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I must create a system or be enslaved
 by another man’s.
 I will not reason and compare;
 my business is to create.

WILLIAM BLAKE


 


One cannot resist the invasion of ideas.

VICTOR HUGO




introduction


La Dolce Vita for You?



In the late 1990s, Andrew Black, known as Bert to his friends, had an idea. As a former professional gambler, he liked nothing more than playing poker through the night, and the thing he liked most about poker, apart from winning, was that the game was free. There were no bookmakers around to slice off their huge margin. Collectively, the friends he played with broke even. If one lost, somebody else won. But, when it came to horseracing and other sports, there was no way that individuals could exchange bets or avoid paying a king’s ransom to third-party bookies.

Unless Bert did something about it. Which he did. Together with the brother of a friend, Bert started a ‘betting exchange’ called Betfair. A betting exchange acts as a broker between individuals, charging a very small commission for doing so, a tiny fraction of what the bookies charge when they set the odds.

Betfair was started in September 2000 with about £1 million dredged up from friends and family - no venture capitalist would invest in it. By the start of 2001, Betfair was a tiny business that was running out of cash fast. Despite its precarious prospects, and its failure to make  much headway in the betting world, I was delighted to invest £1.5 million in Betfair. I didn’t need to think much about it, because Betfair was a particular type of business, one that the Boston Consulting Group terms a ‘star business’.

(I’ll explain in the next two chapters what a star business is. Just trust me for the moment - you can easily recognise a star business when you see one, and starting one is quite possible, too, if you know exactly what you are aiming for.)

Why should you care about this? Because today Bert Black and his co-founder, Ed Wray, have each made several hundred million pounds from Betfair, and it may well eventually make them billionaires; and because I struck gold, too, even though I was not a founder or even a founding investor. My first investment - a few months after the company started - has multiplied 53 times. In total I’ve made more than £100 million from Betfair.

Betfair is not an isolated example. I’ve made four other investments in star businesses, only one of which I co-founded and worked in. I’ve made millions out of each one, in total 10 times what I put in (the simple average was sixteen times). The founders profited more. Even ordinary employees made out like bandits. We all benefited hugely from being involved in the early days with a star business.

Why should you care? Because you too can make a lot of money and have great fun, just by doing the same. Whether you want to start a firm or not, whether or not you have savings to invest, a star business can make your life much sweeter, richer in every way. Let me repeat: this applies even if you are a normal employee, not an entrepreneur or a moneybags.

You could stop reading here. You could pass up the  chance to transform your life. Maybe you don’t need or want a richer life. But I’ll make you two promises, which I’ll keep.1. This book is easy to read and assumes no special knowledge about business.

2. If you act on what I say, your magical mystery tour of the star world will make you more confident, more useful and a lot wealthier.






part one

the idea

[image: 001]
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What will make you successful?

To know much is not to be wise.

Euripides

 



Imagine that there was a business you could work in, where you would be somebody important; where you could have several times the influence and fun that you could expect in a normal firm; where you would be paid more, get great bonuses and perhaps qualify for free shares that could become valuable.

Imagine that there was a foolproof formula for making your money grow, so that, each time you put it to work, it more than doubled! Imagine you’d stand a good chance of multiplying your money ten times, with an outside chance you’d hit the jackpot and reap a reward 100 times your investment.

Wouldn’t you go out of your way to invest or work in a business like that?

Pure fantasy? A fairy story? Life doesn’t give you breaks like that.

Or does it? My contention, preposterous as it sounds, is  that it does. There is a magic formula. There is a way to get  several times more money and fun out of a business.

By finding a star venture.

What is a star venture? It has two qualities. One, it operates in a high-growth market. Two, it is the leader in that market. (In the next chapter I’ll explain much more about star ventures. Very few people understand what star ventures are, which is good, because it makes it easier for people who do understand to find them!)

Look at the evidence. In my five star businesses, my total  return has been ten times the money I put in and the simple average has been 16 times.

