your leisure, but for now, it will suffice for you to see that at any point of time, these 
pressures are always pushing margins down in the industry, do you accept that? 

[88:00] That's the way it is, and it's not going to abet because technology if anything, is 
increasing the pricing transparency, its increasing the power of customers. For example 
customers now have extraordinary power, and business models are changing. 

[88:21] For example, the biggest hotel in the world doesn't own any beds, it's called Airbnb. The 
biggest taxi driver in the world owns no cars, it's called Uber. The whole world is changing 
rapidly, the largest retailer is Amazon, it doesn't have any stores yet. 

[88:42] Think about how is this impacting your own business and where it's going, you've got 
this inexorable pressure on margins. 

[88:51] That's the bad news, the good news is, that your competitors who aren't thinking about 
this are already in trouble. They might not know it, but they are already in trouble, it's the ones 
who are thinking about it and doing something about it, who are going to be out in front. 
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[89:06] We have this situation here. We have barriers to entry pushing prices down, we have 
buyer power, we have supplier power, substitutes pushing prices down. We have supplier power 
pushing costs up and you've got the shrinkage of profit. 

[89:27] If you were to look at, a pattern of margin, whether or not it's a start up business in a 
completely new industry, or whether or not you are entering an existing industry, your patent 
your margin, will probably look like this. 

[89:44] In the first instant it's pretty thin, then it grows a little bit as you increase your volume of 
sales and spread that out, your out-fixed cost over a larger volume, and then you've got this 
period when you are harvesting reasonable profit, I'd call this, the growth face of your business 
and then slowly, but surely your margin starts to decline. 

[90:06] It gets harder and harder to compete, your competitors become more aggressive. In the 
first instance of times when you move into a market, you don't have much market share, your 
competitors don't take much notice of you, but when you start to grab a bit of market share, they 
take a lot more notice of you. 

[90:21] This tends to be the pattern, that's why I described that second face as a Hebrew stage, 
you think everything is going great. One rule somebody once said to me, a rule of business is 
when you think everything is going great, you have some problems. 

[90:38] You want to think about that, if things are going good, think about what problems are 
larking for you, in the back. 

[90:50] Some guys came up with an alternative to some of Michael Porters ideas, it's called the 
Blue Ocean Strategy, but it's a cool framework for thinking about strategy in the face of 
shrinking margins, the inevitability of shrinking margins. That is to look at your products or 
services and ask yourself this question, "What is the industry doing now that we could do less 
of?" 

"[91:17] What is the industry not doing now that we could do more of?" In other words increase 
the customer value proposition to the latter case, or reduce the cost of delivering customer value 
in the former case. 

[91:34] I got to step back here. "What things is the industry taking for granted, that we could 
change in some way?" This is why you need to engage your clients in what I like to call a 
Customer or Client Advisory Board. 

[92:02] You will find more often that a whole lot of things that you do for people that they don't 
want, they don't value and if you didn't do it would dramatically save your cost. 

[92:11] On the other hand, you will find there might be a whole lot of things that they would like 
you to do, that you are not doing, that your competitors aren't doing, that will significantly 
enhance their value, that they would be willing to pay for, all you will have to do is figure out a 
way in which you can deliver it to them in a valuable way. 
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[92:29] This framework gives you an opportunity to think about your products and services in a 
way that will drive down costs on one hand, and or drive up value proposition in the other hand 
and create a truly unique differentiated value proposition in the middle. 

[92:46] You've got to be thinking about these things and brain storming it, preferably with 
somebody form outside of your business or if it is inside your business, your employees because 
more often than not, they will have some ideas that the owners will never have. 

[93:02] When you think about strategy, it's convenient to think about it in terms of the three 
factor model. You can either be a low cost producer, or you can be a differentiator. You can be 
low cost or differentiator in a broad market, like servicing at Walmart for example, or you could 
be a low cost or a differentiator, in a small local market. 

[93:28] Interestingly the most profitable businesses within established industries are the ones 
with a narrow focus. The local supermarket will produce higher margins than let's say, Walmart. 

[93:40] Even though they compete head to head with Walmart, they produce more shareholder 
value than the shareholders in Walmart, but the minute they go beyond that boundary, they get 
themselves into trouble because now, they are going to be competing with Walmart. 

[93:55] That's going to be a problem for them as long as they stay where they are, and they 
develop within that region, they can earn superior industry profits. 

[94:07] The bottom one here is this focus mark. Now you can then think of that Blue Ocean 
strategy ideas in terms of taking things away that people are doing and don't value, and lowering 
your cost or on the other hand looking at ways in which you can enhance, what you are creating. 

[94:28] You need to ask yourself, are we low cost producers? Is that where we are going to make 
our superior profitability and be able to defend that? Or are we going to differentiate ourselves? 

[94:40] Porter talks about this cool thing that he refers to as an effectiveness frontier. I like it 
because it gives you the sense of a trade-off between non price value propositions, versus the 
relative cost or relative price if you will. 

[94:56] If you think of this points on this curve here A and B, you might think of the rich curve 
being up at A, which has a relatively high cost to the customer and the high cost to deliver, a 
high value preposition, but it isn't looking for bed packers as it customers. 

[95:18] It's looking for people who are happy to spend $500 or $600 a night, because they know 
that they are going to be given exceptional service in that hotel. 

[95:28] On the other hand, super six or whatever they call it, might be down here, has the 
relatively low cost, but it's servicing a completely different market, but it's doing it way better 
than these businesses in here that also have a low value proposition, but a relatively high cost. 

[95:49] You need to be asking yourself, who in my space are on that effectiveness frontier? And 
what do I need to do to move towards it? The red cross that I put down in the corner, those are 
the businesses that don't last 12 months. 
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[96:06] If you've got high prices and low quality service, you get into the market will put you out 
of the game pretty quickly, but the competitors are in here. 

[96:16] Now, technology and the technology might be digital technology or might be 
management technology, you know developing improved customer service protocols, will tend 
to move that effectiveness frontier out, the game is constantly changing. 

[96:34] That's why that period of Hebrews that I referred to, is transitory, it's not something that 
you can sit back and say, "Well we finally made it." What is important is you'll never find Ritz 
Carlton, you'll never find some of the Marriott businesses because they try and position 
themselves all over that curve. 

[96:54] They don't say, "We are doing great up here, let's try and take that value proposition 
down to this market here." Because they minute they do that, they lose their customer franchise 
at the top. 

[97:07] You've got to decide where you want to be on that curve, but the first choice to make is, 
you've got to be on the curve. That's the first choice. 

[97:19] Now, think about it in this terms, I paused it before, that in my view, in most mature 
industries, established industries, the profitability distribution is skewed to the right. 

