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Preface







My previous bookHigh Tech Start Up focused on the process of converting an idea into a world-class business. Although it covers the full range of issues facing a new enterprise across its complete life cycle, feedback from readers showed that entrepreneurs wanted something more—something in depth about the causes of start-up winners and losers. Many had learned painfully how hard it is to get an idea funded. Even those who were funded quickly found out how rough it is to become a successful new enterprise. They wanted to learn from their painful lessons.




When entrepreneurs contacted me, I found them fixated on a quest: to find what they missed, what would “get [them] the money” next time. Engineers wanted a secret formula. Marketing people looked for “killer apps.” They all desperately wanted to discover what got those other companies into the headlines and on to an initial public offering. They wanted to find the missing magic elixir, the secret sauce. That is what this book is about. In Silicon Valley, it is a well-kept public secret.




It is calledunfair advantage. It is what was missing in most dot-coms.




Just ask Bill Gates and Michael Dell. They became the dominant giants by knowing something that others didn’t. So did Google, Amazon.com, and Cisco. And Jeff Hawkins, inventor of the Palm Pilot.




Serial entrepreneurs live and breathe unfair advantage. It is what venture investors are scouring the world for. It is what talented people interview companies for. It is what reporters are searching for. Successful products have it, and so do companies, universities, governments, and countries. So do individuals. Start-ups must have it, or they should not begin the game. The trouble is, everywhere I look, I see mostly weak or nonexistent advantages in the plans for new enterprises. When I counsel start-up clients or teach students, I tell them to begin their plans by focusing on creating an unfair advantage. That is what makes start-ups thrive. That is what gets the top employees, the media buzzing, investors stuffing checks into your mailbox.




First-time entrepreneurs and fledgling venture capitalists sometimes look down on writing a comprehensive business plan. They demean it as a lowly task done only by inferior founding teams. They see it as useful only as a quasi-statutory requirement done at the last minute to close on a round of funding. Nothing could be further from the truth. The best storytellers get the money. Their tales are filled with thrilling unfair advantages. That is how I recommend a business plan be written: as an exciting narrative about your unfair advantage.




Why is this so seldom done? Because unfair advantage is such a well-kept secret. Hence the title of this book:The Power of Unfair Advantage: How to Create It, Build It, and Use It to Maximum Effect.























Introduction







Arnold Schwarzenegger understands unfair advantage. “I learned that you have to establish yourself in an area where there is no one else,” he said in an interview. “Then you have to create a need for yourself, build yourself up. While their empire goes on, slowly, without realizing it, build your own little fortress. And all of the sudden it’s too late for them to do anything about it.” 1His empire grew from bodybuilding in a tiny Austrian village to films in Hollywood and continued with investments in real estate and restaurant properties around the world. It sponsored charitable events and was instrumental in his becoming governor of the state of California with an economy the size of France’s.




You come up with an idea for a new enterprise. Your goal is to become king of a new hill. You focus on a new market segment that others do not yet see. You climb to the top before your competitors do because you have an advantage. It is so strong that your competitors complain it’s unfair.




Unfair advantage is the holy grail. Business fads come and go, but unfair advantage is here to stay. Always was and always will be.




Everyone needs an unfair advantage. Large corporations, universities, and nonprofit organizations, countries, governments, political parties and militaries need it, as well as entrepreneurs and venture capital firms. Reporters, students, and even you need one. Our world is intensely competitive.




The best way to learn about unfair advantage is by looking at new enterprises. They have uncovered the secret of how to create, build, and use unfair advantage to maximum effect.




For this book, the termnew enterprise refers to any organization that is starting something from nothing. It can begin inside a giant corporation or in a nonprofit organization. It can be a high tech industrial start-up, or a new consumer product family in an existing division. I have included many examples of venture-financed companies in this book because they are the overwhelming winners of new market competitions.




A good idea for a new business can make sense for any size organization. What makes a good investment for a venture capitalist makes a good product that any company can launch. And the opposite is true too. If the idea doesn’t make sense for a venture capitalist, why would it make sense at General Electric?




Contents





What is unfair advantage? This book explains it and how to construct it and gives examples of how to use it to build world-class new businesses. I will show that ideas that became revered brands and industrial standards of the world were driven to success with the engine of unfair advantage. It was missing from the plans of failed new enterprises.




The stories of many brave people are included in this book. I have respected confidentialities and in some cases have disguised the material.




Structure of the Book





The book is divided into three parts:




	

Part I: Chapters 1 and 2 explain what unfair advantage is and describe its elements.


	

Part II: Chapters 3 through 22 show how to create and assemble an unfair advantage.


	

Part III: Chapter 23 to 29 apply unfair advantage.


	

Chapter 23 discusses the boom-to-bust cycles triggered by disruptive technologies and explains how to use unfair advantage during each phase of the waves.


	

Chapter 24 gives guidelines about how a local new enterprise can become world-class using unfair advantage.


	

Chapter 25 discusses why giant corporations seldom crush new enterprises that create new markets.


	

Chapter 26 reveals how venture capital firms exploit unfair advantage as they compete for the best deals.


	

Chapter 27 shows how large corporations use unfair advantage to grow from infancy to gorillas.


	

Chapter 28 reviews how MBA schools use unfair advantage to position themselves in crowded, intensely competitive markets.


	

Chapter 29 discusses how countries use unfair advantage.


	

Chapter 30 uses checklists for spotting weaknesses and opportunities in what appear to be good ideas for new enterprises.


	

Chapter 31 presents conclusions and challenges.


	

The appendixes contain unfair advantage checklists and other practical information.
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Example 1-13Investment Decision: DT and Nice2Kids




“Good morning, fellow Rough Riders. Today is the day we decide on Nice2Kids. It is time to write a check or say goodbye. You may not like the company name, but that will probably change, regardless of who invests.”




The partners chuckled at DT’s remarks. He had brought the Nice2Kids deal to Plitheron Ventures.




“This one has been pretty well dissected during the past six weeks. And as usual, you worked me over pretty hard. Each of you did your worst to me along the way, as usual.” The partners laughed.




A few weeks ago, DT had invited Kim to present his idea at the Plitheron office. The team included Rachel, the company’s chief technologist, and Peter Jones, the head of the laboratory. They presented their slides in about half an hour with few interruptions by DT. He used the rest of the hour to ask penetrating questions. Each presenter had responded to DT’s questions without being intimidated or defensive.




DT had made some suggestions for improving the company’s strategy, particularly possibly altering the choices of large corporate partners and patent lawyer. Kim and his core team thought the suggestions were excellent. They were impressed by DT’s openness about his track record as lead investor of several well-known life science start-ups. He had told them about some fiascos as well as winners and had suggested Kim contact the CEOs to learn more about how Plitheron Ventures works with start-ups. Kim thought it would be awesome to get DT to be on their board of directors.




After the presentation at the Plitheron office, DT had casually asked if the Nice2Kids team could present their idea the following Tuesday at eleven in the morning to Jean-Claude.




Unknown to Kim, Jean-Claude was the partner who was notorious for giving DT the hardest time about investing. So when Kim and his people finished that presentation, they knew what it felt like to try to catch spears thrown at you. Jean-Claude had been curt, loud, and opinionated, interrupting, asking stinging questions, and challenging the presenters. It had hurt, but as DT escorted them to the door, he grinned and said to Kim, “Nice work. I’ll call you.” Kim and his team gave out a loud sigh of relief in the parking lot.




A few minutes later, he was driving home with Rachel and Peter Jones when his cell phone rang. It was DT. “Hi, Kim, I wanted to tell you that we talked it over and would like you to present Nice2Kids to our all-partners meeting this coming Monday afternoon at two. Can you make it?”




“Of course,” Kim said. “This is exciting!”




“Yes, it is,” said DT. “We are all looking forward to seeing you and your people. We have a few ideas about how we can accelerate your time to FDA tests. Come ready to start at 10:00 a.m. See you then.”




Like many other venture capital firms, Plitheron’s partners met Mondays behind closed doors and would later emerge to listen to one start-up presentation in anticipation of making an investment decision.




The Nice2Kids team had presented very well and had responded to negative criticism without becoming rattled. After they left the Plitheron office, Kim felt the partners of Plitheron were very likely to be investing as the lead venture firm funding Nice2Kids.




DT said goodbye to Kim and the presenters and closed the door. He turned to face the partners.




