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In the book of Genesis, Adam and Eve are told that they have the run of 
the Garden of Eden. There was only one rule to follow: Do not eat of the 

fruit of the Tree of Knowledge.
They were able to follow the rule and deny their curiosity until, faced 

with a convincing argument from a wily serpent, the pair chose instead to 
weigh the pros and cons of eating the forbidden fruit. Rather than just fol-
low the rule, they chose to make up their own minds based on an analysis of 
the facts as they understood them. Given how that turned out, it seems safe 
to say that they would have been better off following the rule.
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The stakes needn’t be quite so high for rules to be extremely helpful. Those who 
would stop smoking or lose weight, for example, would similarly do well to adopt 
rules governing their behavior. We know that when it comes to resisting tempta-
tions of all sorts, we do better following rules than, on a case-by-case basis, deciding 
what to do. When we let ourselves think about whether or not a cigarette makes 
sense “just this once,” or the chocolate torte really might be a good idea, the sad fact 
is that we seem almost hard-wired to systematically make the wrong choices.

In other words, rules keep us on the straight and narrow precisely because we 
commit to following them, not just when those rules makes sense to us, but even 
when—especially when—we don’t want to follow them because we think a different 
course makes better sense in a given case. That’s why Moses didn’t call them “the 
ten suggestions.”

What about the world of business? Do rules apply here, too? Or should com-
panies always weigh the facts and attempt to determine for themselves the best  
path forward?

Our nearly decade-long research project into the determinants of superior, 
long-term profitability has led us to conclude that when it comes to at least three 
critical choices, exceptional performance is indeed a function of a company’s ability 
to follow these rules:

 Rule No. 1: Better before cheaper. When deciding how to create value for  
customers, compete on value, not on price.

 Rule No. 2: Revenue before cost. When deciding how to drive profitability, focus 
on higher revenue, not lower cost.

 Rule No. 3: There are no other rules. When adapting to a changing competitive 
environment, be willing to change anything except your adherence to the first 
two rules.

These rules are based on an analysis of the relationship between the behavior 
and the performance of publicly traded, and generally larger, companies which af-
forded us the most nearly complete and consistent data over meaningful periods of 
time (see sidebar Uncovering the rules).

For all their salience, though, larger, public companies are not nearly the most 
abundant corporate form in America. Smaller, private companies (SPCs) inhabit-
ing the space between entrepreneurial start-ups and corporate behemoths employ 
more people than the entire S&P 500 and account for the equivalent of 40 percent 
of the US GDP.1

These differences in size and ownership structure can make for a very differ-
ent set of pressures and opportunities. With size can come complexity that small 
companies are spared, while small companies can often be strapped for resources 
or find themselves coping with explosive growth in ways that larger companies have 

DIFFERENT TEMP TATIONS, SAME RULES
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either forgotten or can only dream of. A public versus private ownership structure 
can mean all manner of differences in pressures, constraints, and latitude in invest-
ment horizons and performance priorities.

The question of moment, then, is: Do the rules apply despite these differences?

Using survey data on over 500 SPCs we have concluded that both populations 
of companies are well served by the rules. Competing on value, driving profitability 
with revenue, and making every other choice in light of these two rules are system-
atically associated with higher profitability.

UNCOVERING THE RULES 
Our ongoing research into the determinants of superior, long-term profitability has drawn on 

three types of evidence.

   First, we began with the population of every company that has ever been publicly traded in 

the United States at any time between 1966 and 2010—more than 25,000 companies and 

300,000 company years of data. We identified 174 “Miracle Workers” and 170 “Long Run-

ners.” Miracle Workers landed in the top decile of profitability often enough over the course 

of their observed lifespan to be statistically exceptional. Long Runners landed in the sixth to 

eighth decile often enough to make good luck an unlikely explanation.

   A detailed statistical analysis of the profitability advantages enjoyed by these exceptional 

companies over average performers (what we called “Average Joes”) revealed that superior 

performance is systematically a function of higher gross margins—often accompanied by 

higher cost—and rarely a function of cost advantages.

   Second, to gain insight beyond what is available from the dissection of income statements 

and balance sheets, we conducted 27 detailed case studies drawn from nine sectors across 

four of the five major industry classifications that make up the US economy. These case stud-

ies amount to comprehensive corporate histories spanning decades, detailing both corporate 

perseverance and transformation in the face of all manner of challenges and change. This 

work revealed that exceptional companies competed on differentiation rather than lower 

prices—hence, better before cheaper—and drove their profitability with price premiums or 

volume advantages rather than lower cost—hence, revenue before cost. These results were 

published in our May 2013 book The Three Rules: How Exceptional Companies Think.