[97:33] I just happened to have drawn a normal distribution here for convenience but, what that 
means is, most of the industries are below average firms, more than 50 percent are below 
average. Then you've got the average firm that's making an average profit and there has to be 
enough profit in the industry to attract people in to replace the people who leave. 

[97:54] That's the fundamental to economic concept, but then you've got the cost leader. The cost 
leader has the lower cost than the average firm, and that the average industry price makes more 
money, or another way I could have drawn that, it would have a lower than industry average 
price, but it would expect a larger market share and it would make more money. They are the 
two choices. 

[98:18] Then you have a differentiator, and the differentiator is the firm that comes to the market 
with a more valuable customer proposition than the other firms in the industry. It could expect to 
charge more money for that value proposition or, the same or lower price, but expand its market 
share. It has various choices as well. 

[98:47] When I used to talk with my clients when I was doing with this stuff, one on one with 
clients, I would say with most of the businesses you are in, it's an intensely competitive industry, 
you use the same resources, the same people, you sell at the same market, your prices are 
probably more or less the same, your cost structure is going to be more or less the same. 

[99:11] What we have to focus on, is the value proposition. What are we going to offer to our 
customers? What are the paying points? What are the gains that we can create for them? What is 
the job they need to get done? I didn't use those terms because I didn't know that they existed, 
but in essence that's what we were talking about, how are you going to differentiate yourself. 
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[99:33] We focused on, as I was explaining, with my kitchen cabinet manufacturer, was in the 
sales process, the communication process, the relationship we had with the customers, it was 
realizing that we had multi-sided business models. 

[99:46] We had builders, we had customers, we had team members, that's another part of the 
business model, and what we found was, most small businesses, at least in my experience, have 
somewhere between 15 and 20 percent of surplus capacity. 

[100:07] Put that another way, at any given point of time, they have an opportunity to get 15 to 
20 percent, more productivity out of their resources than they are getting. Primarily because they 
are disorganized, poor in terms of communications, lack of documented systems, lack of 
training. 

[100:28] That was revelationary for me because once we started to develop a customer value 
proposition, and then look at the ways in which we organized internally, the productivity 
increased. All of a sudden, those businesses then ended up with a lower cost structure and a 
premium product and got this double whammy effect, a dramatically increased, profitability. 

[100:53] When you are talking of a doubling or tripling your profitability is absolutely possible 
by doing that. Let me give you an example again kitchen guy. 

[101:04] When we started playing around with this idea of walking through, what we discovered 
in his factory, was that all his equipment had been located in wherever it fitted, rather than raw 
materials coming in here, storage room over there, preprocessing over here, role forming over 
there, once he relayed out his factory, the impact of productivity was amazing. 

[101:32] Now that may not be available to you because you may already be doing that, but 
you've got to do this walk around, remember store blindness, you're going to walk in your own 
factory, and say, "What I'm I doing right, or doing wrong?" 

[101:44] Go and do factory visits to the best in class manufacturers around the place to get ideas 
of how you might lay out, your own factory. For goodness sake, don't go to the guy next door 
who's making cabinets, because he's probably making the same mistakes you are. 

[101:59] That's where you get this double whammy effect, and that is going to be hard for 
someone to compete away, because much of the additional value you bring to the table, is not 
going to be recognized by somebody else. 

[102:12] Can you imagine your competitor? Your competitor says, "How comes you guys are 
doing well?" "We just tell customers that we are probably 20 percent more expensive than you." 
That guy is going to go home and say to his spouse, "I got an idiot. He must be selling dope or 
something." Because there is no way that you are going to get customers and he would never 
follow that thing. 

[102:40] A robust strategy then is going to have four fundamental elements in it. I want you to 
think about these things. What is your customer value proposition? What does your value chain 
look like? In other words, what activities do you need to engage in in order to produce to that 
value proposition? How do they fit together? Do they all make logical internal sense? 
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[103:07] Finally, can we consistently deliver that value? Now let's take a look at two of the 
world's leading business models in that context. We'll start with Southwest Airlines. 

[103:20] Look at all these connections here. Their valued proposition is low price, although 
they're not too low at the moment. [laughs] Low price, convenient, on time departures and 
arrivals, limited customer service and friendly service. 

[103:38] Now, you might say, "Limited customer service. Is that a valued profit?" It is for people 
who don't have a lot of customers, although I would be selling Southwest stock at the moment. 
For two reasons. One of the things in here, motivated employees, employee stock options, 
selective recruiting and high pay. 

[104:02] In 2015 they started to have some real problems with unions. They never had problems 
with unions before. The reason for that is, in that year they made two and something billion 
dollars in profit. Last year, it was four billion dollars, and the pilots were saying, and the flight 
attendants, "We want a piece of that. Not a few crumbs. We want a serious piece of that," 
because of this whole model. 

[104:27] The second reason, I flew Southwest is because I love Southwest, but yesterday I flew 
South and I swear the peanuts are coming in smaller bags. 

[104:34] [laughter] 

[104:35] I'm not sure whether all of this hangs together. Oh, the third reason, they engaged in, 
now, in international. They're expanding their market. That is a mistake. Dare I say a mistake for 
one of the most successful businesses on the planet? 

[104:58] The reason that they were so successful is they abandoned the hub-and-spoke business 
model. They focused on short haul flights of less than two hours, they went to secondary 
airports, they flew one type of airplane so they only needed one type of pilot certification, and 
they only needed one type of maintenance facility to do it. 

[105:21] Because it was a short haul flight nobody is going to starve to death with a two hour 
flight, so they didn't need to give people full food service. That meant that their gate turnaround 
was quicker. That meant that they were able to utilize their assets more effectively. 

[105:42] That meant their return on shareholders' funds and total assets dramatically outpost the 
rest of the industry which, in turn, meant that they had much lower cost structure. 

[105:52] All of the pieces fitted together. This is why United and everybody who's tried to copy 
that model have failed except the ones who have replicated the model like Ryanair for example 
in Europe. They have a slightly different model because they do longer hauls. If you live in 
Europe, two hours from London will get you pretty much anywhere. 

[106:18] If you live in America, two hours doesn't get you very far at all. Their business model is 
going to be flawed if they go international. If I were advising Southwest I'd say, "Why don't you 
go head-to-head with Ryanair?" or something like that. Why don't you set yourself up in Berlin 
and service Europe? Your model we know would work over there. We'll wait and see. 
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[106:44] All of those things now are starting to come unraveled. That supports that proposition I 
gave before and that is in any industry, no matter how good you are, entropy comes into play. 
Southwest is going to be under pressure. The second model is IKEA. 

