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CHAPTER 1

More Than a Fortune Cookie

The quest for greatness leads naturally to the study of great companies. Unfortunately, the study of great companies does not lead naturally to great insight. Inquiries into the ebb and flow of top performers yield, as often as not, explanations built on the concatenation of unlikely and impossible-to-repeat events.1 These often amount to little more than entertaining corporate biography, falling far short of the powerful generalizations we seek.2

Getting beyond mere storytelling demands that we isolate the effects of a company’s behaviors on its performance from many other significant influences, such as industry structure, the pace and nature of technological change, unpredictable regulatory regimes, globalization, and so on—even dumb luck. These factors constitute the noise of the system in which all companies operate; we must find a way to filter it out if we want to hear the (sometimes faint) signal generated by the actions companies take that affect the outcomes of interest.

With this in mind, our search for the drivers of superior, long-term performance began with a radically different premise: that what constitutes stand-out performance is not obvious. It is not enough simply to set up a performance benchmark, no matter how demanding it might seem, and see who clears it. Neither is it enough to put a sample or even a population of companies in rank order and focus on those at the top of the list. Either approach leaves you highly susceptible to focusing on lucky random walkers. We wanted only those companies that were good enough for long enough that we could be confident something special was going on. We wanted companies that were truly exceptional.

To that end, we analyzed forty-five years of Compustat data on more than 25,000 unique companies—nearly 300,000 company-year observations from 1966 to 2010. From that universe we identified a population of 344 exceptional companies in two categories: 174 Miracle Workers, or the best of the best, and 170 Long Runners—still exceptional, but at a lower level and for a longer period of time. (The meaning of these labels will be explained in chapter 2.3 For now, think of it as the difference between gold and silver medal winners.)
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Every company’s financial performance arises from a combination of skill and luck. We used leading-edge statistical techniques to identify companies that had been good enough for long enough to all but rule out luck as the primary source of their performance. These are the “exceptional” companies.



From this population of exceptional companies we selected a representative sample of trios, three companies from each of nine industries. Each trio consists of a Miracle Worker, a Long Runner, and a third company of average performance that we call an Average Joe. By comparing the very best with the very good, and both with the merely average, we hoped to shed light on two different types of exceptionalism. First, what does it take to pull away from the pack, that is, how do Miracle Workers and Long Runners separate themselves from Average Joes? Second, how do Miracle Workers—the very best—pull away from Long Runners—the very good?

With high hopes born of what we felt was a soundly chosen sample, we began to look for behavioral differences among our case-study companies. We started our investigation with a competitive setting that was as close to a pure footrace as we could find: trucking, a sector that, like air, is essential and invisible. America’s trucking companies literally keep the economy moving yet collectively make up what might just be the world’s least glamorous industry. There has never been a trucking stock-market bubble, never a global economic crisis precipitated by trucking companies’ risk management practices, barely a whiff of glitz or glamour, not a single save-the-world invention, and no Nobel Prize winners.

Better still, the trucking industry’s modern era began in 1980 with a dramatic overhaul of the Motor Carrier Act. The previous act, passed in 1935, regulated prices, routes, what could be carried, equipment to be used, employee qualifications—in short, just about every material aspect of supply. In addition, existing or new carriers could not provide services (routes, freight, negotiable terms) to existing or new customers without filing for permission from the regulator.

With deregulation, trucking companies were able to set their own prices, pick their own routes, establish their own labor practices, and so on. This was the equivalent of a starter’s pistol firing: new entrants swarmed into the industry and demand exploded.4 Facing both heightened competition and opportunities to grow, every trucking company, new or old, faced difficult choices with no clear answers. Yet the elemental and uncomplicated structure of the industry would, we hoped, make it relatively easier for us to see more clearly how management, rather than external factors, affected company performance than if we started with a more complex industry.

Our trio of trucking companies consisted of Heartland Express (Heartland), the Miracle Worker; Werner Enterprises (Werner), the Long Runner; and P.A.M. Transportation Services (PAM), the Average Joe. These three were reasonably similar with respect to their size and services offered when the gun went off in 1980, and all three went public in 1986. By 2010, however, their paths had diverged significantly. All we needed to do was sort out what caused what and why.

The effort just about broke us.

Any single pair-wise comparison suggested compelling, or at least reasonable, explanations. For instance, PAM acquired five relatively small trucking companies between 1995 and 2003 as part of its growth strategy, increasing its revenues by about 15 percent as a direct consequence. In contrast, Werner did not do a single noteworthy deal over the entire 1986 to 2010 period, yet was able to grow much faster than PAM, and off a larger revenue base. Finding that our Average Joe was more acquisitive than our Long Runner seemed consistent with the oft-repeated conventional wisdom that mergers and acquisitions (M&A) can often destroy value for the acquiring company.5 Perhaps “organic growth” was a behavior that would prove to be a driver of exceptional performance in other industries as well.
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Unfortunately for that idea, Heartland (Miracle Worker) acquired five trucking companies between 1987 and 2002, increasing its revenue by more than 50 percent. This meant that the best-performing company, Heartland, was the most active acquirer while the second-best performer (Werner) did no deals at all, and our Average Joe (PAM) pursued what you might have thought was the most reasonable path, a series of small acquisitions.