   Third, since the initial publication of our findings, eight monographs have been published, 

each focused on a specific industry and authored by our colleagues with deep expertise in 

each. These investigations into the ways in which the rules apply in different contexts drew 

on an additional 55 case studies.
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Despite this fundamental consistency with our initial findings, it would appear 
that SPCs tend to stray from the rules for quite different reasons than larger and 
public companies. In other words, although the rules for success are the same, the 
temptations that thwart it are not.

Below we demonstrate the applicability of the rules to SPCs in order that SPCs 
will want to follow the rules. We then explore how SPCs go astray in the hope that 
we can give SPCs the courage to actually follow the rules.

DIFFERENCES THAT MIGHT MAKE A DIFFERENCE

In our original analysis, we found that company size and industry had the great-
est impact on a company’s relative performance. Our survey respondents differ 

materially from our “the Three Rules” (T3R) population, as shown in figures 1 and 
2 (see sidebar About the survey).

Although there is a similar preponderance of consumer and industrial products 
companies with approximately similar coverage of the technology, health care, and 
energy sectors, there is an absence of cases in the financial services and the catch-all 
“other” sectors.

On the revenue dimension, responding companies are essentially uniformly 
distributed across our revenue categories, while both the T3R population and T3R 
case study companies vary as much as 20 percent across the same size ranges. In 
addition, the T3R population and case study companies have strong representation 
from companies both much larger and much smaller than the survey population.

ABOUT THE SURVEY 
Twice a year, Deloitte Growth Enterprise Services (DGES) surveys smaller and generally pri-

vately held companies on a variety of issues, including their views on the general economic 

climate, perspectives on key issues facilitating or impeding growth, their priorities, plans, and 

expectations for the future.

   In the fall of 2013 the survey consisted of 62 questions in total, seven of which were de-

signed to assess whether or not companies that follow the Three Rules were statistically likely 

to be more profitable than those that do not.

   The results reported here are based on 504 responses. Forty-eight percent were completed 

by C-level executives, board members, or owners; 23 percent were completed by direc-

tor-level executives or leaders of business units; the remaining 28 percent were completed  

by managers.2 
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Figure 1. Distribution by industry
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Figure 2. Distribution by size
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There are major differences in ownership structure as well: Our survey compa-
nies are overwhelmingly private (figure 3). This matters because research suggests 
that there are important differences in the behaviors of public and private compa-
nies, even if the nature of those differences is far from settled.3 

For example, some feel that public companies are less able to invest for the long 
term or take on seemingly risky projects, forced by the demands of fickle, or at least 
highly liquid, investors who will only stay put if rewarded with a steady diet of in-
creasing revenue and profits.4 Private companies can therefore be more patient, as 
they are spared the constant scrutiny and pressure of analysts and public sharehold-
ers, some of whom make inferences about the viability of company strategy or the 
quality of management based on short-term changes in equity values.

In short, SPCs are different in ways that are potentially important to the drivers 
of long-term superior performance. Our survey sample captures these differences 
in precisely the ways necessary to test whether or not the rules apply to a critically 
important population of companies that fall beyond the scope of our original re-
search.

RULE NO. 1: BETTER BEFORE CHEAPER

The first of our Three Rules speaks to how a company creates value for its cus-
tomers—its competitive position compared to its relevant competition. Our 

research points strongly and consistently to the superiority of positions based on 
non-price differentiation over those dependent upon price-based competition.5

To test this finding on our survey population, we asked: How would you charac-
terize your company’s competitive position compared to your most direct competitors? 

Graphic: Deloitte University Press  |  DUPress.com

Figure 3. Survey respondents by ownership
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For each of “performance” (which speaks to the “better” half of rule No. 1) and 
“price” (which speaks to “cheaper”), respondents chose one of five possible respons-
es ranging from “dramatically higher” to “dramatically lower.”

Respondents were asked to characterize their company’s performance com-
pared to their most direct competitors, ranking their profitability over the last five 
years by quintile—from the bottom 20 percent to the top 20 percent. Responses 
were then divided into “higher profitability” responses (those ranking themselves 
in the top 20 percent) and “lower profitability” (those ranking themselves below the 
top 20 percent).6

We can consolidate these three dimensions—performance, price, and profit-
ability—into a single table (figure 4).

A statistical analysis reveals that the responses are far from randomly distrib-
uted, with a higher percentage of companies reporting higher levels of profitability 
in the “higher price/higher performance” cells than one would otherwise expect. 
This provides suggestive, if somewhat blunt, support for rule No. 1.