[107:02] IKEA and Southwest make two fundamental choices. Who are we not going to serve? 
We are not going to service people who want to spend $10,000 on a lounge suite, who are happy 
to wait six to eight weeks for it to be delivered, who want somebody to bring it, who don't want 
to put it together themselves. We're not going to service those people. 

[107:26] These are the people we're going to service; people who are interested in low-price 
IKEA style, you either like it or you don't, and instant gratification. IKEA is a cool store. You 
walk into an IKEA store and you literally can't find your way out for an hour. That's another part 
of their model. 

[107:47] [laughter] 

Ric:  [107:48] Dare you walk into the wrong entrance because, if you can't see the arrows on the 
floor, you'll never be able to do reverse arrows to get out. 

[107:57] [laughter] 

Ric:  [107:57] They are so, so clever and all of these pieces fit together. People go to IKEA for 
the day. It's like going to Disneyland. 

[108:08] [laughter] 

Ric:  [108:09] You can put the kids downstairs. You can have breakfast, a good value breakfast. 
You can have lunch, a good value lunch. You can wander around and look at the displays with a 
cart and throw stuff that you don't need in. Ultimately, it will go into a garage sale, but you enjoy 
it while you're there. You might buy some furniture. 

[108:31] Then you go home and you truly value that furniture. This is interesting. I don't think 
IKEA had this in mind when they did it, but neuroscientists and social psychologists have 
discovered that if you build something yourself, you value it higher than if you bought it or were 
given it. 

[108:52] If somebody said, "Will you give me that chest of drawers?" "No. I value it." "I'll give 
you $100 for it." "No, I put it together." The one thing that IKEA don't have up here is that you 
don't want to move. If you have to get your furniture moved somewhere, it'll be quite unsteady. 
If you don't move it, it will stay there. Isn't that a clever business model? Do you see how all the 
pieces fit? 

[109:20] If you can't draw, this is called a strategy net, but if you can't draw a strategy net with 
all of the key things in it, and show how they all interact with each other and link together, you 
don't have a robust business model yet. You've really got to think about this. The second point I 
want to make is when IKEA started up, these things evolved. 

[109:46] It didn't have a facility for child minding. It didn't have a restaurant. It had a number of 
suppliers. Over a period of time they discovered that we'll just focus on a few suppliers. We'll do 
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in-house design. We will feature the designers in our displays. That gives the designers a sense 
of ownership. We will compensate them with significant bonuses. 

[110:15] We will promote them in-store which, as I say, gives them the sense of ownership and 
pride in what they're doing, which increases their retention, which, in turn, improves their 
productivity. All of these pieces hang together. That's why it's such a great business model, and 
that's why nobody else, yet, has been able to beat it. 

[110:36] They don't have a store on every corner. It's hard to buy something from IKEA, because 
you've got to travel a long way to get to it. When you travel a long way, guess what you do? If 
you travel a long way, you stay for the day. That's how they figure it. The longer you're there, the 
more you're likely to buy. 

[110:58] Some people have no desire whatsoever to cart a great big box out, put it in the back of 
the car. Incidentally, IKEA does not assemble it for you, but they have assemblers there who 
sub-contract to IKEA. 

[111:13] I don't know whether IKEA gets anything out of that. They just provide that service for 
people who don't want to put all the pieces together and find that you've got three of four spare 
parts right at the end and say, "I've misread this thing somehow." Does that make sense? 

[111:31] How could you IKEA-erize your business? How could you create a neo-version of 
Southwest? What does your strategy net look like bearing in mind that over time it will evolve 
and will get better? 

[111:44] Five questions you need to ask yourself every single year. The first and most important, 
in my view, is why am I in business? What business am I actually in? What value am I bringing 
to the table and for whom? Then out of that you need to ask yourself, "Who are my customers?" 

[112:04] Don't take this lightly. This is a seriously hard question to answer. Who are my 
customers? What value do I deliver to them? How do I deliver that value and what is my plan for 
delivering that value? Why do they value it at the price that I've offered? Why do they value the 
service in the first instance? 

[112:29] Out of that will come your cost structure, your revenue model, and your profit model. I 
urge you each year to get together with your team and say, "Why are we in business? Who are 
our customers? Who could they be? How could we redefine them a little bit better? What do we 
do for them? What problem do we solve? How do we deal with these people? How can we better 
articulate that?" 

[112:54] These are seriously heady questions. Not something you'll get an answer to by going to 
a seminar. That takes me, then, to the five growth drives. I'm going to give you a piece of 
software that will have these applications so you can run these numbers yourself. 

[113:14] To give you an idea of the major profit drivers, if you look at this thing here, and this 
model sets up, so you use ten percent, one percent, five percent, whatever you want to put up 
there if you increase each one of these things independently of all the others. 
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[113:33] In other words, everything else was fixed, but you just changed price or you're rather 
the lower you fix cost, or you're able to lower your variable cost or increase you volume by ten 
percent. These are the relative impacts on profitability. 

[113:47] Every single time price will win hands down. A ten percent increase in price will 
always reproduce a much better result than a ten percent reduction in fixed cost. Yet so many 
people think about, "How can I reduce my cost in order to increase my profitability?" 

[114:07] Because price is hidden on your income statement, price is just in that thing called 
revenue whereas all your costs are listed out. It would be interesting if your income statement 
had price, volume equals revenue, less cost to goods sold and then all of these other items. Then 
you'd very quickly see that, if I got a better average price at that volume, what impact would 
have on my bottom line. 

[114:35] One of the things that I strongly recommend people think about is, when you're going 
through your P&L statement don't look at what I can get rid of. Call it expense that I can get rid 
of. Ask yourself this fundamental question. What is my return on expenses? For each line item, 
what am I getting for what I am paying? 

[115:00] More often than not, you'll go through that list, and you'll mentally sort them into 
discretionary and non-discretionary expenses. Discretionary are ones that you can control. 
Non-discretionary are ones that are outside of your control. When you start looking at the ones 
you can control, you'll start cutting them. 

[115:18] If you go through that exercise and you look at your discretionary exercises, almost 
every one of them is a business building expense. It's like investing in team training. It's 
investing in advertising. It's investing in developing new markets or buying new depreciation on 
new plant and equipment and so on. 

[115:35] They're all capacity building expenses. All of the other ones, the non-discretionary, are 
almost all the expenses you need to just keep the doors open today. You end up cutting the heart 
and soul out of your business when you go into an extensive cost cutting approach. 

[115:52] The strategy that I suggest you start is ask, "Who are my customers? What's the value 
of proposition? Why would they value it? How many of them are they? What price can we 
charge? What results will that produce for us?" 