None of the star investments has failed. The lowest return was just over double my money. Three gave me back more than 15 times my starting cash. One gave me 24 times. The best gave me 53 times the first part of my investment and an absolute return of £26.4 million for that first part. The total value of the deal (my share was 7.4 per cent) was £1.54  billion, for a company that only ever raised £2.5 million.

OK, I have also made some mistakes - but by investing in businesses that were not stars. Even including my blunders and disappointments, however, my average return has been six times the cash put at risk.

Star ventures have made me rich. But enough about me. Let’s talk about you.




What determines your success? 

Whether you are an entrepreneur, an employee or an investor in a new or young venture, there is one  overwhelming answer that nearly everyone does not know or act on. If you know the answer and act on it, your life is transformed.

Is it yourability?

No, it is not your ability. I have known outstandingly able people who have started a new business and failed. Sometimes two or three new ventures that went bust. I have terrifically talented friends who’ve worked in small firms, and never achieved great results. I’ve known very bright and experienced investors who’ve never made much above the average.

And I have known many people of average ability who have been extraordinarily successful. Most of the people I backed in new ventures were bright, personable and dedicated. But they did not succeed because of these qualities. To be honest, they were no better and no worse than many people who have achieved little.

Is it how hardyouwork?

No, it is not. Most people in a new venture work long hours. They put their heart and soul into the business. As employees, they are often paid less and work harder than in larger firms where they worked before and could work again. And more than 95 per cent of these people are not particularly successful.

When I’ve invested in a venture and see people there working all the hours God sends, I know it’s in trouble. If it needs that much dedication and overwork, it’s because it could not survive without it.

When I’ve put money into a new company and see the boss with his feet up and the employees quietly confident and chatting freely to each other about some trivia, do I  get annoyed? No. It makes me confident. These people are delivering their numbers and yet they are relaxed. There’s some slack in the system. The business is working.

Is it having the right mixofpeople?

There is something to the idea that most new ventures fail because they don’t have the right balance between the optimist and the pessimist, the person who has the vision and puts her foot down on the accelerator, and the person who has her feet on the ground and can stamp on the brake when money is tight or something foolish is being attempted. There is something to the idea that all new businesses need a visionary (the entrepreneur), a technical person who is expert at what the business does (the doer), and someone to organise the people and run the show (the manager). No new venture will succeed without the right mix of people.

Yet this is not the determining factor. Many ventures have a good balance of people and yet don’t grow to any substantial size. And most of those I’ve worked and invested in - the ultra-successful, the successful, the mediocre, and those that went belly up - have struggled to find the right mix of people. But every one has got there eventually, if necessary from my banging heads together, firing the boss or bringing in the missing person.

Conflict between founders and employees, and between employees, is endemic in small business. It’s inevitable. And probably a good thing. Show me a venture team you say has always been 100 per cent happy, harmonious and balanced and there are only two possibilities: one is that you are deluded; the other that the business is going nowhere. If all the team’s energy is going into getting on with each other,  there will be compromise on key decisions and no zest left to deal with difficult customers and competitors.

Is the key to success the peopleyouselectas partners and early employees - the sheer quality of the individuals?

This is a tempting thesis. It’s one that the venture-capital community - who get most things right - agree with unanimously. The common cliché among venture capitalists is that there are three reasons for success: people, people, and people. And, although it’s a cliché, I don’t know any venture capitalist who doesn’t really believe it.

Could all these money makers be wrong? No and yes.

Within the great majority of ventures, the main difference between success and failure is indeed the people. Most ventures start off on the wrong tack and find their niche only because the founders and employees experiment relentlessly until they find a formula that works.They triumph through trial and error, if they don’t run out of cash first. So the venture capitalists are right. In a poorly positioned business - the great majority of ventures - the people make the difference between success and failure.

True, but largely beside the point. There is a better way to succeed than relying on the qualities of the people, which in any case are difficult to know from the outside and without hindsight.

The answer is not to work or invest in the great majority of ventures. The key is to select the ventures that are likely to succeed anyway. Without superhuman people. Without perfect balance between the skills of the people. Without blood, toil, tears and sweat.Without the need to keep chopping and changing before the correct formula emerges.