There are, of course, many different ways in which companies can pursue a “bet-
ter” rather than a “cheaper” competitive position. To gain deeper insight into what 
SPCs invested in and where they sought to economize in the pursuit of their respec-
tive strategies, we asked respondents to rank eight objectives based on their relative 
importance.7 

We did not formulate these objectives. These questions have been used in 
prior studies to assess companies’ competitive positions and operational excel-
lence, clustered as shown in figure 5.8 They were taken from the Workplace and 
Employee Survey, which, until 2006, was administered annually by the Canadi-
an Department of Statistics to over 6,000 commercial enterprises of all sizes and  
ownership structures across a wide variety of industries, and had a better-than-
85-percent response rate.

Graphic: Deloitte University Press  |  DUPress.com

Figure 4. Performance, price, and profitability
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We asked respondents to rank the importance of each dimension from 1 to 8. 
Cluster analysis on the responses of the population reveals general tendencies in the 
trade-offs respondents make.

Graphic: Deloitte University Press  |  DUPress.com
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Figure 6. Three generic competitive positions and the incidence of superior profitability
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The “better” and “cheaper” clusters in figure 6 are defined by their embrace of 
opposite sets of trade-offs. Compared to the “cheaper” cluster, the “better” cluster 
gives greater priority to developing new products and services and undertaking R&D, 
and much lower priority to reducing labor cost and reducing operating cost. There is 
relatively little difference between the two clusters on the other four dimensions, 
which define operational excellence, suggesting that these companies, having de-
cided what to do, place equal emphasis on doing it well.

The “stuck in the middle” cluster 
gives the same priority to the “better” 
cluster’s defining priorities—developing 
new products and services and undertak-
ing R&D—and to the “cheaper” cluster’s 
defining priorities of reducing labor cost 
and reducing operating cost. Thanks to 
the forced ranking of our question, this 
means that “stuck in the middle” com-
panies necessarily give lower priority  
to all four dimensions that define  
operational excellence.

What we have, then, are two clus-
ters that reveal clear, and diametrically 
opposed strategies, although each is 

equally focused on implementing those strategies effectively. Our third cluster is 
“stuck in the middle,” trying to break the trade-off between “better” and “cheaper” 
at the expense of emphasizing the capabilities required to do anything well.

In light of this characterization, it is perhaps not surprising that, as shown in 
the accompanying table, the population of companies falling into the “stuck in the 
middle" cluster has the lowest incidence of superior profitability. In contrast, the 
“better” cluster has the highest incidence of superior profitability, followed by the 
“cheaper” cluster. (All differences are statistically significant.)

Two aspects of these results are noteworthy. First, “better”—that is, more highly 
differentiated—strategic positions are systematically more likely to be more profit-
able than “cheaper” positions—those based on price leadership. This is consistent 
with prior research on the relationship between strategic position and profitability.9 

Second, these results are consistent with our conclusion in The Three Rules that the 
strategic positions that are likeliest to deliver exceptional performance in the long 
run (rather than merely higher profitability at a point in time) are based on differ-
entiation. It would appear, then, that SPCs are not living in a strategic world apart: 
The same rules that apply to others apply to them.

Companies that focus  
on cost  advantages to 
dr ive their  prof i tabi l i ty 
are readi ly  ident i f iable: 
They place dramatical ly 
h igher pr ior i ty  on reduc-
ing labor and mater ia ls  
cost ,  and reducing in-
vestment.  Compared to 
the other two c lusters , 
they appear to have 
l i t t le  t ime for worry ing 
about pr ice or volume.
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RULE NO. 2: REVENUE BEFORE COST

Where rule No. 1 speaks to how a company creates value for customers, 
rule No. 2 addresses how a company captures value for itself in the form  

of profits.
The arithmetic is universal: profit = revenue – cost. And because revenue is  

simply price x volume, these are the three levers a company can pull in order to have 
higher profitability than its competition. Which levers a company pulls, in what 
combination, and to what degree defines that company’s profitability formula.

In The Three Rules, we uncovered that exceptionally profitable companies have a 
profitability formula that generates most of its advantage most often through higher 
price. Higher volume comes next, while only rarely do exceptional companies rely 
to any great extent on lower cost to drive their profitability advantages. To deter-
mine the profitability formulae used by SPCs, we asked our survey respondents to 
rank order the seven priorities listed in figure 7.

The “volume” and “price” clusters shown in figure 8 are almost identical on six 
of the seven dimensions that reveal a company’s profitability formula. The only 
difference—but it is an enormously significant one—is increasing volume by de-
creasing price, which defines the difference between the two clusters. Where price- 
focused companies ranked this priority dead last, volume-focused companies 
ranked it their most important driver of increased profitability. Companies employ-
ing a price-driven profitability formula are therefore not defined so much by what 
they do as by what they don’t do—which is to cut price.