The only principle that seemed to emerge on the M&A front was “do the right deals the right way,” which is, of course, utterly useless.

What about customer focus? Surely the more customer-focused the better, and when we compared Heartland and Werner, this idea seemed to help. Heartland concentrated on routes in the central Midwest of the United States—the country’s “heartland”—and its top five customers routinely accounted for 40 to 60 percent of its total revenue. In contrast, Werner competed across a much larger area—effectively the continental United States. Werner also operated a larger variety of trailer types (e.g., van, flatbed, temperature-controlled) over regional, medium, and long-haul distances. The top 5 percent of its customers (which would have been considerably more than five accounts) rarely generated more than 10 percent of its total revenue.

Since Heartland outperformed Werner, and Werner outperformed PAM, we expected PAM to have a still more diffuse customer base. Instead, PAM concentrated its services in the NAFTA corridor and generated 70 percent or more of its revenue from dedicated fleet services, which entailed taking on the assets and responsibilities of its customers’ formerly in-house trucking operations. This was not quite as focused as Heartland, but it was more focused than Werner. Once again, we were left with a meaningless truism: focus on the right customers in the right way.

We then shifted our hypotheses to more conceptual attributes. For example, Heartland was never particularly innovative or a first mover. It typically expanded its routes and customer base via a series of toe-in-the-water moves prior to making a significant commitment. In contrast, Werner was often the first—not only of the three, but also of the entire industry—to adopt in force new technologies such as geographic positioning systems (GPS) in its trucks or paperless logs for its drivers.

PAM was perhaps the biggest risk taker of the three. The company went public in 1986 with an eye to creating a large-scale, national-footprint trucking company and made the investments required to deliver on that vision.6 PAM’s fleet expanded from 172 rigs in 1985 to 724 by 1987, and its capital intensity, at 45 percent of sales, exceeded both the industry average and our two exceptional companies by a significant margin.

Performance fell far short of expectations, however, as through 1991 the company spent more years in the red than in the black. Ironically, it was not a sluggish trucking industry that undermined its plans but a rapidly growing one. A shortage of drivers drove up average wage rates significantly, and as a relatively new player, PAM had to pay a wage premium to draw new drivers into the industry or poach drivers from other companies. Paying higher wages while still turning a profit required raising prices, which required a level of service that PAM was unable to provide. Consequently, much of PAM’s new fleet remained idle. The resulting cash crunch meant that the company clamped down on capital expenditures, which aged the company’s fleet. This increased maintenance costs and downtime for each truck, which affected service levels, putting further pressure on prices.

The best sense we could make of all this was that if you are going to bet big, be sure to bet right, which is about as useful as suggesting that you pick only winning lottery numbers.

We wandered down any number of other dead ends, blind alleys, and box canyons as we looked at (just about) everything. Nothing seemed to stick. We could easily enough make sense of why Heartland had done better than Werner, or why Werner had bested PAM, but even when dealing with just these three companies we could not find a satisfactory set of objectively measurable behaviors that accounted for both sets of differences. Worse, very little seemed to line up with what the conventional wisdom on many of these issues would have prescribed. All we had to show for our efforts was a two-word sentence of surrender: it depends.

In an attempt to find our way out of this muddle, we began looking at the other trios in our sample. If the muddle we found in trucking repeated itself in dramatically different contexts, perhaps we would be on to something after all.

No such luck. Not only were the other trios equally muddled, it was a different muddle each time. In confectionary it was Wm. Wrigley Jr. Company (Wrigley), the Miracle Worker, and the Average Joe, Rocky Mountain Chocolate Factory (RMCF), that grew organically while Tootsie Roll Industries (Tootsie Roll), the Long Runner, was buying its growth—the opposite of what we had seen in trucking.

When we looked at customer focus, the Miracle Worker in semiconductors (Linear Technology) came into its own by branching out into a wide range of industries while the Long Runner (Micropac Industries) saw its performance limited precisely because it remained focused on fewer customers in fewer industries. The Average Joe for that sector (International Rectifier) diversified in precisely the way the Miracle Worker had.

What about innovation and risk taking? In pharmaceuticals, it was the Miracle Worker, Merck & Co. (Merck) that bet billions, shifting its primary research paradigm from chemistry-based to biology-based in the mid-1970s, which was perhaps as much as a decade before the Long Runner, Eli Lilly & Co. (Eli Lilly), and the rest of the industry made a similar shift. This transformation depressed Merck’s performance for the better part of ten years, signaling a willingness to invest for the long term. This early and steadfast commitment to its own reinvention set the stage for nearly two decades of renewed exceptional performance. Merck was also a leader in this trio in adopting aggressively other paradigm shifts such as collaborative and partnership-based R&D models.