[116:06] Now, the other interesting thing that this graph shows us is that, if we give attention to 
cost control, if we give attention to pricing through value creation, if we give attention to 
customer service, and volume, and conversion rates, and so on, then we get this double whammy 
effect. We get this 300 percent improvement in profitability as a result of all this things playing 
together. 

[116:33] Does that make sense to you? The strategic fit of all these things is critically important. 
Let's take a look at revenue then. Revenue derives from three primary drivers, the number of 
customers that you've bring on board, the more customers means less attrition or more attraction. 
How frequently they buy from you and what revenue you get from each transaction. 
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[117:02] You need to break your revenue down in terms of those three things. Now, I like to 
produce the thing called a customer journey, because they are seven what you might call 
moments of truth, or moments that matter. Each of those seven points are critical points. 

[117:20] You take this back to your team and say, "What are we doing at each of these points to 
enhance the relationship that we have with our customers?" You will start to develop a customer 
service strategy that is truly robust. From the point where you select customers, which is that 
point first moment that matters, who are my prospects? 

[117:44] Really, who are they from how do I appeal to them? What value proposition do I bring 
to the table? How do I onboard them? What's this first relationship with us going to be like? How 
do we deal with challenges? How do we sell them? How do we articulate the value properly? 
Answer all those questions you will have a killer business. 

[118:04] One of the resources that I want to leave you with, a bonus that I suggest you take a 
look at, is an article written called, "The Case of the General Stake Corporation." It was written 
in the 60's and published in Inc. Magazine. It's a delightful story of how this guy went off to a 
training program not unlike this, but it was about the power of guarantee. 

[118:30] He came back to his CFO and he said, "We've got to get our customers attention off 
price and onto the value we bring to the table, and we'll do that by having this outrageous 
guarantee. If you are not delighted with what we do for you, then we will refund you," I think 
double the price guarantee. 

"[118:52] What are you think?" he says to the CFO. She said, "It will send us broke." He said, 
"Why?" She said, "We never make promises." They set about looking at their factory and saying, 
"Why don't they make their promises?" 

[119:06] That guarantee serves as a catalyst for a thorough review of their team member policy, 
their production strategy, the line which they sold, the price that they sold it, how they connected 
with builders and so on, in what can only be described as a singularly unattractive industry. 

[119:26] When you are thinking about buying a house the first thing that comes to mind isn't the 
stairs. That was fiercely competitive and, yet, the outcome was phenomenal. You can go onto 
their website and see they're still well and thoroughly in business, and they're doing great. 

[119:43] I will provide you with a facilitator's guidance, and the reason I say use it as a catalyst, 
it's a real live case study of the power of engaging to your team in the process of turning an 
otherwise business in an unattractive industry around. It's a great resource. 

[120:05] I suggest to you that loyal clients are a source of superior profitability. This doesn't 
always play out. However, I do want to emphasize that the vast majority of customers are not 
long-term loyal clients. 

[120:23] In fact the average churn rate of customers in businesses average an average system 
main match, but it's about 20 percent. In other words, the average customer only lasts about five 
years, for a variety of reasons. 
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[120:37] The point I want to make here is that probably only 20 to 30 percent of your customer 
base are likely to buy more from you, grow and develop and become good customers a recently 
long period of time. This is what your customer profitability distribution is likely to look like. 
Now, this might vary from one industry to the next. 

[120:59] You will probably find 20 percent of your customers they're contributing 150 percent or 
more of your final net profit. Then somewhere between 70 percent are like you're just breaking 
even. If you're fully in charge of your fixed cost of operation for the moment on the basis of 
some activity measure, they're probably just breaking even. 

[121:24] Now, what that means is if they stay in that space for years, you're not making any 
money from them, but at least they are recovering your fixed cost. You're not likely to want to go 
out and get rid of those customers. The question you should be asking is, "How can I move these 
guys to that position, how can I push that curve up?" 

[121:44] It will always be that shape by the way, but how can I push the final net figure up? That 
might be by improving your processes, improving your value proposition, improving your 
pricing strategy and so on. These are the guys that you need to be thinking about. These are the 
guys that Job said they're the ones who are buying these 26 products that we don't want to 
produce anymore. 

[122:10] They're the ones we're losing money in. These are the ones who are buying desktops, 
notebooks for business or for customers, and so you've constantly began in looking at the 
profitability of your customer base. There are well established methodologies for doing that. 

[122:29] This is a spreadsheet that I created and I'm still kind of working on it, because it's an 
interesting model. It seems to work out that when you look at defection rates and the impact 
defection can have on your business, it's kind of scary. This model clearly shows that, based on 
these numbers here and the numbers are you acquire 25 percent you lose 20 percent each year 
though. 

[122:56] Net worth turn you have profit net growth of customers of five percent reduction in 
your defection rate, as a result of improvement of your customer service strategy. What this tells 
us is that five percent reduction in customer defection will increase the value of your customer 
base by 40 percent over seven years. 

[123:16] That means other things being equal you will enhance the value of your business by at 
least 40 percent over that period of time, if you focus on those kinds of numbers. If you would 
have run these numbers on your own business, you might be surprised at just how profoundly 
important it is, to do these things which seem to have an invisible result. 

[123:38] The cost of the lost opportunity never appears on your income statement, but it is the 
biggest expense you will ever incur. It's the customer who doesn't come back. It's the referral if 
there was a reference that was never uttered. It was the sale that you didn't make because you 
didn't find your attainment. 
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[123:56] They never appear on an income statement because they're lost opportunities. The only 
things that appear are the transactions that did take place. When you think of the relationship you 
have with customers, they're going to assess you on the basis of two outcomes. 

[124:13] The outcome of the product or prices, in other words the quality of the kitchen and the 
outcome of the process that they went through in order to buy, to order, to have it delivered, the 
post-sale service and so on. If the product fails to meet expectations and the process is an 
unpleasant process, you've lost that customer. They've gone. 

[124:39] Not only have they gone, they've probably told 26 other people according to the stats 
that you're a terrible person to deal with, which is the cost of the lost opportunity because there 
the customers they didn't even knock on your door. If you meet them on those two dimensions 
this is to help ongoing incentive. 

[124:59] They're searching. They don't feel loyal to you or somebody comes up with a better 
value proposition, they will probably go there. Somebody says, "What would they like to deal 
with." "No they're uncanny." 

[125:11] You've got to deal with them, go to talk to those people. Then you've got if the outcome 
was delivered as expected, but the perception of the service that we got, the process, was not 
great then you're going to have an at risk or indifferent customer. 

[125:29] What you see up here, and the focus that you need to be looking in, what do we need to 
do to get loyal customers or raving fans? You're allowed to borrow a Blanchard term. What do 
we need to get to have these advocates? Ask your customers that question, ask your team 
members that question, and you'll be amazed at the answer. 