“I think we should do this deal. What do you think?” DT said. Susan responded, “I really like Kim; he’s a good guy. He might survive beyond the B round.”




“Right,” grunted Jean-Claude. “And his technology person—she is an ace. She needs a lot more understanding about how a business is run, but I know a coach who can help with that.”




“And the technology is awesome!” exclaimed Bill. “Their strategy is focused and clearly hard to duplicate. One of our big pharmaceutical partners in Europe would be keen to take a look at them. I think this business could take the lead and dominate their market. So shall we invest in this one?”




“Well, it sure is better than the mediocre leadership and competitive mess of GeneZTech,” sighed Susan. “What a great idea they have! But what a confusing marketing plan! They are going to need a lot of help finding the right marketing vice president. That won’t be easy for a core team with such inexperience.”




“Do I hear a go for Nice2Kids and a no for GeneZTech?” inquired DT.




“Feels good to me,” Susan exclaimed. “How about you Jean-Claude?”




“D’accord,” responded Jean-Claude.




“Ditto, should be a great one,” said Bill.




“Guess that settles it then,” said DT. “I’ll call the law firm and getMario started on the term sheet today.”







The decision was a go, a yes. The partners got excited. They saw an unfair advantage. Nice2Kids was funded. That is how investing decisions are done in the real world. After the time-consuming, detailed fact finding, the moment comes for a go or no go decision. That is where emotions come into play. Emotions complete the deliberate investigation process. The investor’s decision is made rationally, looking at issues and facts and then deciding in the face of great risks and unknowns and dreams of huge financial returns and waves of fame. Yes, the final decision is made with powerful emotions racing through the soul of the investor. Investors talk about adrenaline rushes, fear and wild enthusiasm running through them at that moment. It never ceases to amaze me how emotional the final decision is.




Storytelling




People enjoy listening to stories. So do investors, employees, and the media. “A long time ago, in a land far away” begins a classic epic that stirs the imagination of readers as the tale unfolds. Stories enthrall listeners as a visionary hero sets off on a great adventure, vowing to do good, expecting to encounter difficulties and dangers on the way to the goal. The leader of a small band of loyal followers begins the long trek in spite of many unknowns, large risks, and evil forces. Along the way, the leader and his trusted companions have fun in spite of what they encounter. In the end, the band finds a hidden treasure. They end up sticking together and forging deep relations that last forever. The reader is treated to a delightful epic, a true adventure.




The story of a great new enterprise has the same ingredients. It is filled with exciting chapters that are stirring to listen to. Presented chapter by chapter, it draws in the audience, inspiring them with a vision for a new enterprise. You want them to believe as you believe. You have an idea that could do a lot of good for many. Your trusty band of entrepreneurs has the abilities and courage to overcome unexpected surprises, including attacks by stomping giants and small, crafty start-up competitors. Everyone gets to share in the buried treasure.




“In the end, I have to admit that the best storytellers get the money,” said one of the icons of Silicon Valley. “You have to get investors’ attention in the first 30 seconds,” said a veteran employee of several new enterprises. “If you see glassy eyes in the first 5 minutes, you might as well just stop and walk out. You have lost them.”




Your response might be: “What do the great investors mean by the importance of telling exciting stories? What is new enterprise storytelling all about? Isn’t a new enterprise about high technology, the laws of physics and biology, and patents, and the honest facts about how things work? What about truth and integrity? And where do management and leadership and execution of plans fit in? Surely this is not about making up a fictional story, is it?”




In response to those good questions, consider two different groups of people. They disagree about storytelling for new enterprises. Both groups acknowledge an effective story triggers emotional responses that lead to a decision by the listeners. The first group says entrepreneurs should never tell a story because a story is something fictitious, made up by a dreamer. Stay away from storytelling. Instead, stick to hard facts and present your company accurately using proven numbers and researched data. The second group says a start-up is all about the future and unknowns. Your job is to paint a picture of how you think it will turn out. Describe the future using all the storytelling tools available: colored slides, graphics, human drama, lights, sound, videos, even put on uniforms or costumes and dance if you think that will work.




So who is right?




I like to imagine a story about a new enterprise as a story told by excited parents hoping for the healthy birth of an eagerly expected child. Theirs is a story about dreams for a healthy birth and robust growth of the child, the new enterprise. Like a real child, the future of the new enterprise is described in glowing terms. The founding team speculates about the best outcome. They believe good will come from the new venture. They believe in their plan with a personal passion. They eagerly answer questions about the soon-to-arrive fledgling. They are pregnant with ideas and dreams of a first child. They are doting parents-to-be.




Risk




Storytellers also describe associated uncertainties and risks. That triggers sharp emotional responses in listeners. Adrenaline starts to flow. Hearts start pumping. People get excited. Once the story grabs the attention of the audience, they want to hear more.




You must carefully include the risks of your new enterprise in your presentation because the experienced audience expects them. After the Internet era bubble popped, investors, employees, and the media were burned. The venture community became the world’s most skeptical listeners. They became major doubters. They were shocked by many bankruptcies of what they thought were great ideas. The results of all the hard work and spirited innovation disappointed first-time entrepreneurs and their backers. Now they view the future of a new enterprise with deep skepticism. Battle-scarred veterans see the world of new enterprises much like extreme sports: only a few succeed in a very special world of ultimate risk that produces amazing results only after years of hard, painful work. The rest of the herd crashes and burns. As a result, the risks in new enterprise stories are carefully scrutinized and examined before stakeholders commit to support a new enterprise.
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Source:John L. Nesheim, High Tech Start Up




(New York: Free Press, 2000), figure 1.1.




Figure 1-1Chances of an Idea Getting to IPO




Due Diligence




When stakeholders spend time scrutinizing the facts behind your story, they go through a process referred to as due diligence checking. It is not a time of fun for entrepreneurs. The presentation and submitted business plan are challenged, dug into, day after day and week after week, until the core team is weary. Questions follow questions. Requests for more information seem endless. People get intense, in your face, rough with their questions and demands for instantaneous answers. Everything is expected immediately, as if you had nothing else to do. Emotions run high. You get poked to see how high you can jump. You are deliberately insulted to see how you deal with difficult people. Your fellow managers are jabbed and kicked verbally to see how they think on their feet in moments of stress. Due diligence checking is one of the facts of life for leaders of new enterprises. Expect it, and just get it done as quickly as you can.




When telling your story, beware not to leave out risks of technology, competitors, and other dangers. That sets the stage for rejection. During due diligence checking, if underlying support for important parts of your story is discovered missing—elements that your audience believes are critical—the investors will quickly cool. They will no longer answer emails. They forget you and become captivated by the next alluring story told by others.




Technology




Technology is an important part of your story, but there have been many engineers who were surprised that investors do not rely on a technology breakthrough to make a company successful. First-time engineers are confident that their new technology will bethe thing, the big breakthrough that will excite investors who will shower them with money. Then their company can become the next giant killer. But when the engineers presented their technology in all its powerful glory to investors, they were surprised to be asked for responses to questions such as, “What would the competitive advantage of the company be without counting on technological dominance?” Even worse, people wanted to know details about how the first products would be marketed and sold. And they asked to talk to real customers. And the questions went on and on, as if the technology was a minor part of the story. It seems common sense to many first-time entrepreneurs that the first company with the great new technology would win big. But experienced investors see matters differently.




Ask yourself what you remember about the history of technology breakthroughs. What happened to the best technology each time the pioneer brought it to market? History is filled with examples that end the same way: the first company with the new technology loses. The first to exploit it wins.




Veterans around the world agree: The next best mouse trap is not what gets the money. More is required—a lot more. It all adds up to unfair advantage.




To make it clearer, let’s listen in on a real telephone conversation (only the names are disguised) between a veteran start-up coach, Mike, and Woody, a respected venture capitalist. They know each other well. Mike has decided to give Woody a call because Mike has been asked to advise the founders of a new enterprise called Zargan.






Table 1-3First Technology Loses




	

Univacintroduced the first electronic computer.IBM followed later and went on to dominate that new market.


	

Altairproduced the 8800, the first personal computer.Apple became the leader of that new category with its Apple II.


	

Valid Logictransformed inventions of its founders into the first computer-aided engineering systems.Mentor Graphics became the giant.


	

Xeroxinvented the Star, a new graphically designed computer system.Apple ’s Macintosh made it ancient history.