In other words, every behavior we looked at was associated with every type of performance. There simply were no meaningful similarities within our performance categories that contrasted in important ways with differences among them. All we could say with any confidence was that exceptional companies did whatever they did “right” while Average Joes did the same things “wrong.” This is a prescription for action with the level of insight one might expect from a fortune cookie.

A useful explanatory framework began to emerge only after we shifted our emphasis away from what these companies did to a series of hypotheses about how they thought. This slowly began to bear fruit. By seeking the decision-making criteria implicit in the many and varied choices our exceptional companies made, we were able to reduce an overwhelming complexity to a much more manageable set of rules that applied regardless of the circumstances. Do a deal or build from within; diversify or stick to the knitting; take a risk or play it safe; and many more besides—the alternatives chosen showed no patterns at all. But we came to see that Miracle Workers made choices that were consistent with three specific rules while the choices of Long Runners and Average Joes systematically violated those rules.


Attempts to explain differences in performance in terms of patterns in behavioral differences proved fruitless, so we shifted from a search for differences in behavior to differences in how companies appeared to think. We identified a small set of decision rules implicit in the choices exceptional companies made that lower-performing companies did not seem to use.



In the chapters that follow we will present our evidence in full. In particular, we will apply statistical tests to show that the association between the use of these rules and exceptional performance is more than coincidental and adduce evidence that this relationship goes beyond mere correlation. Better still, we will show that these rules are at work in a statistically significant way in our full population of exceptional companies. In other words, we believe that we have gone beyond anecdotal sense making to something approaching empirical proof. Finally, through an examination of differences in how our exceptional and average companies applied the rules, we hope to provide examples you can draw on when using the rules to guide your own decision making.

So here they are: the three rules.

Better Before Cheaper

At the most generic level, whenever we buy anything there are two dimensions to the value we get from our purchase: price and non-price.7 Price value is a function of how much we pay for something, and the less we pay, the more price value we get. Non-price value is a function of all the other dimensions of value that are not price: durability, functionality, quality, convenience, ease of use, style, brand, etc. How much of each of price and non-price value a company provides relative to its competitors defines its position in competitive space; that is, how a company creates value for its customers.

In the case of trucking, deregulation in 1980 dramatically increased customer choice, which forced trucking companies to define their positions—that combination of price and non-price value that would differentiate them from their competitors in ways that customers would be willing to pay for. Unfortunately, there was no easy way to know which position would be the most profitable. In a newly deregulated industry, there was opportunity to reduce cost and compete on price value, and opportunity to increase service levels and compete on non-price value. The data were sufficiently ambiguous that both alternatives made good sense.

The companies in our trio made systematically different choices across a wide range of issues that collectively served to give each of them a different relative competitive position. Take Heartland’s geographic and customer focus. Some customers have complex and unpredictable shipping requirements. This creates opportunities to provide superior non-price value through an on-demand ability to get this shipped there by then. It turned out that an especially effective way to do that was to serve a limited number of customers within a limited geographic area. Heartland’s focus was therefore in the service of a distinctive non-price competitive position, which in turn allowed it to maintain a consistent price premium in excess of 10 percent over much of the industry, including Werner and PAM.8

In contrast, Werner competed across a much larger area—effectively the continental United States—and provided a much wider range of services. The higher-volume, longer-term, less operationally complex contracts that Werner coveted were also in the sights of many other companies. Consequently, the key to Werner’s success seems to have been its ability to claim credibly that it could meet its customers’ performance requirements at a competitive price, which it was able to do in a way that earned it Long Runner status. At the same time, a large and diverse customer base is a reasonable hedge against the vagaries of a hotly contested market. Werner’s relative lack of focus was not a mistake, but a necessary implication of its price-based competitive position.

For its part, PAM was tightly focused on specific industries (automotive) and customers (General Motors was among its largest accounts). Dedicated fleet services did not entail the kind of complexity Heartland took on for its customers, and when the carmakers’ volumes declined, PAM could neither carve out a niche nor cut cost enough to stay profitable. So although PAM was more focused than Werner, it was not focused in ways that created superior price or non-price value.

The relevant difference, then, was not the degree of focus across our three companies, since focus was associated with both exceptional performance and average performance. What mattered was if and how that focus defined a company’s position. Heartland had a non-price position while Werner and PAM both had price-based positions—except Werner’s proved profitable thanks to superior execution.

This perspective generalized across our trios: Miracle Workers overwhelmingly had non-price positions; Long Runners showed no tendency one way or the other; and Average Joes typically competed on price (see chapter 3).

More compelling still—and a big part of why we feel a non-price position is a material cause of exceptional performance—we found that when exceptional companies abandoned a non-price position, their performance subsequently suffered. For example, in the appliance industry, Maytag (see chapter 5) delivered a two-decade run of superior profitability that ended in 1986. Its non-price position was defined and defended by a painstakingly constructed combination of product excellence, effective advertising, and high-touch distribution. Its products consistently won superior ratings from Consumer Reports; the Maytag Repairman, who spent his days idled by the legendary quality of Maytag’s clothes washers, became an icon of American advertising; and a distinctive network of more than ten thousand independent retailers proved a highly effective sales channel. In contrast, Whirlpool, the trio’s Average Joe, spent that same twenty-year period manufacturing appliances for Sears, whose Kenmore brand competed with Maytag largely on price.