Companies that focus on cost advantages to drive their profitability are readily 
identifiable: They place dramatically higher priority on reducing labor and materi-
als cost, and reducing investment. Compared to the other two clusters, they appear 
to have little time for worrying about price or volume.

Graphic: Deloitte University Press  |  DUPress.com
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As with the relationship between competitive position and profitability, our sur-
vey results are consistent with our T3R findings. Price-based profitability formulae 
most frequently deliver superior profitability, followed by those with an emphasis 
on volume. Cost-based formulae show us the money least frequently of all.

There are, however, two notable differences between our original findings and 
these results. First, public companies delivering exceptional profitability through 
higher prices outnumber those relying on higher volume by as much as three to 
one. Among SPCs, higher price just barely edges higher volume.

Second, although cost-based superior profitability is significantly and materi-
ally less frequently observed in our survey responses, revenue-driven advantages 
outnumber cost-based positions by approximately two to one, rather than the five-
to-one advantage we observed in the T3R work.

These differences speak to the nature of the temptations that derail the pursuit 
of exceptional performance among SPCs, not differences in the applicability of the 

Note: Higher values indicate increasing importance. 

Graphic: Deloitte University Press  |  DUPress.com

Figure 8. Three generic profitability formulae and the incidence of superior profitability
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rules. To see why, we turn to a case study illustration of how one consistently highly 
profitable SPC manages to follow the rules, no matter what.

EVER WITHIN THE REACH OF TEMPTATION

Perhaps the most important finding of our research into the power and appli-
cability of the rules of superior long-term performance is that following them 

is not optional. Whatever song the sirens might sing, the rules are indispensable in 
lashing oneself to the mast on the journey to superior performance.

Large companies seem more likely to change fundamentally their competitive 
position, often through transformational mergers or acquisitions.10 For example, 
after more than 20 years of exceptional performance, in the early 1980s Maytag, the 
washing machine company, found its once unassailable position under threat from 
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new retail formats and facing off against lower-cost competitors with lower-quality 
products and lower prices. The company responded by trying to remake itself as a 
global, lower-cost player. Similarly, Thomas & Betts, once a highly differentiated 
electrical components distributor, responded to slowing growth prospects with a 
move into electronics, where it hoped to gain cost advantages through scale.

Both companies’ responses were reasonable enough, and in all likelihood made 
on the basis of comprehensive analysis and careful reasoning.  But they were con-
trary to the rules, and ultimately failed because of it. (Maytag was acquired by 
Whirlpool in 2006. Thomas & Betts was acquired by ABB in 2012, in both cases 
with an eye to accelerating a transition back to rules-based competition.)

Our survey results, however, suggest that smaller companies face differ-
ent temptations (figure 9). For example, 39 percent of respondents reported that 
having lower price as a key element of their competitive position “depended on  
circumstances.” Other dimensions of position—for example, after sales service or 
customer experience—were far less contingent.

In addition, only 12 percent of respondents said higher price was very impor-
tant to their profitability and 41 percent said it depends on the circumstances, while 
20 percent  said higher volume was very important and only 35 percent said it de-
pends on the circumstances.

Graphic: Deloitte University Press  |  DUPress.com

Figure 9. Degree of commitment to selected drivers of profitability
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These results imply a potentially disturbing willingness to cut price: if one’s 
dedication to higher prices depends on circumstances, then it’s not really a com-
mitment. Our research reveals that the strategies likeliest to deliver superior results 
in the long run are those built on “come what may” adherence to the rules—the 
willingness to stay focused on the right problems. It is a false hope to think that 
“just for now” or “just this once” a company can cut prices or sacrifice differentia-
tion.  As anyone who’s ever tried to kick a bad habit can attest, it is easier to stay on 
the path to virtue all the time than just some of the time.

In contrast, respondents reveal a much stronger dedication to maintaining vol-
ume, which, coupled with the relatively tenuous general dedication to earning a 
sustained price premium, is only too likely to lead to a dangerous death spiral of 
price cutting, shrinking profit margins, reduced differentiation … leading right 
back to the very volume pressures that triggered the initial price cuts.

To begin understanding how smaller companies adhere to the rules and resist 
these temptations, we spoke with leadership at Crestron Electronics, a top-per-
forming company among our survey respondents.