[125:51] Only a relatively small percentage of people fall into the raving fan thing, which is fair 
enough. People don't want to spend their whole life running around trying to sell somebody else's 
business for them. 

[126:01] On the other hand, if you can get a whole bunch of them loyal like I am the South West, 
even though their notes seem to be getting smaller, I still like to fly with them because they leave 
on time, their bags arrive at the same airport that I do most of the time. 

[126:16] [laughter] 

Ric:  [126:17] It's all together a reasonably good experience. 

[126:21] That brings me to price. I'm mindful of the time. This is another bounce that you will 
get. This application is the thing that Michael was talking repeatedly about today. Based on your 
own income statement information, one of the little buttons on this, it's an Excel spreadsheet, but 
it's pretty heavily driven by macros, is a one percent button. 

[126:47] If you hit that one percent button, this is the impact on profitability. This is the impact 
on the combined increase in productivity and improving your profitability for this business, 
given its margins, given its cost structure. 
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[127:00] I would suggest your one percent change in those things is a trivial change, and yet 
we're talking about close to a quarter of a million dollars of incremental value, coming from 
increasing the value of the business and increase in its profitability or discretionary income that 
you derive out of the pool and out of the business. 

[127:20] If you did say a five percent change, we're talking nearly $600,000 of incremental 
value. This is not chump change. This is serious kind of stuff. Of course it's all driven by the 
assumptions that you make in this analysis, but it is serious stuff. 

[127:40] Off times people will say, "We're not used to running these numbers, but if I raise my 
prices by five percent, this is an intensely competitive industry, I will lose," and here's the words 
they use, "All my clients." The difference between having any clients or none is five percent. 
Your service and product is so bad. 

[128:00] [laughter] 

Ric:  [128:03] You'll lose everyone if you push it up [inaudible 1] . What I thought would be 
interesting is to put an algorithm in there that will state how many clients could you lose before 
you'd be any worse off. For these numbers here, it's about 4 to 8.2. The 02 is just as important 
because I am an accountant. 

[128:21] [laughter] 

Ric:  [128:21] I like to take things to the second decimal place. The question then becomes not 
will I lose all my clients, but how many clients could I lose before I'm any worse off. What's 
interesting is that if you complement a price change or let me put this to you another way, don't 
allow your prices to fall. 

[128:44] Just think about that for a moment because it's allowing prices to fall that result in the 
need to do a knee jerk price realignment thing. If you complement it with improving your value 
proposition through the customer service, the customer selection, the other things that you might 
add in or bundle in to the price then you won't see a 14 percent reduction in your client loss, and 
you will improve it. 

[129:12] This is the thing we call a margin table which is in this application for you to look at. It 
reflects the folly of using price as your primary competitive tool or instrument. Many people that 
I see around the place, have signs all over the place ten percent discount, ten percent off sale, and 
so when you walk in there expecting to pay not a lot of money. 

[129:40] Here's an example. If you lower your price by ten percent on a product or service that 
has a 30 percent gross margin, the result of that increase volume by 50 percent just to break even. 
Now, I would suggest to you, most businesses don't have 50 percent of selfless capacity. 

[130:01] They would have to buy more capacity, more fixed costs, so they have to actually 
generate more than 50 percent in order to break even. 

[130:10] This is an incredibly powerful table, thinking about using prices as a competitive 
weapon. Also importantly, the minute you use price as a competitive weapon they guide you as 
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the road does too, so you set off a bidding war. The best markets to be in are local markets, 
where all of the producers get on very well together. 

[130:34] I'm not talking about setting up a holy duopolies of price fixing arrangements, you can 
call it what you like. It is important to realize there are good and bad competitors. Bad ones are 
the ones who are going to drive prices down. Unless you have a decided cost advantage, don't 
even go there. The reason for that is pure economics. 

[130:57] There is a thing that we learned in economics. It doesn't have much practical sense 
although it does have a lot of intuitive sense. That's it. Other things being equal rational buyers 
and sellers in a market, there's a downward sliding in demand meaning you will sell more if you 
have a lower price. Many of these people take that to be the definitive competing weapon. 

[131:21] What that also says is that there are some buyers who would pay a much higher price 
for your product, and if you were able then to capture all of what economists, this little thing in 
here called the consumer samples, if you're able to capture all of that, you would maximize your 
revenue. 

[131:43] Is it possible to capture that? In the old days it was not possible, today with technology 
it's getting more and more possible to be able to collect that sort of data and set profit 
maximizing sort of strategies. 

[131:58] This is precisely why when you go online to book an airline ticket, you're online at nine 
o'clock today and you book a ticket from LAX to Phoenix or something like that, it might cost 
you 260 bucks. ten minutes later it might be 295 bucks or it might be 150 bucks. An average 
airline changes its ticket pricing 6,000 times a day and they call it revenue management. 

[132:22] They're just constantly running algorithms looking at who's buying what and where are 
they coming from, what's their buying pattern, were they on this website before, have they been 
looking at this price for a while and so on. As they get closer to the date the prices will go up and 
then when they get really close they'll start to be dropping down if they've got selfless capacity. 

[132:43] The algorithms I got are amazingly complex, but now there's every time you go into a 
supermarket and scan a card or give them a loyalty card, that is exactly what you're buying. 
They'll know what cheese you like, they'll know what salami you buy and so on. 

[132:57] When they start tracking prices off the shelves and you just walk down the aisle with 
your iPad, that has automatically got your shopping list in it, it will be telling you exactly what to 
buy. You just put it in your card and you take it straight to your car, because it will come off 
your bank there won't be any check outs. 

[133:14] You just go straight to your car, and it will be billed to you. Everybody's going to know 
all of this stuff. 

[133:21] That's how you will maximize revenue. Now, we'll have to finish up on this, but I'm 
going to give you the rest of this stuff in another form. Dan Ariely was, at that time, a social 
scientist at MIT, he is now at University of North Carolina, Chapel Hill, I believe. He noticed 
this add from The Economist and it said, I'll read for those of you at the back. 
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"[133:44] The economist.com subscription, pure web subscription, $59, one year subscription to 
the online version plus all the add bills going back to 1997, printed version, 125, one year 
subscription to the print version, 125, Same price." 

 

[134:07] Dan thought, "Well, that's interesting." Because he was a social psychologist, and he 
knew what was going on here. He said, "I'm going to give this to a hundred of my MBA students 
and see which ones will they pick," and there were the results. He said, "This proves that they are 
smart kids." 16 percent said, "I'll take the online only." 84 percent said, "I'll take the print and 
web subscription." 