Thanks to its non-price position, Maytag enjoyed twenty consecutive years of Miracle Worker performance. Then, beginning in the mid-1980s, consolidation in the retail channel led to the rise of the so-called big box stores. These retailers tended to carry fewer appliance brands and so preferred those manufacturers with a full range of products, ideally across multiple price points. Maytag had only a relatively high-end line of washers and dryers. Fearful of being dropped by the newly powerful channel, it diversified its product line, largely through acquisitions, such as the 1986 purchase of Magic Chef. The gambit failed, however. The company’s performance declined steadily and substantially, to the point that Maytag was acquired by Whirlpool in 2004.

So diversification is bad, right? Not at all. When the trucking business consolidated in the mid-1990s, Heartland was similarly under pressure to grow and to offer services over a wider geographic area. It had a choice: do so in ways that compromised its non-price value, or make whatever investments were needed to preserve its competitive position as it coped with industry-level transformation. Heartland chose the latter, expanding its geographic coverage, but investing in distribution centers (DCs) and coping with driver shortages by changing to an employee-driver model.

When Maytag diversified it took on mid- and lower-tier brands. This gave the company heft on a distribution landscape that had shifted from a scattered network of independent businesses to a small number of much larger retailers. However, it cost the company something much more valuable: its non-price position relative to Whirlpool and eventually non-U.S. competitors such as LG from South Korea and Haier from China. What matters, then, is not diversification per se, but whether diversification serves to protect or extend a successful non-price position.


There are two dimensions of value along which any company can differentiate itself: price value and non-price value. Our research reveals that exceptional companies typically focus on non-price value, even if that means they have to charge higher prices. It did not have to turn out this way: price-based competition is a legitimate strategy. We have found, however, that competing with better rather than cheaper is systematically associated with superior, long-term performance.



Better before cheaper is a useful rule because it applies not just to questions of diversification or focus, but to many critical decisions our Miracle Workers faced. The differences in behavior that best explained the differences in performance were consistent with a bias for increasing non-price value, even if it was sometimes at the expense of being price competitive.

Equally important, better before cheaper is a rule with some substance because the alternative is entirely reasonable. Advice such as “give customers what they want” is meaningless because “give customers what they don’t want” is necessarily a bad idea.9 In contrast, it could have turned out that price-based competition was systematically more successful than non-price-based competition. Better before cheaper is not an aphorism, it is a fact-based description of how the world works.

Of course, no company can afford to ignore its relative price position. That is why the rule is “better before cheaper”: being price competitive is far from irrelevant, but when it comes to position in a market, exceptional performance is caused most often by greater non-price value rather than by lower price.

Revenue Before Cost

A company’s position defines how it creates value for customers relative to other companies. A company’s profitability formula describes how it captures value for itself compared with others. It turns out that just as there is a pattern in how exceptional companies create value (better before cheaper), there is a pattern in how they capture value.

We measure profitability using return on assets (ROA), which is defined as income divided by the book value of assets. (For an exploration of why this is a good measure to use, see chapter 2.) Return on assets is the product of return on sales (ROS), or income divided by sales, and total asset turnover (TAT), or sales divided by assets. Consequently, there are only three ways, either individually or in combination, that a company can improve its ROA: increase revenue, decrease cost, or decrease assets.

Our research reveals that exceptional companies are systematically more likely to drive their ROA advantage through higher relative revenue than by lower relative cost or lower relative assets. Going down one more level, a revenue advantage can be driven by higher unit price or higher unit volume, and exceptional companies tend to rely more on price (see chapter 4). And so rule number two is revenue before cost.

Heartland enjoyed both an ROS and a TAT advantage over Werner and PAM, thanks to a series of interdependent choices. Its non-price-value position allowed it to charge more than Werner and PAM per ton-mile, creating a relative revenue advantage through higher prices.

Keeping assets relatively lower was accomplished largely in two ways. First, Heartland’s point-to-point route structure obviated expensive DCs, whereas Werner needed DCs in order to keep its extensive fleet of trucks and trailers more nearly fully utilized.

Second, Werner and PAM both maintained fleets of trucks operated by employee drivers. Owner/operator (O/O) drivers own their own trucks, and so using O/Os reduces a trucking company’s asset burden. Unfortunately, O/Os were typically seen as less reliable. As independent contractors they could turn down last-minute requests or take more lucrative opportunities. In addition, they typically did not maintain their rigs as well as companies maintained corporate assets, which contributed to unexpected delays due to equipment failure. Consistent with industry practice, Werner and PAM used O/Os opportunistically to cope with spikes in demand.