	

Motorolaintroduced the technically superior 68000 microprocessor.Intel counterattacked with Operation Orange Crush, leaving Motorola as an also-ran.


	

Netscapeproduced the first commercial browser.Microsoft wiped it off the radar screen.


	

AltaVistawas created in 1995. It created the world’s first full-length Internet database and quickly became the early leader of Internet search engines. But by 2001 it was being chased by more than eight others.Google started in business in 1998. It used its proprietary technology and creative company culture to emerge in 2004 as the gorilla that went public in an IPO worth billions of dollars.







SOURCE:Nesheim Group.









Example 1-14Failure to Excite the Investor: Mike, Woody, and Zargan




Mike:    Hi, Woody, how is your golf game?




Woody:  Pretty good. I’m still finding I can hit that little ball. How is your game?




Mike:    I’m still swinging, but I seem to be digging holes more than hitting the little ball. Woody, I need more than help with my golf game. I would appreciate your advice about a start-up I have been asked to coach. I think it has something great that can solve a big problem for a large new market. It could be a big winner for the right investor. Your thoughts on the opportunity would help me make a decision, lead me in the right direction. It might be a good investment for you. Is this a good time to talk?




Woody:  What is on your mind, Mike?




Mike:    I’ll get right to the point, Woody. This company—it’s called Zargan—has a tiger by the tail. Since 9/11, customers have been all over it for product. It has a wireless security solution that authenticates that you and only you are using your cell phone or PDA when you try to buy some stock, access your company’s sales data, or look up private information stored on your handheld device. It expects to be shipping its first product in about two or three months. Zargan is looking for a world-class venture partner to lead the B round. It needs a lead investor who knows the wireless markets in Japan, Europe, and the United States.”




  The CEO is a good guy from Intel who did a pre-Internet start-up that an Asian company bought. He seems to have learned his lessons. He will need to find people for the first sales ramp-up, but the references I checked say he picks the right people.




  I think this is a good acquisition candidate as well as early IPO possibility. It uses proprietary technology that is patentable. The competition is weak and focused on other platforms. How interesting does Zargan sound to you? [silence]




Woody:  This is a field that has had people trying to make money in it for decades. There is not much to look back on to brag about. The security sector is not red hot, at least not based on the ROI to investors over the past decade. Mike, how do you know people will want this thing? I mean the end users? How do you know the dog will eat the new dog food?




Mike:    Well, there are four Japanese cell phone manufacturers waiting for parts from Zargan for their 2.5G phones. And one of the top U.S. shippers of PDAs wants product for a corporate data access version to be released this year. My contacts in Scandinavia and the U.K. tell me wireless security is a top concern to almost every IT person over there and that mobile commerce is being held up until someone comes up with a better security solution than PINs. Zargan thinks it has the solution. It looks to me like there is a big potential market out there, Woody.




Woody:  So what do you want from me, Mike?




Mike:    I want a top-tier VC to look at this deal and see what can be made of it. I need an investor who knows the emerging wireless markets around the world, who has a desire to work with the founders to build a great company, and who can lead the B round that the company needs like yesterday to fuel its growth. This is a tiger by the tail, Woody. [There was a very pregnant pause on the phone. Time seemed to tick away forever. Mike wondered if their cell phones had disconnected. Finally after what seemed to be a century of waiting, Woody responded.]




Woody:  Well, Mike, I don’t know anyone around here who knows enough to respond to this one. I’ll have to pass on it.




Mike:    I understand, Woody, and appreciate your time. I think I’ll call that new VC firm in Atlanta and see what they think about it. They say they only do wireless. I’ll keep you plugged in as things develop.




Woody:  Do that—and keep working on hitting the little ball!







Mike’s client did get funded about six months later. But the episode with Woody shows how an investor did not get excited about a deal, even with some pretty attractive progress on the part of Zargan and some enthusiasm from a trusted person. Woody did not get turned on because he did not think the business could be built into a great new company. Some of the key pieces that Woody was looking for were there, but not the combination that he thought constituted an unfair advantage.




Unfair Advantage Drives Amazon to Success





In the famous start-up called Amazon.com, there is a fascinating tale of an initial unfair advantage that went through dynamic change. I have enjoyed studying the company from its earliest days and have learned a great deal. The following is my version of how Amazon’s original idea grew and grew, becoming a living, more powerful unfair advantage, day by day. Especially note how the company added fresh elements over time to boost the strength of the initial advantage.






Example 1-15Advancing Unfair Advantage: Amazon.com




Amazon.com has an amazing competitive history. It includes an outstanding set of successive strategic movements that reveal how dynamic change can continue to keep the leader’s competitive advantage unfair.




When Jeff Bezos founded the business we know today as Amazon, a web search revealed more than a dozen companies selling books online over the Internet. That sounds like a huge disadvantage: starting late, well after others were way ahead of Amazon. After all, isn’t first-mover advantage everything?




Amazon launched its e-commerce business with a flanking move. Bezos identified an overlooked segment of the book business: buyers wanting to avoid disappointment when looking for a book. He adopted the theme, “One million books online” for the first public relations and advertising campaign. Amazon got headlines and customers. Book buyers reacted by first clicking on Amazon.com instead of smaller, established competitors. Word-of-mouth spread by email. Amazon began to grow very rapidly.Battle 1: Won by Amazon.




The following year, the world’s largest bookstore chain, Barnes & Noble, reacted. Its advertisements went something like this: “3 Million Books! = Us. 1 Million Books = Them.” It implied that Amazon had a 3:1 disadvantage. What happened then? Amazon moved the bar higher by using its outstanding engineering talent. The company had hired world-class technologists bursting out of Silicon Valley who were looking for the next challenging technology. They were eager to do something “way cool.” The innovative engineers delivered a way for readers to do online book reviews at no cost to Amazon. Customers reacted with delight and spread the news to more buyers: “Amazon has the most books and most book reviews.” Barnes & Noble fell further behind.Battle 2: Won by Amazon.




How did the competition react? Several smaller start-ups also tried to become online bookstores by trying to copy Amazon’s every move in cities and countries and languages around the world. But sales at Amazon kept getting larger by the hour. Amazon announced sales in Europe. Barnes & Noble soon added reader-driven reviews and then reviews by professional reviewers, but it could not catch up. It was too late. Amazon was gaining momentum and market share.Battle 3: Won by Amazon.




Meanwhile, Amazon had surveyed its customers and found an opportunity to make online shopping even easier: it invented and patented its 1-Click™ ordering feature. When you spotted the item you wish to purchase and clicked, it immediately went into your shopping basket, ready for checkout. Today that sounds rather simple, but in 1999 it was revolutionary. Pollsters ranked Amazon number one. Reporters clamored to write about the new enterprise. Résumés flooded Amazon. Barnes & Noble reacted by doing a me-too: they copied the single-click order feature. Amazon sued to enforce its patent. The court agreed with Amazon. Barnes & Noble withdrew the one-click order feature.Battle 4: Won by Amazon.




By now the score was: share of market for Amazon 30 percent, with Barnes & Noble at 16 percent and falling. Then Amazon made another move: into CDs and DVDs. That added more momentum to Amazon at the expense of competitors. The second and third bowling pins (CDs and DVDs) turned out to be close cousins (similar customers) to the first: books. It was risky because dangerous product line extension moves seldom work out well. But in less than a year, Amazon became the largest e-commerce seller of CDs and DVDs.Battle 5: Won by Amazon.




The Amazon unfair advantage story is far from over and will continue to be exciting to follow. You can debate with your core team how well Amazon makes its next moves. Will it become the Wal-Mart Stores of online retailing? After your debate, try to sketch your own story about how you plan to advance the unfair advantage of your new enterprise. How will you change and dynamically respond to shifting markets and attacks and counterattacks by competitors? Answers to those questions will help you plan your unfair advantage moves over the next five years.









	

  Amazon learned how to turn its rough stone into a shining diamond. Now it is your turn to try it. To help you get started, the following chapter discusses individual parts you can use to construct an unfair advantage.
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What Is an


Unfair Advantage?
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Think of an unfair advantage like a diamond. At first it is a rough, unattractive, dirty stone hidden deep below the surface of the earth, in very hard-to-get-to, sometimes dangerous places. Geologists and miners work hard to find diamonds. As polished gems, they are very valuable.