The useful answer is not ‘people, people, people’. The  really potent, consistently successful answer is ‘positioning,  positioning, positioning’.

Provided the positioning truly is exceptional. Provided the venture is a star business.

When you found a star business, when you are an early employee in a star business, when you invest in a star business, you are setting the odds in your favour. You are very likely to prosper. What is the shortcut to success? It is the star business.

We all like to believe that our triumphs come from our consummate skill, whereas failure, of course, is due to other people or sheer bad luck. Success in a poorly positioned business, against the odds, may indeed be the result of your fantastic abilities. But why make obstacles to overcome? Why not remove the obstacles to success and use the launch pad for success? Why not get involved with a star venture?

Having the idea for a star business takes imagination. Validating the idea of a star business - checking that the business really is a star as properly defined - requires some combination of hard thinking, research and experimentation. Launching a star business requires the same amount of courage and determination as launching any other venture. Finding someone else’s star business takes a reasonable amount of care. Yet none of these actions requires exceptional intelligence or creativity. They require normal levels of skills, plus the knowledge easily gleaned from this book. Naturally, if you are exceptionally smart that is a bonus. But not a necessity.

All together now. What will make you successful?

Positioning will. A star business will. In terms of improving the odds, nothing else comes close.
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So what exactly is a star business?

The star of the portfolio is a rare and wonderful thing; its value is also rarely recognised and, typically, it is strategically mismanaged.

Bruce D. Henderson

 




Since star businesses are so wonderful to work in or invest in, it’s clearly crucial to know what they look like.You don’t need to know anything about business besides what we cover in this chapter. In fact, it is better to know nothing else about business and to understand thoroughly what a star business is, than it is to have the knowledge that most people have about business - from working in it for decades or from doing an MBA - and not to know what a star business is. So, whether you are a total novice or the most experienced director around, once you understand about star businesses, you will know the one thing that is most vital for success.

And it’s easy to understand.

A star business has two attributes:
★ it is the leader in its market niche; and

★ the market niche is growing fast, at least 10 per cent a year.








A star business is the leader in its market niche 

To be the leader simply means that it is bigger intheniche  than any other firm. We measure size by sales value (also known as revenues or turnover). If the venture has sales of $1 million and there is nobody whose sales in the same niche reach $1 million, then it is the leader. Note that ‘leadership’ is objectively defined by sales, and has nothing to do with competing claims about ‘being the best’ or being most highly rated by customers, which are difficult to judge and not as important anyway. The thing that matters most is how customers in the niche vote with their money.

Has a question just popped up in your mind? ‘Ah,’ you may say, ‘but how do you define what the market niche is?’ That is indeed a profound question, and I will answer it with several examples throughout the book. It is possible to get the definition of the niche wrong - as I sometimes have. But the basic idea is very simple. For a niche to be a separate market, it must have different customers, different products or services and a different way of doing business from the main market or other market niches. Finally, the ranking of competitors is different in a valid market niche - the leader in  the niche is different from the leader in the main market. If there is no difference in how competitors fare in the niche versus the main market, the niche is not really different.

For 70 years, until the 1980s, there was no dispute that the leading world car manufacturers were Ford, General Motors and Chrysler (the ‘Big Three’). Yet alongside the main car market there evolved a market in smaller, cheaper cars. The most successful were the Volkswagen and later the Mini. The small-car market was a separate niche. It had different customers (Europeans, and those on a tighter budget), different products and different market leaders.

Sports cars are another separate segment. The customers are different from those in the main market (richer, more interested in performance and image, sometimes younger). The products are markedly different. A host of different competitors sprang up in the market for sports cars, with Porsche and Mazda proving the long-term winners, and the Big Three almost nowhere.