Heartland, however, broke this trade-off by securing the very best O/O drivers, largely through higher wages, by some accounts the highest in the industry. Securing good drivers was only half the battle, however: keeping them mattered, too. Heartland invested in hanging on to its best drivers by, among other initiatives, offering university scholarships to the children of drivers with sufficient service. In addition, Heartland’s geographically concentrated customer base allowed it to schedule its drivers to return home weekly, which compared favorably with industry norms of runs of up to six weeks. By making it so much more attractive to work for Heartland, the company was able to skim the cream of the O/O workforce and deploy successfully an asset-light model against a non-price-value position: where Heartland shipped over 50 percent of its freight using O/O drivers, Werner relied on O/Os for just over 15 percent of its freight.

We see evidence of our profitability formula rule in other industries, even ones in which you might think cost leadership would be indispensable. Take, for example, Family Dollar, a discount retailer. For more than thirty years Family Dollar delivered performance that has been hidden in plain sight, besting the legends of discount retailing since the mid-1970s, and doing it in ways few might have guessed.

Family Dollar has consistently focused on serving the needs of customers from lower economic strata. You might think that if ever there were an industry in which lower prices and lower cost were key to superior profitability, discount retailing would be it. Certainly that was our assumption. It did not turn out that way. Family Dollar’s success has been a function of higher prices, earned through a willingness to incur higher cost and tolerate lower efficiency than many of its larger, lower-performing (but still successful) discount retail competitors.

How is that possible? How does a discount retailer serving the most cash-strapped customer segments turn in superior profitability for more than three decades with higher prices and higher cost than its most ferocious foes?

Start with Family Dollar’s position compared with its competition. To capture the benefits of the low prices of the largest discount retailers, customers must often drive several miles to 100,000-plus-square-foot suburban locations and purchase products in relatively large quantities. In stereotypical, but representative terms, spending $5 on gas to buy a package of 150 diapers at a unit cost of 15 cents adds up to $27.50. That makes more sense than walking three blocks and buying 15 packages of 10 diapers at 20 cents each for a total of $30.

When a customer has $27.50 to spend, the larger discounter wins the business. However, in the days or weeks leading up to the next paycheck when money is especially tight, a customer’s calculus is much different. In these circumstances, poorer people can afford only smaller quantities, and typically are shopping only for a smaller range of items that vary on a week-to-week basis. This week one has run out of diapers, last week it was laundry detergent, next week it might be toothpaste. In these circumstances, walking to a 20,000-square-foot Family Dollar located in an urban center for a package of 10 diapers at 20 cents each makes a lot more sense.

Serving customers coping with these constraints has led Family Dollar to build a position defined by convenience, selection, and lower basket size—all non-price dimensions of value. An analysis of the company’s financial statements reveals the economic implications of these choices. Family Dollar enjoys a gross margin advantage over its most significant competitors, but suffers a sales, general, and administrative (SG&A) cost disadvantage and inferior asset turns. Of course, a gross margin lead could well be driven by lower cost of goods sold (COGS) and not higher prices, but this is not the case: Family Dollar appears to have consistently higher quality-adjusted prices.10

Now, Family Dollar has lower cost, greater growth, lower prices, and better asset turns than high-end retailers such as Bergdorf Goodman. But then, Family Dollar does not compete with Bergdorf Goodman. It is when stacked up against another leading discounter that the nature and significance of Family Dollar’s choices become clear: it has incurred the higher cost required to establish a position based on non-price dimensions of value. This has inflicted an efficiency penalty, but the company has been compensated with relatively higher prices. The net result has been more than thirty years of exceptional profitability.11

Family Dollar and Heartland both enjoy unit price premiums and are quite a bit smaller than the Long Runners in their trios. However, a revenue advantage driven by unit volume can also support exceptional performance. For example, Merck enjoyed a material profitability advantage over Eli Lilly for much of the period 1966 to 2010 (see chapter 5). But unlike Family Dollar, Merck relied on superior asset turns, a measure of volume-driven efficiency, for fully two thirds of its lead. On this basis, it would appear that Merck is driving profits with lower cost, not higher prices—the exact opposite of Family Dollar, and a seeming violation of our revenue before cost rule.

The truth lies deeper. First, note that both Merck and Eli Lilly occupy non-price-value positions in the pharmaceutical industry, competing on the basis of the clinical effectiveness of their patent-protected medications in the therapeutic areas they focus on.

Through the early 1990s, Merck’s superior profitability can be attributed largely to the company’s decision to globalize earlier, more successfully, and more aggressively than did Eli Lilly: Merck was generating 50 percent or more of its $10 billion in pharmaceutical sales from non-U.S. markets while Eli Lilly was generating barely 30 percent of its $6 billion in sales from non-U.S. markets. Because of differences in market structure, especially government’s involvement in paying for prescription drugs, prices in these markets were often lower than in the United States, but Merck never competed on price relative to the alternatives in those markets. In other words, Merck drove revenue through higher volume, but it drove volume through higher non-price value, not lower prices.

Selling into markets with lower price ceilings forced Merck to accept higher relative COGS, which explains why Merck’s gross margins were not the primary driver of advantage. However, these markets also had structurally lower selling costs while Merck’s fixed R&D expenses were spread across a much larger sales base. Economies of scale in drug manufacturing meant that Merck had a lower relative asset base, resulting in higher asset turns than Eli Lilly.