After digging one up, diamond merchants examine the rough stone and decide what they can do to make it into a beautiful gem. Their plan will be to cut and polish the stone in a special way until it sparkles so brightly that it attracts every eye. Experts know each stone is unique and there is a special way to bring out its hidden best. To do that, a diamond cutter will cut tiny faces, called facets, onto every side of the stone. An admiring person will see the gleam of the gem from any viewing angle.




That is how unfair advantage mining works. There is a special process for its discovery, extraction, planning, and polishing. When you learn it, you can do what serial entrepreneurs do: become a world-class unfair advantage miner.




Unfair advantage propels new enterprises to victory. Without it they die, sooner or later—mostly sooner. My research shows that fewer than six ideas in 1 million achieve an initial public offering (IPO). The vast majority lacks an unfair advantage. They expired while attempting to move from an idea to a world-class enterprise.




Unfair advantage attracts the money. The best investors will not fund just a raw idea. Competition for funding is intense. Fewer than six in a thousand ideas get financed. The vast majority lack what it takes to attract the attention of investors. They do not have an unfair advantage.




Unfair advantage enables corporations to become icons, like Genentech, Dell, Cisco, eBay, Amazon, and Google. They began with an idea that grew and changed over years. Their initial unfair advantage kept advancing and growing stronger. Competitors could not overcome their unfair advantages.




Unfair advantage powers the new enterprise while it focuses on achieving its number one goal: to become the leader of a new market category. That is a singular goal with a clear purpose and is the prime directive for every stakeholder of the new organization. Each employee knows the company needs an unfair advantage to attain the coveted goal. Everyone pitches in to craft it, strengthen it, and advance it. The entire organization is fixated on it, driven by it.




Every competitor complains about the unfair advantage of the market leader because it is so hard to overcome. Just ask Bill Gates how powerful unfair advantage is: he has earned his black belt in unfair advantage.




To expand your insight about unfair advantage, let’s scrutinize what helped a real company move from a tiny new enterprise to a world-class icon.




Cisco





“I just don’t get it!” exclaimed Bill, a managing director of a respected Wall Street firm. He stood up and continued venting. “Cisco got to be the world’s most valuable company by inventing nothing more than a stripped-down personal computer. That’s all they had. I saw them before they were famous. But in the end, they really had something. I missed it. So did a lot of others. You have to give them credit—and their investors—they put together one hell of a business.”




I decided to ask Don Valentine, the dean of Sequoia Capital, to reflect with me on what made Cisco so successful. As a Cisco board member and its lead investor, Valentine had seen the history of the company from day one. I wanted him to tell me whether Cisco’s success was attributable to one special thing. “Was it some secret?” I asked. “Perhaps a skill, or simply due to good luck? Or was it a lot more?”






Example 1-1Unfair Advantage: Cisco




Nesheim: How do you describe the unfair advantage of Cisco today?”




Valentine: An unfair advantage can be different from the public perception of it. For example, Intel figured out how to become virtually the only one able to finance multibillion-dollar semiconductor factories. Cisco’s advantage is now beginning to be perceived by outsiders. Cisco created a huge sales and marketing presence all over the world. That makes it very difficult for companies to compete with Cisco.




Nesheim:  How did Cisco move from the original idea to a world-class business?




Valentine: We spotted Cisco in the form of two employees of Stanford University who ran the data center. They had a very serious data problem to be solved. They were encountering the real problem of data storms—all those packets of data flying around, colliding. They came up with a crude solution that eventually became the router.




  To find the issues to address, I called people at Hewlett-Packard and other potential customers. I was told that the 80–20 rule would apply—namely, that 20 percent of the customers will know how to deploy the router, and 80 percent will not. The challenge to launch the company was to find the 20 percent. A new enterprise does not have the time or manpower to help the other 80 percent initially. Therefore we wanted to have a person who knew sales to run the company. Sales traction is the biggest problem start-up companies have. It is true of all of them.




  We financed Cisco with the understanding that the founders would provide the science; we would provide the money, hire the management, and create a management process and the team. For a while, Sequoia was the management.




Nesheim: How did Cisco’s business model strengthen its competitive advantage?




Valentine: New enterprises must first determine the key issues and then build a new business model to address those issues. Sooner or later, every business model must be changed. Competition is constantly working to make your model obsolete.




  We are asked, “How can our inexperienced managers take on the complexities of managing a new business?” We tell them to simplify things. Only do the things you have to be good at. That is what we told Steve Jobs when we helped start Apple. Which kinds of assets do you have to rely on? At Yahoo we started with two young Ph.D. candidates who relaxed by surfing the Internet with a crude form of what became a search engine. We added the people who productized it.




  At inception, Cisco made the decision that it did not have to invest in factories, so it outsourced everything it could. It decided it had to be good at only two things: sales and engineering. That led to unprecedented fiscal success. Today Cisco has more cash than all its competitors’ cash combined, net of debt. Cisco’s conceptual commitment at the beginning was to eliminate everything from the core that was not differentiable. The resulting outstanding productivity per employee stemmed from not doing what was not differentiable.




  In its early days, Cisco codified the concept of end-to-end. It convinced customers it would provide a single network solution. To serve the customers, it knew it could not do all the products and services at Cisco, so it arranged a way to partner with and invest in the service companies. At the time, service companies were spinning out from the accounting companies. Cisco did not want to own and manage them, so it invested in them and took them to the customers. Cisco outsourced the services it needed to deliver an end-to-end solution.




Nesheim:  What are some of the elements that differentiated Cisco?




Valentine: We find several things come together to make a company differentiable. It is more than the people. What you choose to concentrate on depends on the business issues. We try to eliminate the areas that cannot be differentiated and then concentrate on the few that can.




  We look for big intellectual property. The reason for big intellectual property is that you can get high gross margins with it. With high gross margins, young presidents can make mistakes, and the mistakes are not so punitive. We look for gross margins in the range of 70 percent. That is what Cisco does.




  In the early days, we were the management. We see ourselves as the entrepreneur behind the entrepreneur. We helped hire employees to form the management. Our choices for president were sales leaders. John Morgridge at Cisco is an example.




  The company culture is important for the people entering the company. Management has to believe in it. The culture must reflect the values of the president and how the company makes profits. As a result, some people fit in one company but not in another.




  In the final analysis, you have to evaluate whether the advantages are differentiated or not.







After reading the interview about Cisco, Kim Cushing, a Silicon Valley critic, said, “I think that the dialogue shows from the beginning there is not one specific thing that forms unfair advantage or makes a company successful, as most people seem to think. Instead it is this process of reinvention and growth—much like people develop—over time. Focusing on unfair advantage enables a company to manage that growth.”




Now let’s define this new term and look at some of the elements that are used to construct an unfair advantage.




The New Term





Unfair advantage is like a unique collection of resources used to deliver so much appeal to customers that they rush to buy your products while your competitors wilt attempting to overtake your lead in the new market. An unfair advantage propels your new enterprise into the leadership position of a new market category.






Example 1-2Definition: Unfair Advantage




Unfair advantage is a unique, consistent difference in product attributes and services arising from a company capability gap based on delivering superior value over long periods of time to the customer.1







It is unique to one company.




If one other company has it, it is not an unfair advantage. It has to be unique. No other organization can have it. Your unfair advantage must be distinctly different. People must be able to recognize its differences immediately. They must see it as unique, not just a little different. Uniqueness is mandatory. As soon as an experienced start-up candidate for employment senses your story is not unique, that person will no longer be interested in you and your company. The same goes for reporters and investors.




It has to be hard to duplicate.




It must not be easy for another entrepreneur to say, “I can do that too—cheaper [or better or quicker]!” You must have a response for the critical person who asks, “Why can’t your idea be copied in two minutes?” You can be sure that if your idea is a surprise and if it marks the trail to a lucrative new market, a stampeding herd will rush to follow you. Me-too competitors will spring up like mushrooms after the rain. An easy-to-duplicate idea that is exciting succeeds only in attracting a large herd of me-too new enterprises, none of which has a significant competitive advantage over the others. You don’t want anyone to be able to do the same thing as you do with very little effort because then the idea will become a commodity—a product that users cannot differentiate. It is very hard to make a profit selling commodities.




It must be differentiated.