[134:37] He then just gave them two choices. They were economist, the online version, 59 
bucks, or the print and subscription version, 125. And the results were 68 percent, that one, and 
32 percent for the second one. Now, the reason for that is what he calls, "decoy pricing." If you 
put two relative prices together, people, human beings tend to assign value based on the 
proximity of other things. 

[135:12] For example, where I live, an average house might be 500 thousand. If I come to some 
fancy place in San Francisco, it's 5 million. Now, if I see a place for 3.5 million, I might say, 
"That's terrific value" in San Francisco, but absurd in Lake Tahoe. That's where I live In Lake 
Tahoe. 

[135:36] It's all relative. So, he comes up with this idea of pricing. If you present people with two 
choices, you will cause enormous mental anguish, "What will I buy, do I like that attribute or 
that attribute, don't you have something in between?" 

[135:54] The minute you put another one on here, all of a sudden, "A" becomes the dominant 
mental choice. Decoy pricing, in effect, says that you need to give people three options. It doesn't 
matter, and I use the word, things like landscaping or kitchen manufacturing or whatever. 

[136:15] Always give your customer a couple of other choices. You figure it out. We can use this 
kind of treated pine or we can use this kind of treated pine. We have the premium version, and 
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the other version. That will make all the difference to your sales because they will inevitably take 
the one where there is a closer relationship between the two prices. 

[136:38] You don't have to believe what I'm saying here because in your case it may be a little 
different, but at least test it and see where that idea goes because you could dramatically improve 
your revenue without having any impact or very little impact at all on your cost, and that will 
improve your margin. What I'm saying here is that you need to be thinking about narrowing the 
street smarts with science. 

[137:06] You look at these two boxes here. Which do you think is the bigger of the two, A or B? 
A looks to be the bigger of the two, but it's obvious. I put the wrong slide up. 

[137:17] I've got two lines that run across here, and they're both exactly the same, but it's 
because they're close to much bigger both. You see that as being a smaller size, but they're 
exactly just an illusion. 

[137:36] The same applies to these prices. $15.97 versus $18.97, the conclusion is, similar 
product, people will always go to the cheaper one if they're close like that. $15 versus $28, 
similar product, B is a premium product and sells well, but it stimulates the sales of a. 

[137:59] This one here, $15.97 versus $16, same product, A always outsells B. No one buys b. 
This one here, what we know about the concept? If you have item A, item B, and item C. Item a 
sales, what do you think it's going to be? They will be reasonable. Item C sales... 

Audience Member:  [138:22] [inaudible 1] . 

 

Ric:  [138:24] Exactly. And in item C sales, who knows. You don't know until you experiment 
with the numbers. Here are some things, 50 percent off or two for the price of one. 

Ric:  [138:41] The guy Daniel Kahneman got a Nobel Prize for discovering this or the reason 
behind. 50 percent or two for one which do you think is the preferred? 

Ric:  [138:54] B Get 50 percent more or 33 percent off? A, 60 percent off recommended market 
price or whatever it was or 40 percent off? 
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Audience Member:  [139:15] A. 

Ric:  [139:16] A, the larger number seems to produce and it's always what's called this "framing 
effect." 20 percent off, or save 20 percent? 

Ric:  [139:29] B. People likes to save. Finally, I've been given the "Wind up" sign. This comes 
from a book called, "Barefoot Spirit," which was written by a couple of people who live up in the 
Napa area, Sonoma. They are the guys who created the Barefoot Wine brand. 

[139:49] It's a brilliant book to read if you're interested in the way in which businesses evolve, 
but Michael Houlihan who I have the pleasure of meeting, would talk in his book about this guy 
Abe who runs the liquor store, and when Michael approach the store from the car park, he saw 
these huge signs, big six-foot signs that had prices on them, but no product, just prices. 

[140:12] [laughter] 

Ric:  [140:13] He walked into the store and here's this guy, this is a picture of him sitting at the 
back of the store, cigarette in his mouth, hadn't shaved. I'm talking about these prices, and he 
talked about, "We have big prices, we don't have low prices." There's a product in there, and he 
said, "This product, last week was $5.99. We then put a big price on them, $8.99 and we sell 
twice as much last week than we did last month." 

 

[140:45] You might want to go back to your business and think, "How can I put big prices up the 
front?" 

Ric:  [00:02] Perhaps, the most effective way of improving productivity within any organization 
is to have very well-defined and clearly documented internal processes or systematization of 
your business. The degree of process systematization, at the end of the day, drives predictability. 
The more predictable business outcome is likely to be, the more valuable it is going to be, 
because it's going to reduce the perceived level of risk that's associated with the business. 

[00:41] In a survey of over 5,000 small and mid-sized businesses that was conducted by a 
business design corporation back in 2009, they found that 70 percent of business owners who 
were included in that survey knew that they needed to document their operating procedures, but 
they had a series of problems. 
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[01:05] Firstly, they either didn't know how to go about it, they didn't know how to actually 
document the processes, they didn't know how to get their employees to follow the processes, or 
they didn't know where to start. 

[01:19] Paul Lemberg, who is the CEO of Quantum Growth Consulting and a renowned business 
strategist, that you can increase the value of your business by as much as 100 percent simply by 
systemizing it. 

[01:32] I'm not sure whether that is universally correct. What I do know from my own 
experience in working with small business entrepreneurs, that a highly systemized business is 
more predictable. It is easier to sell. You will get an enhanced price earnings multiple when you 
have or are able to show a potential buyer what your business operating procedures look like. 

[02:02] Let's take a look at how you might do that. To get an idea of why it is important to 
systemize your business and to use modern technology in order to do that, I'd like to introduce 
you to a friend of mine, Michael Mills who is one of the co-founders of Business Design 
Corporation, an organization that has created a cloud-based business systemization tool. 

[02:29] This is a five minute video. I would ask you just to take a look at it and think about the 
things that Michael is saying in it. 

[02:37] [pre-recorded video starts] 

Michael Mills:  [02:41] Why does a business need a tool like the TouchStone Business System? 
To begin with, let's start with why a business needs operating procedures and jobs descriptions. 

[02:50] There three key reasons. The first, so you can do what you do consistently. If you do 
what you do consistently, then you can effectively measure the results of what it is that you do. If 
you're measuring what you do, you can get better and grow. If you're not doing things 
consistently, there is no point in measuring. 

[03:09] The second, so you can effectively delegate what it is that you do so you can create a 
replicatable result through others. 

[03:18] The third, compliance. If your firm that needs to be ISO compliant, you need your 
processes documented to maintain your accreditation. You don't just need your systems 
documented. You need a way to find them easily so they can be implemented and innovated. 