The sports-car market itself evolved, with high-price, super-performance marques becoming clearly distinct from ‘ordinary’ sports cars. Take marques such as Ferrari and Maserati.Their customers are more affluent or fanatical than regular sports-car owners. Their products are hand-crafted, not mass-manufactured. They have their own mystique, great design, super-powerful engines, acceleration and road holding that can (depending on the driver’s skill) be death-defying. The cheapest new Ferrari costs much more than a top-of-the-line Porsche. The super-performance marques  are separate market niches. For a time at least they were all star businesses, each firm having leadership in its niche.

The car market has branched out into a large number  of other separate niches - for example, minivans, where Chrysler leads; the luxury segment, headed by Mercedes-Benz; and the sports-utility (4x4) niche, where there is yet another leader, Jeep.

How far can this ‘separate niche’ game be taken? Could we decide, if we wanted, to become the market leader in making yellow cars and make that a new star business? Well, no.Yellow cars are not a sufficiently different product from cars of other colours, and just painting all our cars yellow is not a sufficiently different way of doing business. Sufficiently different from what? you may ask. Sufficiently different from how all other car manufacturers conduct their business. Sufficiently different to enable us to have lower costs, or higher prices, than competitors. Sufficiently different from what Ford and General Motors do anyway - they are not going to stop making yellow cars just because we proclaim them to be our speciality. Sufficiently different to attract a whole new set of customers, or to make yellow car sales grow faster than white or red ones.

Are diet cola drinks a separate niche market? Imagine that you had the idea of making low-calorie cola long before Coke or Pepsi. Could you have made a separate niche market out of it? Could Koch Lite Kola have been a new star? Just possibly. Diet cola appeals, largely, to different customers. But whether that appeal is sufficiently strong to overcome all the advantages that Coke and Pepsi have - their strong brands, loyal customers, proprietary distribution systems and huge economies of scale in making and marketing soft drinks - is highly dubious. Coke and Pepsi saw the potential before anybody else. Even if Koch Lite Kola had been the first of its kind, it would soon have  been swamped by Diet Coke and Pepsi Lite. Low-calorie cola is just too similar to regular cola, and the world’s top two cola brands are just too strong.

What if we had made a different kind of soft drink, something not a cola, with a unique taste? Could that have been a star? Why, yes. Step forward, Dr Pepper.

Nothing else tastes like it. Neither Coke nor Pepsi has ever been able to construct a viable rival to Dr Pepper, which still has 100 per cent of the Dr Pepper niche market. (Dr Pepper was actually launched in 1885, a year before  Coca-Cola. In 1965, a mere four-score years later, Coke test-marketed ‘Chime’ to take on Dr Pepper. Chime sank without trace.)

The proof of the pudding is the ranking of competitors’ market shares. A firm has a separate market niche if it is number one in the niche market. It has sustainable niche leadership if it can hang on to that number-one position, against actual or possible competition from the leader in the main market.

Dr Pepper is still the leader in the Dr Pepper niche, and nobody else is anywhere.

Red Bull is another case. In America and Europe, Red Bull invented the ‘energy drink’ category. All attempts by the Coca-Cola Corporation and other soft-drink makers to compete with Red Bull have failed. Energy drinks are a separate niche and Red Bull is a valuable star.

There is another clue as to whether or not a niche market is viable, and it is simply this: is the niche highly profitable? Does it generate a lot of cash? Leadership in a niche is not valuable unless, sooner or later, the niche is very profitable and gushes out cash. For sure, if your product is very good  and you give it away, you can attain leadership in a niche. Free newspapers, for example. But unless you have some other way of taking in cash - through advertising in this case - your niche business will be unprofitable and gobble up cash.

It follows that you can tell whether or not niche leadership really exists by seeing whether the niche leader is very profitable and cash-positive. If not, there is a kind of theoretical niche leadership, but the niche has little or no practical value. It will never qualify as a star business. Is Dr Pepper’s niche leadership valuable? Is Red Bull’s? You bet!

If you’re clear about niche leadership, you’re most of the way to understanding how to identify a star business. Remember, there is a second condition that must be satisfied, and it’s quite a tough condition - but simple to understand!