Investors want to see distinctive differentiation in a new enterprise—that collection of just a few things that make your idea clearly stand out from the crowd. If the idea is very much like others, you will have to work hard to build an unfair advantage. A good place to begin differentiation is by asking potential customers how attractive your proposed product is compared with others. During these conversations, focus on finding just a few things that customers perceive as especially valuable. That will help you decide on which special attributes and services to provide. For instance, you might find it best to tell customers, “Our service makes the medical patient more comfortable.” Or, “Our pediatric solution removes the fear children have when getting a vaccination with a needle.” Perhaps you might discover an opportunity for your new business to become the competitor most revered for outstanding service. Semiconductor equipment supplier Applied Materials used superior service to become the dominant giant in its worldwide market. Dell Computer used superior on-call, online, customer hot-line service to outdistance the many me-too competitors that tried to leapfrog the new enterprise. Or you might find it best to become known as the company with which it is easiest to place orders for a new product. Amazon used its one-click order feature to stay ahead of copycats. Picking the most attractive attributes and services are powerful ways to differentiate your business and use to build your unfair advantage.




It is relative, especially compared to the competition.




You will be compared to many things: the competition, others in your general industry sector, technology, market size, and so on. Unfair advantage is always relative. It is not an absolute. What other companies are like yours—public and private, local and in other cities and countries? How special is your management team? What makes your strategy stronger than others in your industry? Respond with answers that are relative, always relative. Refer to other organizations and their competitive advantages. Practice and become especially skilled at comparing yourself, your team, and your idea. Investors will look for direct and indirect competitors, so have your lists and analysis ready. You have to learn a lot about the competition because there is so much of it for new enterprises with new ideas. In the Internet era, new information travels around the world in seconds, and fresh companies are formed by the minute around the globe.




New enterprises always have competition.




There is always a competitor, even if there are no direct competitors. Salespeople know that the status quo is a tough competitor. People do not like to change the way they work and live because change involves risk and danger, both personal and professional. People have to be convinced to change their ways. Some call that competitor FUD—fear, uncertainty, and doubt; together, they are a fierce competitive combination. Use competitors to your advantage. Learn to work the competition into every one of your conversations about your unfair advantage. The more you know about them, the more the important stakeholders such as the industry reporter will believe that you are the true leader in this new market. Thinking constantly about competitors will help you run scared, to remain at the leading edge of the competitive market battles. Serial entrepreneurs will tell you the only way to run the race is relative to the competition.




It is very scarce.




New enterprises with unfair advantage cannot be found easily or anywhere in the world. Several veteran venture capitalists in Silicon Valley have told me they believe there are only about a couple of dozen, perhaps forty, great start-ups to invest in during a year, and that’s worldwide. All the rest will be modest successes or go bankrupt. The best new enterprises are very rare. The ones with unfair advantage are hard to find even in experienced start-up centers like Silicon Valley. Yet it is true that some cities are famous for producing many great new enterprises based on strong unfair advantages, year after year. In those places, people have become skilled at searching for and building unfair advantage. They have become experienced miners of unfair advantage. They are not “we-can-do-it-for-half-the-cost” people. They know the ideas are rare for new businesses with unfair advantages but well worth the considerable time and effort it takes to find them.




A company capability gap comes from the people who together make up your company.




The wordcompany means people working together. It is much more than a legal or organizational term. A company is a collection of talking, walking human beings. It is alive. The word begins with the Latin prefixco which is the prefix for “together.” The second part of the word ispany, from the Latin word meaning “bread.” Combined, it means people eating bread together. We get our wordcompanion from similar Latin derivatives. Together (co + pany), they form the wordcompany, a word that means “people working together.”




New enterprises are people-intensive organizations whose fragile future is dependent on the skills and hearts of its employees. Some observers consider picking the best people to be the number one task of the CEO—more important than raising money. Serial entrepreneurs repeatedly tell me their most vital managerial task is to assemble the best core team they can find: experienced people capable of delivering the exciting attributes and services that will bring excited customers flocking to purchase your first products. When Pen Ong reached IPO with Interwoven, he said, “My most difficult task was my commitment to hiring only the best people we could find for our company—outstanding people only. The rest make too many mistakes.”




Outstanding employees create outstanding capabilities in companies, capabilities so great that there is a big gap between you and your competition. To build that gap, your people will focus their efforts, time, and creative work on building your company’s unfair advantage. For instance, if your advantage is built on superior selling, then you build your advantage centered on that core capability. Oracle’s people created a large selling gap that led to a nearly 50 percent share of their database software market. But if you focus on technological advantage, your people will build based on your proprietary technology. Genentech’s employees focused on applying gene-splitting science and became the leader of a new industry: genetic engineering.




Giant companies use the termcore competencies to help employees remain focused on advancing the few things that contribute the most to each company’s unfair advantage. C. K. Prahalad of the University of Michigan’s Business School made this term famous. His research found that returning to and focusing on core competencies was critical to large organizations that had lost their sense of direction and found they had become me-too competitors. With the core competency focus clear, employees could once again begin to build unfair advantages.




Whether you begin your new enterprise as a new product line inside a giant public corporation or as a venture-backed start-up, it will be quickly ranked and labeled (or branded) according to the degree of talent of your key people, especially its founders. Such brandings are based on perceptions by outsiders of what your people, particularly your CEO, are especially good at doing. Those perceptions are passed on to media reporters and spread around the world. For example, Oracle is branded as a selling-intensive company driven by founder Larry Ellison. Intel rose to greatness labeled as a technologically driven company directed by founder Andy Grove, a master of managerial strategy. Advanced Micro Devices is focused on selling better than Intel and gets credit for being an aggressive competitor inspired by the enthusiastic spirit of founder Jerry Sanders. Companies stand out based on the capabilities of their leaders relative to competitors. Outstanding leaders are the source of the skills that build favorable competitive gaps and differentiate the unfair advantage of an organization.




Delivery is doing what you planned on doing.




New enterprise veterans call itexecution. It means putting your plan into action in the real world. There are countless maxims and old sayings about execution: “Plan your work and work your plan.” “The proof of the pudding is in the eating.” One wag quipped: “Companies must execute well or be executed.” These are maxims that make the same point: many are the great plans that were poorly executed and sunk a promising new enterprise.




Execution is often cited as especially vital to a new enterprise. I found many venture investors who view execution as the most important consideration when thinking about investing in a new enterprise. They look at how difficult it might be and how skilled management must be to deliver the planned results. Other stakeholders, such as employees and the media, also want to know about the company’s execution skills and experience as they ponder joining the company or writing a story about it. When observing experienced serial entrepreneurs, I found they adjust their managerial decisions based on how superior the core team was at executing business plans in prior companies. If the core team is composed of first-time managers, the CEO is more cautious during each stage of the company’s development. He or she waits for results before moving on to the next stage and modifies the unfair advantage responsively, depending on results of the prior stage. But if the key employees are doing their second or third start-up, decisions are made much more rapidly, often on the fly. Such a company emerges sooner with a clear unfair advantage. It has momentum that soon leaves competitors behind. In such a case, the process of building the unfair advantage is described with this phrase: “It is like building a bicycle while you are riding it.”




If this is beginning to sound like the founding leadership team is expected to be an especially important part of an unfair advantage, you are getting the right message. Some in the new enterprise community believe the core of an unfair advantage begins with one or two key people and expands to a maximum of about six or so. They will create and build the unfair advantage. The rest of the company follows. The degree of unfairness depends on the early successes or failures of the small core team. That is another reason that unfair advantage is described as a living thing.




Executionalso means your idea must be practical and do-able. It must already have been moved out of the laboratory and into the preproduction room. Unproven science may be promising and exciting, but it has only a small chance of supporting an unfair advantage. For instance, a new enterprise based on a medical researcher’s scientific discovery must be more than a dream. It has to be practical. The discovery must be supported by a plausible plan to convert the idea into a useful pharmaceutical drug. That will include years of risky, time-consuming clinical trials. The discovery must be close to productization in order to be funded. In the field of wireless communications and other forms of information sciences, start-up ideas must be nearly ready for engineers to start working on a prototype. Investors do not want to have to wait for white coat telecommunications laboratory scientists to attempt a world first before the engineering staff can begin building the first product. Leave the science for the universities. Bring the product ideas to the new enterprises.