Crestron describes itself as a leading manufacturer of advanced control, au-
tomation, digital AV distribution, and unified communication and collaboration 
systems. Its systems allow users to monitor, manage, and control a wide variety of 
building or home technology using touch screens, keypads and remotes, or other 
smart devices.

Crestron’s survey responses reveal a “better” competitive positioning and a 
“higher price” profitability formula (figures 10 and 11).

Crestron’s story confirms these characterizations, for the company invests heav-
ily in research and development with an eye to designing products that incorporate 
leading-edge technology that can be easily integrated across its portfolio. Crestron 
invests heavily in engineering and testing in order to spare its customers the “early 
adopter blues”—thereby breaking the trade-off between having the latest and great-
est and having something that is tried and true. Doing this effectively means having 
a large staff of highly capable engineers—more than 1,000 professionals operating 
out of a single New Jersey-based campus.

All this expense demands that if Crestron were simply to achieve average levels 
of profitability, it would have to command a consistent price premium. But Crest-
ron sees itself as a relatively highly profitable company, implying that the value 
Crestron creates for its customers more than compensates for the higher prices 
Crestron charges.

Since Crestron sells through dealers that also install and service its systems, the 
company pays careful attention to the needs of both its customers and its dealers. 
That means investing in two very different types of innovation.
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Figure 10. Competitive position for Crestron Electronics
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Figure 11. Profitability formula for Crestron Electronics
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Customer-focused innovation, of the type described above, tends to earn a price 
premium in the market. This rewards customers—who get that rarest of combina-
tions: cutting-edge technology that is also highly reliable—and dealers who are able 
to secure higher retail margins.

Dealer-focused innovation focuses on ease of installation and servicing. This 
requires many of the same sorts of engineering and design capabilities that support 
customer-focused innovation, which increase cost. It can demand that Crestron ex-
pand its product portfolio into segments where superior performance is not nearly 
as salient and price sensitivity is much higher.

Consistent with its strategy and profitability formula, however, Crestron resists 
the temptation to compete on price even in these markets. For example, as part 
of its audio-visual solutions, Crestron recently expanded its speaker offerings, a 
product market segment that has fewer opportunities for differentiation than other 
elements of an audio-visual system. However, by taking control of speaker design, 
Crestron is able to provide a system that can be installed and serviced more eas-
ily, making the dealers more efficient. Consequently, Crestron is able win a greater 
share of the market by focusing on the larger system.

Finally, consistent with its competitive positioning, Crestron places little rela-
tive importance on reducing labor cost to support profitability, consistent with the 
importance of highly skilled engineers in maintaining the company’s competitive 
position. On the other hand, reducing material cost is very important. The reason 
seems to lie in the nature of Crestron’s business. As a designer of integrated systems, 
a great many of Crestron’s inputs are near-commodity electronic components. Since 
higher prices in these markets rarely reflect higher levels of performance, Crestron 
seeks to consolidate its purchasing and secure volume discounts where possible, 
confident that these price concessions by its suppliers do not compromise the qual-
ity of its inputs.

Like all companies, Crestron occasionally faces tough choices, and in the face of 
ambiguity, it can be tempting to break the rules “just this once.” It is in these cases 
that Crestron’s guiding principles keep the company on the straight and narrow: 
innovation, quality, and customer support. Living those principles requires invest-
ment, but it is investment that keeps the company aligned with rules 1 and 2.

RULES WERE MADE TO BE FOLLOWED

Perhaps the most important finding of our research into the power and appli-
cability of the rules of superior long-term performance is that following them 

is not optional. Whatever song the sirens might sing, the rules are indispensable in 
lashing oneself to the mast on the journey to superior performance.
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Large companies seem more likely to change fundamentally their competitive 
position, often through transformational mergers or acquisitions. Smaller compa-
nies, in contrast, tend instead to be subject to stronger pull to cut price and drive 
volume, which can lead to an almost insensible and eventually irreversible erosion 
of a once-valuable differentiated position.

It is just this sort of temptation that Crestron—and any exceptional company—
works hard to resist, by, for instance, carefully distinguishing between components 
that cannot be successfully differentiated—like speakers—and the complex systems 
that can be. Such solutions might look obvious, but only in hindsight. Understand-
ing what sort of differentiation customers value and will pay for, and having the 
courage to commit over time to the investments required to deliver it, demands not 
only a hard-nosed approach to the facts, but also a constant and unapologetic refer-
ence to fundamental principles that transcend the pull of the current deal.

We have concluded that a key element, perhaps the defining element, of those 
who successfully resist these temptations, no matter their particulars, is the ability 
to accept, and act on, the rules whatever the pressures of the moment might lead 
you to believe. These rules, like so many others, were made to be followed. DR
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