The market niche must be growing fast 

A venture is not a star unless the niche where it operates is growing by at least 10 per cent a year. More precisely, the niche must grow at least 10 per cent a year, on average, over the next five years, and preferably for decades.

Why is growth important? Because the power of compound arithmetic is such that, in a high-growth venture, sales - and profits, when they appear - will multiply quickly. It is quite different from the great majority of firms, which grow only slowly, and where profit growth is difficult and far from automatic.

A business with sales of $10 million that grows at 3 per cent a year - roughly the rate the economy grows - will increase by 34 per cent over a decade, to just over $13 million. What will a business that grows at 30 per cent a year - ten times 3 per cent - grow by in the same time? You might assume is it ten times 34 per cent, which is 340 per cent, and add a bit for the effect of compounding, to take the growth to perhaps 500 per cent. If this were true the sales after ten years would have grown to $50 million. But the correct answer is nearly $138 million. Such is the magic of compound interest, which Albert Einstein called ‘the most powerful force in the universe’.

Note that we are talking about future growth. Of course, nobody can be sure how fast any market niche will grow, particularly over a long time. But a good guide to future growth is past growth and the trend in past growth. When I invested in Betfair it was tiny, but its market niche was growing at more than 30 per cent a month. It didn’t take a genius to work out that future growth would outstrip the required 10 per cent a year.

Clearly, the faster the growth, the better. Because of compound arithmetic, a market niche that is growing at 20 per cent a year is more than twice as good as one growing at 10 per cent a year, and a market growing at 50 per cent a year is more than five times as good. In fact, over a mere ten years, and forgetting about the future beyond that, a 50 per cent growth market is more than 22 times as good as one growing at 10 per cent. Because Betfair was growing so fast, I knew that, disasters aside (and there could easily have been disasters), it would end up as a very large business. I marvel now that other people  could not see that. But, when you see a struggling, loss-making venture fast running out of cash, it requires a lot of imagination or faith in stars to believe that this puny acorn would become a mighty oak. In that failure of imagination lies our opportunity.

Why do we take the growth rate of the market niche, rather than the growth of the new venture itself? Because the latter is affected not just by market growth but also by whether it is gaining or losing market share within the niche. It is vital that a star business should at least maintain its lead over its nearest competitor in the niche, and highly desirable for the venture to increase its lead. But this is a separate consideration from the niche market growth, and it is simpler and clearer to start with that.




Why is a star business so attractive? 

It is the combined effect of niche leadership and high niche growth that makes a star venture so wonderful. Leadership means that the company and its products are preferred by the niche’s customers. The business should therefore be more profitable than one that’s not a leader. A leading firm should have higher prices, or lower costs, than a similar business that is a follower. Why higher prices? Because the customers prefer the product. Why lower costs? Because the firm can spread its fixed costs over a much greater volume of business than competitors can. Upshot: a leader should be very profitable, and, the further the venture is ahead of its competitors in the niche, the more profitable it should be.

To have a valuable firm in the future, whatever its size and profitability today, all you need is leadership in a fast-growth niche. Provided the firm is tolerably well run, leadership will make the firm profitable and cash-positive. Growth will make it big. If you grasp these two ideas, you will have huge insight into the future. That is all it takes to find a wonderful place to work or to put your hard-earned cash.




Are there pitfalls for a star venture? 

Only one, but it’s huge. The trap is that a star stops being a star by losing leadership in its niche. If that happens, a venture worth a fortune can suddenly become almost worthless.

The danger is acute. There is a considerable chance that a star business will forfeit its leadership. How come? Because when a market is growing fast, a firm can continue to grow and yet lose market share to a rival. There is so much market available that a star may not even notice the danger. But suddenly a rival can become bigger, and that is nearly always fatal to the value of the erstwhile star. If you are aware of the danger, however, a star can normally fight off a challenger.




How rare are stars? 

There can be only one market leader (or perhaps two co-leaders), but there can be many followers in a market  niche. For new ventures, perhaps one in four is a genuine niche leader.