Example 1-3Not Ready for Productization: Varagenics




Biotech start-up Varagenics of Cambridge, Massachusetts, was a promising new enterprise working on new technologies for creating new drugs. Its core team included highly reputed life scientists who had been well funded. They got off to a promising start as the Internet era began its rise. By mid-November 2002, the company was acquired by Hyseq, another biotech company. Even with $61 million in cash in the bank, Varagenics was sold for $56 million. As the Internet balloon popped, funding of new biotech enterprises dried up. The big pharmaceutical companies stopping putting cash into new companies focused on delivering technologies instead of drugs. That forced companies like Varagenics to have to change, to try to find a way to develop their own products. But few small companies found that path, including Varagenics. One reason was that financing clinical trials is expensive and risky. Trials were needed to bring concrete proof to the drug makers that the new technology would lead to great new drugs. Without that, there were no sales and no financing. The result was the end to many promising new enterprises focused on delivering technologies and not products.2







Next comes delivering superior value.




Valueis not a word meaning “the cheapest product in the market.” Nor does it mean the “fastest.” And it does not mean “the best.” Instead, it is what the customer perceives is most valuable about what you are offering. It is what gets the targeted customer excited enough to buy your product instead of the others. You want to create a superior value compared with your competitors.




To create superior value, it must be clear what your value offering is. By using your product, will your customer get products to market nine months faster? Or is the superior value in the form of a doubling of sales per employee when your product is installed at the customer’s workplace? Or is it in the form of five times the fuel economy, or four times greater safety and reliability?




Your next step is to test how superior your value offering is. It must win the respect of your customers. It must be labeled “superior” by your targeted customer—superior when compared with competing products. This is a psychological element. It is also marketing intensive and what the essence of product positioning is about (more on that later). It is where superior marketing skills can create a huge competitive advantage.




Notice how creating superior value is focused on your customers and their perception of the value of what you are offering, especially the psychological aspects. All of the unfair advantage that you have worked so hard to build—the many elements that have contributed to your unfair advantage recipe—must excite the customer, or your hard work is worthless. If the value proposition that you deliver does not get the customer eager to buy your product, you will not get the sales order. Even worse, your new enterprise will find it is unlikely to get funded. And you won’t be invited to be on panels at trade shows, or on the talk shows or in magazines. Word about your products won’t spread to the skilled workers you need to hire. It just won’t go anywhere. But if it excites your targeted customer, a hot value proposition will ignite the engine of your unfair advantage. That is one reason that it is very important to know your customer very, very well. Superior knowledge of customers is one way to be outstanding in this intensely competitive world. That’s why experienced investors want to talk to potential customers before investing their money. They insist on confirming that your value proposition gets a lot of customers very excited.




It survives over time.




The company’s unfair advantage must be able to last at three to five years for new enterprises based on information science. The time must be doubled for life science start-ups. That is how long investors are locked in before they can get liquid. The liquidity event may be an IPO or the sale of the company to a large publicly traded giant corporation. It is rare that a liquidity event occurs in three years or less. That happens only for a short portion of a boom-to-bust wave. Most start-ups require five years to emerge as the leader of a new category and with enough value to compensate investors for the high risks they took.




You should plan on building and developing an unfair advantage that can persist for more than half a decade. That may sound like a long time. Start-up people are in a hurry and do not like to think in terms of portions of decades. They prefer quick success with sales (“getting sales traction”) and eager investors funding growth until the big one, the IPO. To the first-time entrepreneur, success is just around the corner. But history has shown it takes more than half a decade to develop a new business large enough to go public. To go IPO on NASDAQ, your company must be worth at least $100 million. You need a big company for it to become that valuable. That means big sales. It takes years to get there. The statistics show the average time from start-up to IPO exceeds five years (see Table 1-1). That is a fact of life. It is the measure of time that your start-up must be able to sustain its unfair advantage.






Table 1-1Number of Years to IPO




Median Number of Years from Date of Company’s Founding to IPO for Venture-Backed New Enterprises









	

Year


	

Median Age at IPO







	

1995

	

7.4 years






	

1996

	

6.6






	

1997

	

7.2






	

1998

	

5.9






	

1999

	

4.5






	

2000

	

5.1






	

2001

	

5.6






	

2002

	

7.4






	

2003

	

7.8






	

2004

	

7.1 *







	

AVERAGE


	

6.5










SOURCE:Thomson Venture Economics







MBAs refer to unfair advantage with the term “sustainable competitive advantage.” Although that term is long, dull, and boring, the MBAs got it right: your advantage must be sustainable. It cannot survive as a once-in-a-lifetime advantage (a patent or first product to ship to the new market). That is a fading moment, not an advantage that can be grown and will last. Instead, it must be able to sustain its unfairness and advantage for five long, tough years of competition.




It can be grown.




Unfair advantage is alive. It is growing, changing, moving, advancing, and getting stronger every day. Think of it as if it were a recipe improved daily by the chef. It is not merely a fixed formula. Like the sci-fi Borg, it rockets through space and time, assimilating the best elements and discarding the useless. Dreaded by competitors, it is the death star of the universe of new enterprises. It is feared by slower-moving giants and sluggish empires. Every day, unfair advantage must be able to become taller, bigger, and better, growing every moment. An instant success that is not sustainable can lead to the demise of the new enterprise. For instance, your market size cannot be so small that your first products saturate it in a year and then are limited to growing only as fast as the birthrate of the population.




eMachines is an example. In its first year of selling personal computers, this pioneer that offered a PC for less than $600 recorded an amazing $1 billion of sales that led to an IPO. Its sales-savvy core management and unusual business model (almost all department functions were outsourced) contributed to its quick sales traction and very low costs. However, in the face of intense competition, its initial unfair advantage could not be sustained. The company ran into serious operational and marketing problems that resulted in its eventual demise. If you cannot develop your unfair advantage, you do not have one.




It is expandable.




To be sustainable when competitors are going to try to copy you, your unfair advantage has to be expandable: you must be able to increase the size, volume, quantity, and scope of it. You must be able to enlarge it. It has to be able to become stronger every day. You have to alter it. It must be advanced. You have to change it. Like the chameleon, you have to modify your unfair advantage in anticipation of and in reaction to arrival of danger. Think of your initial advantage like a tiny snowball on top of the mountain: as it rolls down, the ball becomes bigger and bigger, more and more powerful, until it is an awesome avalanche, thundering down, terrifying the competitors who face its fury and cannot get out of the way in time. When that happens, you are taking orders instead of selling. It is a thrilling condition that Geoffrey Moore refers to as “in the tornado.”3An expanding unfair advantage boosted Cisco and Nokia to the tornado stage of growth. Expandable competitive advantages made them into “gorillas” that dominate their market categories.4Expandable also means investors and eager employees want to see mountains of unclaimed, fresh market, ready to be converted to sales over half a decade.




Your first product cannot be your best or your last. It must be the beginning of a product family that cascades down the mountain and gathers momentum. Silicon Valley veterans refer to this product family as thebowling pin model. Others describe it as product dominoes. Whatever you call it, you need to clearly identify follow-on products for sale to markets related to your first product. The first market must lead you to the second two. Then two must become four so momentum builds and you arrive at the tornado stage.




Experienced entrepreneurs plan a lot of upside to their sales projections, with several additional markets to follow the first. Those cousin markets will supply you with more and more future sales and help your company attain dominance of the new market category. The trick is to pick the first bowling pin and its successors so that they create a selling wave that increases your operational efficiencies faster and faster as you gather momentum and the tornado begins to lift your company toward dominance. That is what scaling is all about. If you pick the wrong bowling pin sequence, your initial success and expended energy will be wasted. You will struggle to hit the next bowling pin. You will lose your momentum. You won’t cross the chasm. The gap will remain between your initial market and the next ones you need to reach large sales volumes.




It is dynamic.




With your initial unfair advantage working for you, your company will begin selling its first product, opening a new market, the fresh category you are aiming to dominate. But then your competition will react, the market will shift, and you must make a countermove. Your planned competitive moves are calleddynamic strategy. It is part of your unfair advantage. It is a strategic plan filled with movements. Movement makes it harder and harder for the competition to figure out how to beat your company. For example, after your first product wave, you introduce the next set of products. Meanwhile, you are working on a second new technology to use to build products for the next wave of sales to another market bowling pin. You are planning to add a new level of higher-quality customer service. And so on. Your unfair advantage is dynamically changing. You make progress and along the way respond to changes in the competitive market. You become a moving target, harder for the competition to get a focus on, making it more difficult to knock you off the leader’s throne. When you have unfair advantage, you are ready to respond to provocative questions from the press such as, “We woke up this morning to discover that Microsoft just announced a product virtually the same as yours! Now what?” When you are able to respond on your feet to such tough questions, you are beginning to comprehend what unfair advantage is all about. It is very dynamic.