In addition, Merck leveraged its R&D and manufacturing base to diversify its product portfolio more than did Eli Lilly. By some measures, Merck was three times as diversified, but in ways that leveraged a more nearly common asset base, thus increasing volume in a way that created an asset efficiency advantage.

In other words, Merck’s superior profitability was not a function of lower cost at a given volume, but of greater efficiencies thanks to higher volume resulting from customer demand generated by non-price value.12 The result was a decades-long run of revenue growth that made Merck’s core pharmaceutical business more than twice the size of Eli Lilly’s by 2010, up from barely more than 8 percent larger in 1985.

Once again, although the specific choices made by our exceptional performers in trucking, discount retailing, pharmaceuticals, and the rest are very different, the unifying theme is that driving revenue comes first, and exceptional companies are willing to invest and incur the cost required to generate that revenue.13

As with better before cheaper, this rule—revenue before cost—has the merit of providing meaningful guidance because the opposite could have been true: lower cost might systematically have driven superior profitability. Instead, we found that in eight of our nine trios superior profitability is driven by higher revenue, in many cases earned by incurring higher cost. Of the eight Miracle Workers with revenue-driven exceptional performance, six relied primarily on higher prices while two (Merck and Wrigley) relied on volume, either in large part or entirely. Better still, these findings are reflected in our analysis of the full population of exceptional companies (see chapter 4), and so we have grounds for concluding that this pattern is not confined to our sample, but captures a characteristic shared by most exceptional companies.


A company’s competitive position defines how it creates value. A company’s profitability formula defines how it captures value. Profitability increases when revenue increases, cost decreases, or assets go down. We find that exceptional companies achieve superior profitability with revenue increases, even if that means higher cost or a higher asset base.



Knowing this, managers facing tough investment decisions can now play the percentages much more consistently. Exceptional companies realize that non-price value must be earned repeatedly and continuously. Regardless of industry, that translates far more often than not into a significant and ongoing investment in assets or other expenditures. Short-run pressure to improve profitability through cost cutting is very often a double-edged sword, and the wrong edge is sharpest. Achieving exceptional results can demand the courage to incur higher cost, even to the point of a cost disadvantage.

You heard that right: a cost disadvantage. Whether they are driving revenue through price or volume, exceptional companies tend to have higher cost on at least some dimensions—even when, as with Family Dollar, they are competing for seemingly price-sensitive markets. The willingness to incur higher cost allows exceptional performers to create, preserve, and exploit their non-price-value positions by charging higher prices or by generating higher volume.

There Are No Other Rules

The first two rules tell you what you should do: better before cheaper, and revenue before cost. The third rule tells you what you should not do; namely, think that anything else matters in a systematic, specifiable way.

Should you focus on your core or leverage your competencies to enter new markets? We found no evidence of a consistent answer to that question. Sometimes Miracle Workers stuck to their knitting, sometimes they ventured far afield. What mattered was whether they had a non-price position and a revenue-driven profitability formula.

Should you focus on talent and developing the abilities of your people, or building processes to extend the capabilities of your organization? Getting this right seemed to turn on whichever answer contributed best to a non-price position and a revenue-driven profitability formula.

What sort of leadership contributes best to corporate success: charismatic, hard-driving, larger-than-life CEOs who move the company forward seemingly by force of will, or humble, deliberate, share-the-glory servant-leaders? As far as we could tell, all that mattered consistently was whether or not leadership was focused on building a non-price position and a revenue-driven profitability formula.

No matter the topic, no matter the conventional wisdom, we could not find a single would-be rule that remained intact, even broadly speaking, across our sample of exceptional companies. Regardless of circumstances, regardless of the constraints, our top performers were doggedly persistent only in their adherence to the first two rules.

Expansionary markets? Better before cheaper; revenue before cost.

Recessionary economy? Better before cheaper; revenue before cost.

Technological disruption? Better before cheaper; revenue before cost.

Plague of locusts? Zombie apocalypse? Better before cheaper; revenue before cost.

Perhaps surprisingly, the absence of any rules beyond better before cheaper and revenue before cost is not permission to shut down your thinking. Hewing to the two rules means that everything else is on the table, and this imposes a heavy burden of active search to determine how best to adhere to the first two rules in the face of sometimes wrenching competitive and environmental change. It turns out that it takes a great deal of flexibility to be persistent.

To illustrate the extent of the change that can be required to maintain a non-price position and a revenue-driven profitability formula, consider once again Heartland’s experience. There are two distinct eras in Heartland’s performance, which we identified using a statistical method described in chapter 2: 1985 to 1994, and 1995 to 2010. During the first era, Heartland’s ROA averaged almost 18 percent while the industry was making do with an average in the mid–single digits, suggesting that Heartland was certainly capturing a good deal of the value it created. However, its ROA steadily declined during this period, from a high of 26 percent in 1986 to the low teens by the mid-1990s.