[03:36] Why then does a business need a tool like the TouchStone Business System? Why can't 
they just use Three Ring Binders or store all of their processes on a local area network, or in 
Dropbox, or in Google Docs, or in Microsoft SharePoint? What's the value of TouchStone? 

[03:52] What you'll find, and we had 17 years of experience to understand this is true, is that 
Three Ring Binders, or saving them on your computer, or in a document-sharing application just 
doesn't work. 

[04:04] Why? Processes are always more complex than what you initially believe. For example, 
let's say you're writing a sales process. You begin by writing down the detailed and sequential 
work flow. Do this, then do that, then do this, etc. That's what we call a work plan. 
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[04:22] That's all there is. A clearly-written document outlining all of the steps to take. You 
share it with your sales team. While you're training them in the new documented procedures, you 
think, "It would be great if I had a checklist to track each step of the sales process so I could see 
where my sales team is on each of their projects." 

[04:41] You created a checklist. Now, your sales process has a work plan and a checklist. As you 
are listening to your sales team deliver the new sales process to their prospects, you realize that 
they're all saying different things. Some of them are saying great things and others are saying 
things that are not so great. 

[05:00] You think, "I should create a script of the best things to say and then workshop it with all 
of my sales staff. In that way, everyone would be performing well." You write a script, you 
workshop it with your team, and now your sales process has a work plan, a checklist, and a 
script. 

[05:17] You realize your sales staff really needs a proposal document, an easy and consistent 
way to generate proposals for the prospects quickly and efficiently. You create a proposal 
template in Microsoft Word, and an Excel spreadsheet for calculating a consistent and accurate 
estimate. 

[05:34] Now, your sales process has a work plan, a checklist, a script, a word document, and the 
spreadsheet. You think it would be very helpful to create a training video, a screen recording of 
the process of creating the proposal, and a sample audio, so they can hear what a great 
presentation sounds like. 

[05:52] You see, a process is rarely as simple as just a clearly written document outlining the 
steps that need to be taken. That's not all there is. There is always so much more. Given there's so 
much more to it than just a document, how do you organize these seven different elements for 
the same process? How does you sales stuffs find them, when they need to use them? 

[06:14] How do you find them, when you need to edit them? How do you keep them current, to 
be sure, that everyone is always using the most current version? if you want to systemize the 
business, you need a way to organize all of the elements of the documented processes. You need 
a way to make them easily accessible, so everyone can find them when they need them. 

[06:37] The Touchdown Business System is the tool that makes this easy. Touchdown gives you 
a method for writing your processes consistently throughout your company. A way to store and 
organize the processes that are written, a way to track that each employee has been trained in 
each process, a way to manage the implementation of each process, as well as the employee's job 
description and a way to track and monitor the results of the processes that are being followed. 

[07:04] We've solved the puzzle with the Touchdown Business System. A web-based tool used 
to consistently create and easily implement all of the operating procedures, and job descriptions 
in a business. Click here to schedule a demo. 

Man:  [07:22] One of the things I used to put to my clients, when I was talking about the critical 
importance of systemization, is for them to form their own view about, whether or not they 
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would pay more for a business that consist of just a broadcast report, or they were able to site a 
fully documented standard operating procedure or business systemization tool. 

[07:50] Every single time, people would say that the businesses that were supported by 
systemization documentation of their operating procedures will always be worth more and will 
be easy to sell than one that simply consist of a bunch of past profit and loss statement income, 
statement's balance sheet, perhaps tax returns, and covered with a simple broadcast report. 

[08:23] That's something to bear in mind. Once again, I want to highlight the fact that, the more 
you can reduce the unpredictability of business outcomes, the more valuable the business is 
going to be. That then brings me to your operational business plan, or what I like to call, your 
"Management Control Plan." Again, this is to do with the way in which your business is 
managed. 

[08:51] It's a governance process. It arises because of this question of accountability. Let me just 
revisit that results model that I talked about right at the beginning of this presentation, knowingly 
that the result you'll get are going to be a function of the number of things. One of the key pieces 
of it, is this question of accountability. 

[09:14] Most small-business people are their own worst self-disciplinarians. By having a 
management controlled plan in place, and having some external advises, coaches, mentors, 
whatever what you want to record, who are holding you accountable for the results that you're 
getting of the activities that are leading to the results that you're getting, you will dramatically 
improve the performance of your business. 

[09:44] There is absolutely no question in my mind that, that is going to be the logical outcome. 
One way in which you can formalize that process is by mains of this thing we call a management 
control plan, which in its simplest term, it's a two or a three ring binder, that consist of five 
essential components. 

 

[10:09] The first component consists of a meeting agenda, and the minutes of the meeting. In 
other words, one way to define a large business is that it was a small business that got everything 
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right. Large businesses minute their meetings. They have agendas and these are exactly the 
processes that you need to put in place when you've got a small business. 

[10:34] The next tab is going to be your financial report, your profit and loss statement or income 
statement, your balance sheet, and your cash flow statement. That will be followed by key 
performance indicator report or business score card. That in turn will be followed by your 
activity plan, that is effectively, the activities that you agreed to put in place at the previous 
meetings. It will give you an update of the status of those activities. 

[11:05] Finally, you may have a section that has your vision and core values, so that you can 
make sure that the way in which you're running the business is consistent with your mission 
statement, the values that you put in place when you started the business, and what you want the 
business to look like when it's finally done, namely the vision. 

[11:28] Now, one of the things I did want to leave you with was this idea that...I like to call it 
"Moving the Metric." One of the challenges all businesses have is there was a lag between an 
event and the metrics that were associated with measuring that event. Technology is now making 
it much easier for an outcome metric to be moved closer and closer to the event. The closer it 
gets to the event, the lower would be the cost of feedback delay, because the quicker you will be 
able to respond to it. 

[12:07] That is why I passionately believe that every business should be developing a robust 
sweep of metrics on a regular basis, certainly monthly, if not weekly, and in some cases even 
daily, but most certainly not just one a year, which sadly is the way most businesses are run. 
They're literally run by the seat of their pants. 

[12:34] The way in which technology is working at the moment is we're going to see this 
movement towards what is now referred to as the cognitive computing domain. Based on 
transactions, based on activities that are taking place in the marketplace, in the analysis of big 
data sets that businesses...Obviously very large businesses, that will be able to predict events 
before they even happen. 

[13:04] I think what we are going to see in the future, and this will trickle down to impact small 
businesses as well, that those businesses that don't have a robust key performance indicator 
monitoring system in place are going to be marginalized in their industry. 

[13:24] Some of the key performance metrics that you need to be thinking about at the very basic 
level. Firstly, in relation to your financials, you need to know what your revenue growth looks 
like...Concepts such as same-store year-on-year growth. 