It changes continually over the years.




Unfair advantage is not about dreaming up the impossibly great idea and riding it to IPO glory. History shows otherwise. Yes, a killer idea is important; it is a starting point on to the road to success. However, you would be naive to expect to win by defending a single innovation over years of subsequent attacks by competitors. It is not a patent that protects you. Nor is it a deal with a giant strategic partner that dominates your customer base. It is not getting your money from a famous venture capital firm. It is much more than that. If your unfair advantage does not change, sooner or later (sooner is better) the competition will find a weakness and break through your defenses. Then you will be history. New enterprise competition is not a one-move game. The long, long march along the start-up trail will expose you to aggressive competitive battles with new rivals and harsh responses by established companies. As you react, you will change your unfair advantage. You will scramble to shore up weaknesses and innovate to increase strengths. In a few years, you will not recognize your latest unfair advantage when compared with your first. That is one reason venture capitalists (VCs) are so eager to find experienced start-up leaders: they look for people who can manage the changes needed to develop an unfair advantage. They know how hard the competitive attacks can be. They expect unthinkable surprises that will pop up along your start-up road. They look to you to keep changing your unfair advantage.




It appeals to lots of potential customers.




To first-time entrepreneurs, it sounds obvious to claim that a large potential market is waiting to be conquered. In their presentations to investors, they essentially say, “Trust us! Millions of people will buy our products. Give us money, and we will prove it to you.” But investors in new ventures want to see evidence that your claims are truebefore they invest. They want to know what is compelling to early buyers about your first product. They want you to do market research and generate numbers that count how many potential customers are willing to pay the price you are asking for your product or service. Investors also want you to give them telephone numbers and email addresses of a select list of real people, real customers, with whom they can speak. In other words, you will need to work hard to back up your optimistic claims about the large size of your target market. That is why an engineer cannot get the attention of experienced investors by relying on breakthrough technology. What the customer thinks of your idea is more important to the stakeholders than a technologist might think. That is why experienced entrepreneurs never complete their business plan until they have done exhaustive surveys of potential customers.




Unfair Advantage Questions





How do you know when you have an unfair advantage? You can easily begin to test your initial idea by asking three simple questions:




	

What else is similar?


	

How easily can it be copied?


	

How hard is it to maneuver around?







Try the questions out on real companies you know a bit about. For example, try a patent-rich company such as Xerox. In its best days, Xerox was said to have had over 700 patents related to plain paper copiers. That sounds impossible to overcome, and yet the competition still figured out a way to get around the patents. The market turned out to be enormous. Competition lusted after it and figured out how to get a piece of it even though Xerox had the finest patent lawyers in the world working to defend its growing portfolio of intellectual property. Unfair advantage is much more than trade secrets protected by patents.




Question 2 is different from Question 3. To copy Xerox means you must produce a nearly identical copy of its products, using nearly the same technology. If Xerox had no patents, you could copy its products. However, in order to compete with a new enterprise that owns patents, you must find a way around its intellectual property barrier. In most developed countries, copying would be considered theft of intellectual property products and is forbidden by law. To get around Xerox’s patents legally means you would have to invent a different technology to produce plain paper copies and thus use your proprietary technology to get around the Xerox patents. That is what the competition did.




You can learn to test unfair advantages by making a game with friends. As you read about new companies in magazines, use the three questions to test their unfair advantages. Examine the strength of their unfair advantages and discuss how you think they could build better ones. Practice until you can quickly reach confident conclusions about unfair advantages. That is some of the best training for learning how to create an unfair advantage for your own new enterprise.




Examples of Unfair Advantaged Companies





Now let’s examine some organizations that gained an unfair advantage and have kept on advancing it until they have become world-class brands. You may be surprised to see schools and even countries on the list, yet each organization has an unfair advantage.






Example 1-4The Unfair Advantaged




	

BMW:This German corporation produces sportive driving machines aimed at young professionals with rising careers.


	

Mercedes Benz Chrysler:This German corporation produces luxury sedans for more mature people with established lifestyles.


	

Germany:This country creates superior-performing products designed with highly respected German mechanical engineering.


	

Japan:This country produces consumer and industrial products renowned for their superior quality.


	

MIT:This is a school for people who excel in mathematics and science.


	

Cornell University:This school is the world’s largest Ivy League university and one of the largest research centers in the world.


	

Dolby Laboratories:Dolby is the dominant choice for superior consumer and industrial electronic listening systems due to the passion, skills, and focus of its founder, Ray Dolby.


	

Microsoft:The world’s largest computer company was founded on Bill Gates’s strategic skills that led the company to a virtual monopoly on personal computers’ operating systems.


	

Cisco:This enterprise, backed by substantial funding from the veteran VC firm Sequoia Capital, created a behemoth in the form of a worldwide selling machine led by a sequence of outstanding sales people as CEO.


	

Nokia:The founders’ vision about the changing world of telecommunications transformed the Finnish timber and tire company into the world’s largest cell phone provider. The fresh opportunity was triggered by technology invented in Norway and America. The determination and skill of the core Nokia leadership team resulted in brilliant execution of the original vision.







SOURCE:Nesheim Group.







Differentiation





Differentiation is the title of a vital lesson to be learned by first-time entrepreneurs. Most learn it the hard way. I find nearly all neophytes begin with ideas for me-too businesses. Such new enterprises—“quicker-faster-cheaper”—are especially abundant in developing countries in Asia, and most recently in China. They begin as lower-cost sources of products produced by relatively less expensive labor. At first they succeed. But after a few years of success, their costs inflate, and fresh competition springs up in the form of new me-too companies that offer the same products at prices lower than the prior company. Soon competition arrives from many other newly emerging countries, and the original company seeks trade protection from its government. This kind of start-up thinking even occurs in high tech centers like Silicon Valley where naive engineers are convinced they can get started at lower cost and will later figure out how to make a big business out of the small beginning. Instead, almost all go bankrupt. They did not have enough differentiation and had no superior value added. Each lacked an unfair advantage. I have watched this happen wave after wave for three decades.






Example 1-5Me-Too Companies Suffer: China Overtakes Leaders




The dramatic stampede of moving manufacturing businesses to China is already forcing a painful lesson on the formerly low-cost manufacturing tigers of Southeast Asia. As the year 2000 passed, China had taken over leadership of the low-cost, light manufacturing market formerly dominated by Hong Kong, Taiwan, Singapore, Korea, and the rest of the herd (Malaysia, Thailand, the Philippine Islands, and Indonesia). India was failing to match their GDP growth rates, falling further behind. The dragon was winning over the tigers, small and large. Economic success inflated labor rates in successful Asian countries. The original unfair advantage (producing goods in Southeast Asia’s developing countries instead of in the United States or Europe) was reduced and finally turned into a disadvantage that could not be overcome with technology and productivity improvements. Entire businesses had to be moved to China in order to survive. Unfortunately, the herd moved together in a desperate race to try to attain low-cost manufacturing advantages. Differentiation between companies did not change much after shifting from the home country to China. Few companies emerged with stronger unfair advantages based on crisply differentiated products and services.







To overcome this kind of competitive disadvantage, companies operating in the now-expensive Southeast Asia tigers have been forced to try to innovate to add enough value to create differentiated products. Formerly they produced lower-cost commodities such as shirts and computer boards made under contract. Now they have to add more value to justify their higher production costs. The transformation to more value added would occur if the companies could understand how a shirt can be converted to a fashion item aimed at specific consumer markets and emerge as a brand that can compete with the best worldwide. The key to such a transformation lies in understanding how to create an unfair advantage—one that is distinctly unique.




Special forms of unfair advantages in countries can come to an abrupt end, leaving entrepreneurs in deep trouble. This is especially vivid when governments modernize and start enforcing intellectual property protection laws. A company caught in such a dilemma is India’s Dr. Reddy’s Laboratories. As reported in theFar Eastern Economic Review, in 2002 this copycat drug manufacturer was facing an end to its circumvention of patents of global pharmaceutical firms.5It could see the tightening of India’s commitment to start respecting product patents by 2005. The reporter asked the CEO, G. V. Prasad, what the company would do, and he replied that the fastest route to becoming a global player is through innovation, by investing in drug discovery. A patent on a new proprietary drug can be the beginning of an unfair advantage. From that, an entrepreneur can build more differentiation and develop it into an unfair advantage.