Then the decline abruptly ended: from 1995 through 2010 Heartland’s ROA averaged just under 13 percent, but in contrast to the previous era it was preternaturally stable, ranging from just over 10 percent to just under 14 percent. Its lead over Werner also declined, from almost 11 percentage points of ROA each year to just over 6 percentage points. Since these differences in performance are statistically significant and economically meaningful, we can confidently look for meaningful differences in Heartland’s behavior across these eras.

To help guide our efforts, we exploited an important feature of the accounting identities that define ROA. Using the method described in Appendix A (“Calculating the Elements of Advantage”), we decomposed Heartland’s performance advantage into its constituent elements. Table 3 breaks down the Elements of Advantage for Heartland versus Werner. This approach was to become a central analytical tool for our work.

Start at the bottom of table 3: the average ROA difference between Heartland and Werner was 9.6 percentage points (pp)/year for Era 1 (1985–1994) and 6.2 pp for Era 2 (1995–2010). During Era 1, 2.3 pp of the 9.6 pp difference in ROA were accounted for by Heartland’s higher gross margin, and 4.1 pp were due to higher fixed asset turnover (FAT), and so on.

Differences in the Elements of Advantage across eras provide additional clues that something has changed; better still, these differences provide some bread crumbs to follow when identifying the behavioral changes that caused these differences. Note that Heartland’s TAT advantage in Era 1 has turned into a disadvantage in Era 2 while its absolute and relative reliance on gross margin has increased dramatically. That is strong evidence that Heartland preserved its price premium but had to shift to a much more relatively asset-intense model.

There is strong behavioral evidence that this is precisely what happened. Beginning with its first distribution center in 1993, Heartland had a complement of a dozen by 2004. In order to cope with the demands of customers for more nearly end-to-end solutions, Heartland expanded dramatically, largely via three acquisitions that almost tripled the company’s size and expanded its geographic footprint beyond the heartland and into the Northeast and West Coast markets. Its customer focus was diluted as a result: the relative importance of Heartland’s top five customers dropped steadily, from around 60 percent of total revenue to just over 30 percent.
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Using ROA decomposition to guide our search for relevant company behaviors forces us to connect our explanation of performance differences to the underlying financial structure of those differences.



Perhaps most significant, Heartland was no longer able to break the trade-off between the use of O/Os and service levels. Operating margins on O/O freight, which for Heartland had historically run about 10 percentage points higher than for employee drivers, had fallen 15 percentage points to essentially the industry average for O/Os by 2006. Consequently, Heartland’s relative emphasis on O/Os peaked at just over 60 percent of total freight in 1996 and then declined dramatically. By 2004, Heartland and Werner both carried less than 15 percent of their freight with O/Os.

All the major changes in Heartland’s model that we observed seemed intended to maintain differentiated service, and hence higher prices, rather than cutting cost or keeping the asset base down. For example, its acquisitions—motivated by a need to grow in a consolidating industry—were characterized by an almost contradictory relentless pruning of contracts and routes. In the twelve months following the company’s 1994 acquisition of Munson Transportation (Munson), a deal that doubled Heartland’s size, management shed 30 percent of Munson’s business—not because it was unprofitable, but because it was not profitable enough. In addition, now that Heartland was much more heavily invested in a fleet of trucks, it chose to carry a large cash balance so that it could buy new assets opportunistically, thereby reducing the cost of maintaining a young fleet—a critically important element of providing superior service.

These changes are all plausible explanations for Heartland’s continued superior performance. It is because they line up with the observed Elements of Advantage that we can say with yet greater confidence that they are the differences that made the difference.

Heartland’s genius during this transition was realizing that the decline during Era 1 was not a consequence of Heartland’s having done anything wrong; it was simply the natural evolution of the trucking industry and the emergence of a much more competitive status quo. Competitors were approaching Heartland’s service levels at structurally lower cost thanks to advances, pioneered in some cases by Werner, in the use of GPS and other technologies. It might well have ended in disaster if Heartland had attempted to hang on to such outsized returns. Instead, Heartland seems to have realized that the magnitude of its advantage was necessarily eroding, but that it could still be the best in the business.

If all Heartland had done was adopt the same technologies in the same way as its competitors, it could never have maintained the differentiated service required to sustain its pricing premium. Instead, staying on top turned out to require a complete transformation of the asset-lean model that had been such a big part of the company’s advantage for nearly a decade. In other words, the company changed just about everything that had been at the core of its profitability…in order to preserve its profitability.

A willingness to change everything in order to hang on to a non-price position and a revenue-driven profitability formula is on display in other trios as well. Take Abercrombie & Fitch (A&F), the clothing retailer (see chapter 4). After being spun off from The Limited as a public company in 1996, A&F increased its number of stores rapidly for four years and enjoyed industry-leading margins and ROA. Its position was defined by a unique combination of leading-edge style, edgy and highly focused advertising, and a highly differentiated in-store experience that made A&F a leader in teen and young adult casual clothing. This often required A&F to incur higher relative cost than its competitors, spending more on, for example, its store locations, store fixtures, and in-store personnel (who were referred to as models and often hired based on physical attractiveness). It generated higher profitability despite its higher cost, thanks to prices that were consistently and materially higher than its competitors’.