[13:42] You certainly need to know what your gross margin percentage and the value of your 
gross margin is on a regular basis. You need to understand what the average transaction value is, 
so that you can see whether that is trending up or down. I would also suggest that you might 
want to be looking at gross profit per transaction as well as revenue per transaction. 

[14:07] You need to be looking at and monitoring your expense ratio, particularly those expenses 
that you might expect to vary in direct proportion to your revenue or to the level of activity. You 
need also to understand what your working capital management situation looks like. In other 
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words, your accounts receivable turnover, your inventory turnover, your accounts payable turn 
rates. All of these things should be monitored on a regular basis because they are going to play a 
major role in impacting not just your cash flow, but also your return on invested assets. 

 

[14:50] You then need to be watching and monitoring your operating cash flow which, for all 
intents and purposes, is earnings before interest, tax, depreciation and amortization charges after 
adjusting for the change in working capital. In addition, we need to be addressing the people 
question. 

[15:13] The profitability and the value of all businesses are going to be in part a function of the 
level of engagement of your team members. Two metrics that I would strongly recommend that 
you give consideration to are a thing called an engagement index, which is based on the Gallup 
Organization's 12 questions, which I will provide you a copy of in the show notes or in the note 
accompanying this presentation. 

[15:46] You might also be interested in a monthly team member report template that will give 
you some idea of how your team members are feeling about the work that they are doing, about 
where the business is heading, on a regular basis. When I was consulting with business people in 
the past, this is one of the things that I implemented very early on. It's amazing the impact that it 
can have when you give your team members an opportunity to get back to you on this question 
of how they feel about what they're doing in the business. It gives them the sense of engagement. 

[16:33] The two metrics that I think are relevant to the customers are the Net Promoter Score and 
Lifetime Value. I discussed the question of Lifetime Value earlier in the presentation, so I won't 
revisit it now. The Net Promoter Score, I think, is a very useful indicator of the quality of your 
profits, the quality of your business' earnings. Let's talk a closer look at that. I'm sure you will 
have seen it by many businesses in your own experiences. 

[17:08] The Net Promoter Score is simply the responses that you get from your customers when 
you ask them the following question. "Based on your most recent service experience, on a scale 
of 0to 10, how likely would you be to refer our business to a friend or colleague?" Or, some 
variation on that theme. 
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[17:34] Dozens and dozens of businesses particularly, and I'm referring to large businesses, use 
that question or some variation of it, as a basis for gauging what their customers are thinking of 
them and to use it as a predictive tool for identifying profit growth, but also to identify trends, 
negative trends in particular, that might call for improvement in their level of customer service. 

[18:08] The way in which it is is calculated is you will look at the cumulative number of 
responses that fall into the three categories. Zero to six are described as detractors, people who 
score seven or eight are described as passive and people who scored nine or ten are described as 
promoters. 

[18:34] The net promoter score is then, the percentage of promoters minus the percentage of 
detractors and it is something that you could calculate on the run. As part of the resources we 
will provide you for this seminar, we will give you a spreadsheet that you can use to calculate 
this for your own business. 

[18:58] There's a book that was written by Fred Reichheld and others called "The ultimate 
question." It details extensively the evolution of this question and the implications it has for 
growing a robust business. 

[19:17] I thought I might just mention a couple of things. What Reichheld and his colleagues 
found is, that when they use this particular scale, they found that the promoters or people who 
behave like the promoters of their business had the highest repurchase rate and are accounted for 
more than 80 percent of all their referrals. 

[19:43] They also found that those who were classified as passage, in other words they scored 7 
or 8 on that 0to 10 scale, they were the people who had repurchased a referral rates that are a lot 
lower than the promoters. Sometimes 50 percent or less, but they were motivated by criteria 
other than loyalty and enthusiasm. 

[20:10] In other words they were probably just convenient shoppers if you will think about it in 
those terms. Finally, the most important one with these questions of detractors and they where 
people who scored in the zero to six range. 

[20:28] What Reichheld found there, was that group accounted for 80 percent of all negative 
word of mouth comments. Some of those customers may have been profitable to work with. 
However, they diminish the company's reputation through the negative comments about it. 

[20:50] They discourage new customers from coming on board an they demotivated employees. 
By monitoring your net promoter score, you're able to see whether or not it's trending up or 
down. If it's trending down, then that suggests that the percentage of the practice is growing at a 
faster rate than the percentage of promoters. 

[21:16] Therefore you need to do something about it and it and it just gives you a metric that will 
tell you that you need to dig a little deeper. Now turning to some financial reports, I mentioned in 
the overview of this presentation that there were three fundamental reports that you really need 
to be familiar with and to understand. 
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[21:41] They are your balance sheet, your income statement and you cash flow statement. I like 
to call it the three bottom lines. You'll see from the way in which this report is constructed, 
which incidentally comes out of the game plan application that [inaudible] and Kelly have and 
can be good use to you. 

[22:04] Things you need to be monitoring are things like the number of transactions, what your 
total sales revenue is from one year to the next, one period to the next, revenue per transaction, 
other operating operating expenses and so on. 

[22:21] The change in net profit...Those boxes on that table that I headed with a shaded area. 
They had a consequences of of various activities that have taken place. The three bottom lines 
that you need to be thinking about are your net profit after tax and you may want to look at that 
as earnings before interest tax depreciation and amortization as well. 

[22:54] In addition to that you need to be thinking about your return on your assets and your 
operating cash flow. Your operating cash flow is a critically important metric because some 
people refer to it as "I never lie" major business success. 

[23:11] All other things being equal a business that is in good shape and it's kind of mature. You 
would want to say that you're operating cash flow is higher than your net operating profit. 
Meaning that the business is spinning off significant positive cash which enables you to pay 
dividends and to finance further growth. 

[23:39] Just returning to that, the three fundamental bottom lines or financial bottom lines, net 
profit after tax or if you wish net profit before tax interest depreciation and amortization charges, 
return on assets and your operating cash flow. 

[23:58] Let's pool all of this presentation together. Firstly business valued drive and profit drive 
are inexplicably related. If you reduce risk by means of a sensible strategy that's well-executed, 
you will be able to leverage the value of your business. 

[24:20] Most businesses do tend to under-perform because they don't have a strategy and they 
don't challenge themselves with the five quick...Five key questions that are raised in the 
presentation. Happy customers of the source of profit and value growth. 

[24:38] Most businesses create more value than they capture. The closer you could move the 
performance metric to the activity behind it, the better will be the decision making process. Good 
governance is a major contributor to profit advantage growth. Accountability makes a difference 
between good and great performance. 
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