Searching for Unfair Advantage





Searching is an unavoidable struggle that is part of building an unfair advantage. It is hard work. Luck is not part of it. There are unknowns in the process. It is neither obvious where to begin nor clear how to proceed with an initial idea. An unfair advantage has to be found. Like a miner looking for diamonds, entrepreneurs are searching daily for the new, new, new thing that might be the beginning of a great idea and powerful unfair advantage. Anyone keen on investing in new enterprises is constantly looking for it. Serial entrepreneurs are digging for it. Wannabe start-up employees are lifting up rocks searching for it. Reporters are snooping about for it. They all seek it while they sleep, while they eat, exercise, vacation, and work. It is their passion. It is a part of them. It is a struggle to find it, like buried treasure, and it is worth the struggle. This is the “hidden-riches-I-




know-it-is-there-I’ll-find-it-I-just-know-I-will”




part of unfair advantage. It is buried deep in the mine. It is hard to find. It is even harder to extract and convert into wealth. But after you have found it, you can become rich, very rich (in more ways than just wealth), as I discovered observing a meeting of the leaders of Nokia Venture Partners.






Example 1-6Venture Capitalist on Unfair Advantage: BlueRun Ventures




After a presentation by a start-up team, John Malloy, one of the founders of BlueRun Ventures, explained how the day had gone for the firm: “During the morning’s all-partners meeting, we spent our time discussing a list of new venture deals we are very interested in. We examined in detail what we saw in each start-up. We talked about what made up the unfair advantage in the people, their ideas, and plans for their business.”







Your Primary Objective and Unfair Advantage





Now let’s connect unfair advantage to three important business tools: the objective, task, and goal of the new enterprise.




	

The number oneobjective of the new enterprise isto become the leader of a new market category.



	

The number onetask of the new enterprise isto create and exploit an unfair advantage so that the company dominates the targeted new market category.



	

The number onegoal isto accomplish the primary objective and complete the number one task within five years.








The following example, based on my studies of a very successful company, Research in Motion (RIM) applies the termsobjective, task, andgoal and explains how they relate to unfair advantage. Note especially the method the company used to create a fresh unfair advantage. After a wave of success as a new enterprise, the company had found itself without an unfair advantage and in a difficult business situation.






Example 1-7Initial Idea: RIM Email for Mobile Professionals




A Canadian company, Research in Motion (RIM) was founded in 1984 to design, manufacture, and sell pager products and services. Over the next ten years, RIM watched pagers become cheap commodities and pager services become noted for cutthroat pricing. The RIM pager business had become difficult to grow, intensely competitive, and especially awkward to differentiate. Cell phones added more value, and their sales grew, while sales of pagers declined. RIM searched for a way out of the quagmire. Employees were challenged to respond, and they did. Innovative minds came up with a novel idea: create a business based on a specialized handheld wireless communications device that would use RIM’s pager technology to receive and send email. That was the beginning of what became the wildly successful BlackBerry business. But until a lot more was added to the initial idea, there was no unfair advantage for RIM.







The number one objective of the new enterprise is to become the leader of a new market category. At this moment in the story, the category for RIM’s idea did not yet exist.






Example 1-8Primary Objective: RIM Plans to Lead a New Market Category




RIM proceeded with the initial idea and soon developed a prototype. It proved to be economically possible to use pager technology to send and receive emails on a specialized handheld device. Its black color and lumpy-looking keyboard led to the nameBlackBerry. It was sold as part of a service to customers who paid by the month. Soon it became very popular, especially in large corporations. “You gotta have it!” became the mantra of eager employees. By 2002, RIM’s BlackBerry had become the leader of wireless email, a fresh market category.




In the early days of this market, several companies were trying to deliver mobile email services using different technologies, but none had yet dominated any of the related customer segments by the time RIM entered the competition. RIM was not first, but it was first to get it right. It assembled a carefully selected set of elements into a unique mixture that became its recipe for an unfair advantage. It got it very right. It won the gold medal. It achieved its primary objective.







The number one task of the new enterprise is to create and exploit an unfair advantage so that it dominates the targeted new market category. RIM next set out to execute their exciting idea.






Example 1-9Executing the Plan: RIM Constructs and Exploits an Unfair Advantage




RIM was convinced it could create a great unfair advantage. It was a pager telecommunications provider with an extensive paging infrastructure already installed and operating in North America. Its engineers had created a technology that could (1) move email from corporate personal computer servers and networks (2) onto RIM’s pager network, and then (3) onto to a special, proprietary personal digital appliance that would enable users to read, display, and send emails. Mobile professionals would be able to communicate via email messages without a tethered personal computer. They could send and receive emails in airports, hotels, rental cars, hallways, and meeting rooms.




The new market was open, with no leader yet established. Pager technology was lower cost to install and operate than cell phone technology. RIM already had contracts for paging services with large corporations that would be ideal customers for RIM’s mobile email service. RIM had manufacturing capabilities that were producing pagers. Its engineers were eager to design a cool BlackBerry device. Management was well connected with the leaders of the personal computer industry, including Intel and Microsoft.




Those were some of the elements that RIM used to build its unfair advantage. It kept the plan secret until the day it announced the BlackBerry service. The press release surprised the world, and RIM was off and running. The competition was left standing at the starting line.







Your goal is to accomplish the primary objective and complete the number one task within five years. RIM shot out of the gate and kept running to IPO.






Example 1-10Achieving the Goal: RIM Dominates Within Five Years




RIM announced the BlackBerry mobile email service in 1998. Within two years, it rose to king of the hill of the new market. Competing services wilted. RIM focused on delivering just email; attachments would have to be read back in the office. RIM did not get sidetracked adding bells and whistles—those many new features that complicate a new product (referred to as creeping elegance). It stayed focused, working very hard to capture the largest share of the new market as quickly as possible. It succeeded. By 2002, the BlackBerry service had become the undisputed king of the wireless email hill. Its strategic partners included the finest names in computing and networking. The corporate customer base was blue chip. The BlackBerry became so popular that meeting managers opened by announcing that, “This is a BlackBerry meeting.” That meant it was permissible to do emails during the meeting (on your Blackberry). The BlackBerry device had become a status symbol and measure of coolness, as well as a productivity booster. In five years, RIM had achieved its primary goal.







Now that you have a better understanding of what unfair advantage is about, let’s shift gears and discuss how to communicate your unfair advantage to some of the key stakeholders: an investor or prospective employee or the media.




The Elevator Pitch: Quickly Communicating Unfair Advantage





An elevator pitch is a very short, very exciting explanation of your unfair advantage. It is a message so compelling that your audience demands to hear more immediately. When you have your elevator pitch figured out, you will discover your unfair advantage is deceptively simple. It can be explained in just a few sentences. The hard part is to get a long story shortened without losing its appeal. Writing a short story is much harder than writing a long one.




When you have a carefully crafted unfair advantage, you can present it to an investor very quickly. It does not take an hour to deliver it. You do not require thirty PowerPoint presentation slides and complex technological explanations. No especially dramatic performances are necessary. It takes just a few words. In fact, you can state it in less than 30 seconds. That is the time you have before the person you happen to meet on the elevator gets out on his or her floor in the hotel.




Here is an example based on real-world episodes described to me by an icon VC and some of the participants.






Example 1-11Elevator Pitch: Kim and DT on the Elevator




As he left the Korean restaurant, Kim stopped, turned, and decided to head for the Grand Hotel. It had been a day of disappointments: no responses from countless emails and not a single call back from many telephone calls to venture capitalists. Kim knew his personal savings would hold out for only a few more months. “Then back to becoming a wage slave!” he exclaimed to himself.




“Maybe a walk through the lobby of the Grand Hotel will boost my spirits,” Kim thought. “After all, this is the place where venture capitalists and investment bankers meet to talk about IPOs and hot start-up deals.”




As he emerged from the revolving door, he thought, “I belong here! Now is my time. Oh, money, where are you?”




The lobby was imposing. The tall marble columns dwarfed the uniformed hotel bellman who greeted him with an enthusiastic, “Welcome to the Grand Hotel, sir!” That brought a smile to Kim’s face. “I feel better already!” he thought.
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