Retail, however, has a stereotypical growth and decline cycle. A concept that proves popular can grow quickly and profitably for as long as it remains popular and there are new shopping malls to colonize. Once customers get bored or the real estate runway has been exhausted, a retailer must focus on same-store sales growth and somehow find ways to stay “trendy” and “relevant” to fashion-conscious shoppers for whom there is nothing less cool than what they used to like.

Abercrombie & Fitch tackled this problem head-on, working hard to keep the core A&F brand on the leading edge while also launching new brands that targeted different segments of the clothing market, often defined primarily by age group. A new line, “abercrombie,” was launched in 1997, targeting grade schoolers (ages seven to fourteen); Hollister Co. came along in 2000, aimed at the fourteen-to-eighteen age group; Ruehl No.925 in 2004, courting the postcollegiate crowd (twenty-two to thirty-four); and Gilly Hicks in 2008, which focuses on women’s lingerie and accessories. They were not all successful—Ruehl was shuttered in 2010—but all shared the same positioning as trendy, “fashion forward” brands with price points that were higher than most of their competitors’. All the while, A&F enjoyed industry-leading ROA results. In short, A&F was willing to create whole new images—perhaps the defining feature of fashion retail—in order to target new segments more effectively. Yet it never wavered in its dedication to a position driven by non-price value and a price-driven profitability formula.

This sort of persistence was not always uncontroversial, even if it has been successful over the years. When the Great Recession hit in 2008 it was not uncommon for many retailers to cut their prices in the interest of preserving volume and market share. Abercrombie & Fitch, by and large, did not follow suit, sometimes provoking outspoken criticism.14 Although still regaining its footing, there are signs of a rebound at A&F, which appears to be a vindication of the merits of sticking to the first two rules. Its revenues are growing again on relatively modest volume increases thanks to consistently higher prices. Those competitors that coped with the recession with price discounts are finding it difficult to increase their prices, having taught their customers that their T-shirts do not have to cost $30 after all.

Adherence to the three rules does not mean becoming a corporate barnacle, gluing oneself to a spot and then eating one’s own brain. As the Heartland case illustrates, in a dynamic economy a company in total stasis is unlikely to even survive, never mind deliver exceptional performance. For exceptional companies, position and profitability formula are the only things that are nonnegotiable. Everything else is up for grabs.

And everything means everything. Human resources model? In trucking we saw a shift from contractors to employees. Research and development? In pharmaceuticals, we will see an evolution from in-house to joint ventures to open innovation. Markets served? In confectionary we will see a shift from domestic to global. Asset intensity? In semiconductors we will see a shift from lower investment to higher. Mergers and acquisitions? In medical devices, deal making goes from irrelevant to a cornerstone of growth and profitability. All more evidence that it takes an awful lot of adaptability to stick with the same position and
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TABLE 3: Heartland’s Elements of Advantage Versus Werner

Contribution to ROA Advantage in

Elements Percentage Points per Year
of ROA
Era 1: 1985-1994 Era 2: 1995-2010

Gross Margin 2.3 74
SG&A 0.0 0.0
R&D 0.0 0.0
Other (incl. taxes) 4.2 0.2
ROS 6.5 76
CAT -1.0 -2.5
FAT 4.1 1.4
Other 0.0 -0.3
TAT 3.1 -1.4
ROA 9.6 6.2

Source: Compustat; Deloitte analysis

Figures may not total due to rounding.
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TABLE 2: Descriptive Statistics for the Trucking Trio

Average Compounded Compounded

Year Observation Revenue Annual Annual Annual Revenue
Company Category Founded Period Growth ROA TSR Growth
Heartland Miracle Worker 1955 1985102010 §19MM o 14.6% 17.3% 14.0%
Express $500MM
Werner long Runner 1056 1985 to 2010 $74MM 1o 7.1% 10.6% 13.7%
Enterprises $1.88N
PAM. Average Joe 1980 1985 to 2010 $20MM to 2.0% -1.2% 12.0%
Transporation $332MM
Services

Source: Compustat: company documents; Deloitte analysis.
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TABLE 1: The Nine Trios

Industry

Miracle Worker

Long Runner

Average Joe

Semiconductors

Medical Devices

Electrical Wiring

Clothing

Confectionary

Groceries

Pharmaceuticals

Trucking

Appliances

linear Technology

Medtronic
Thomas & Betts
Abercrombie & Fitch

Wm. Wrigley Jr.
Company

Weis Markets

Merck & Co.

Heartland Express

Maytag

Micropac
Industries

Stryker
Hubbell
Finish Line

Tootsie Roll
Industries

Publix Super
Markets

Eli Lilly & Co.
Werner

Enterprises

HMI Industries

International Rectifier

Invacare
Emrise
Syms

Rocky Mountain
Chocolate Factory

Whole Foods Market

KV Pharmaceutical

P.A.M. Transportation
Services

Whirlpool

Source: Compustat; authors’ analysis