Few market niches grow at least 10 per cent a year. For big, established companies, typically only 5 per cent or fewer of their products grow this fast. For smaller, newer ventures, the odds are not as bad. I estimate that about 15-25 per cent of new enterprises’ market positions are growing annually by at least 10 per cent.

So, roughly one in four new ventures is a niche leader, and one in five is growing at the rate required of a star. Multiply these two probabilities together. Of the 20 per cent that are growing fast enough, roughly a quarter - 5 per cent of the total - are likely to be stars. About 1 in 20 start-ups is a star.

So stars are rare. But they are not so rare that, with a bit of patience and careful thought, you can’t discover one - or create one yourself. If you look intelligently for a star, you will find it.




Where did the idea of a star business come from? 

I’m fascinated by the history of this idea, which also tells us why the idea is not used more. But, if you just want to benefit from the star idea and couldn’t care two hoots about its heritage, then skip the rest of this chapter.

There is a branch of business theory called strategy, which was invented by a new consulting firm, the Boston Consulting Group (BCG), in the 1960s. BCG’s most famous invention was the growth/share matrix, which  says there are four types of business from a strategic viewpoint:
★ stars: leaders in high-growth markets;

★ question marks: followers in high-growth markets;

★ cash cows: leaders in low-growth markets; and

★ dogs: followers in low-growth markets.





BCG drew the growth/share matrix as illustrated in Figure 2.1:[image: 002]

Figure 2.1 Relative market share



BCG also drew up prescriptions for what to do with business in each box, as we can see in Figure 2.2.When I worked at BCG in the mid-1970s, these were the rules of thumb.

[image: 003]

Figure 2.2 Rules of thumb

The two boxes we should focus on are the star quadrant, of course, but also the question-mark box. The rule for stars is to invest, invest, invest - do whatever it takes to remain a star, maintaining leadership in the niche, and if possible increasing the lead over rivals. At BCG we promised our clients that they would never regret any actions or expenditure to protect and enhance the leadership positions enjoyed by their stars. We knew how valuable these positions would be in the future if they held on to clear leadership. Equally, we knew how much money  would be flushed away if a star lost its premier status.

Question marks are, of course, the other side of the star coin. For every leader in a fast-growth market there is a follower, and there are usually several. The dilemma of the number two in a fast-growth niche - the question mark in the strongest position to challenge the star - is quite acute.

Should the number two throw everything into the pot to challenge the star venture, to try to overtake it and replace it as the leader? To do so is usually very difficult and expensive, and the effort may not succeed. Of course, if it does succeed, if it overtakes the current star, the number two becomes the number one - it ends up with a very valuable star business. But, if the effort fails, the question mark will have used up a tremendous amount of cash and talent in a vain cause - with nothing to show for it. That cash, almost certainly, has vanished for ever.

BCG advised great selectivity for question-mark positions, telling clients to go one way or the other. For a few question marks, try to drive to dominance, to become the leader. For most of the question marks, sell the business, and let someone else waste their cash. The dilemma of the question mark was, of course, the reason for its name.




Why isn’t the idea of the star business more popular? 

In the late 1970s, the growth/share matrix was heavily criticised and fell out of favour. The main reason was guilt by association. BCG came up with the matrix as part of a  dastardly plot to allocate resources centrally. In the quest to give head office, its planners and its consultants something to do, the matrix was used to set strategy from the top, to take funds from certain divisions and allocate them to other divisions. The idea of central planning was cumbersome and, in most cases, daft. It rightly caused a strong negative reaction from those running businesses. Rather than defend the matrix and the centralising system it represented, BCG chose to emphasise its other ideas and products.

They threw the baby out with the bathwater. At the level of individual niche markets, the ideas behind the matrix were incredibly useful. When I wrote a book on strategy in 1995, I revived the use of the growth/share matrix for small businesses and business units within large firms. I met a hugely favourable response, and to my knowledge everyone who has tried to use my approach, built around the early BCG ideas, has found it practical and useful.1 Still, my one-man crusade to revive BCG’s early ideas has only caused a few ripples on the surface of the business world.
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